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IMPACT OF CURRENT ECONOMIC CRISIS ON FOUN-
DATIONS AND RECIPIENTS OF FOUNDATION MONEY

MONDAY, NOVEMBER 25, 1974

U.S. SENATE,
STUBCOMMITTEE ON FOUNDATIONS

N oF THE CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:45 a.m., in room
2221, Dirksen Senate Office Building, Senator Vance Hartke (chair-
man of the subcommittee) presiding. i

Present: Senators Hartke [presiding], Curtis, and Fannin,

Senator Curris [presiding]. The committee will come to order.

Chairman Hartke is delayed a bit, but we will proceed because we
do appreciate that the witnesses are tpresent. N )

This meeting of the Subcommittee on Foundations is called pri-
marily to assess the present situation, both as to economic factors as
well as the effect of the present law on foundations and on grantees.

Our first witness is the Commissioner of the Internal Revenue, and
Mr. Alexander, we are deliﬁhted to have you here. You may proceed
in your own way. If you have a written statement you can follow
that, or please proceed. '

STATEMENRT OF HON. DONALD C. ALEXANDER, COMMISSIONER,
INTERNAL REVENUE SERVICE, ACCOMPANIED BY MR. BURKE
WILLSEY, ASSISTANT TO THE COMMISSIONER, INTERNAL
REVENUE SERVICE; MR. LEON C. GREEN, REGIONAL COMMIS-
SIONER, CENTRAL REGION, INTERNAL REVENUE SERVICE; MR.
MEADE WHITAKER, CHIEF COUNSEL, INTERNAL REVERUE
SERVICE; MR. ALVIN LURIE, CONSULTANT; MR. CHARLES

. RUMPH, CONSULTANT; AND MR. HOWARD SCHOENFELD

Mr. ALexaNDER. Thank you, Mr. Chairman.

I have a written statement, and with your permission, Senator
Curtis, I would prefer not to read it, but instead to submit it for the
record.

Senator Curris. Very well. So ordered.

Mr. ALexaNper. But I would like to tell you first who are here from
Internal Revenue before you, why they are here, and to outline briefly
some of the considerations as we see them from the perspective of our
responsibilities.

First, who are here : On my immediate right, Senator Curtis, is Leon
Green, our Regional Commissioner for the Central Region, and at the

(1)
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time of the creation of the Special Service Staff, discussed in the press
recently, Mr. Green was Deputy Assistant Commissioner (Compli-
ance) 1n the National Office of the Internal Revenue Service. On my
immediate left is Meade Whitaker, Chief Counsel of the Internal
Revenue Service, and on Mr. Whitaker’s left is Burke Willsey, Assist-
ant to the Commissioner. Behind Mr. Whitaker is Alvin Lurie who
we persuaded to be a consultant, and who we hope and expect will be
our new Assistant Commissioner in charge of Employee Plans and
Exempt Organizations—in charge of our new and expanded and re-
defined functions in the exempt organizations area in its entirety and
with respect to private foundations in particular.

To Mr. Luries right is Charles Rumph. Charles Rumph was for-
merly deputy attorney general of the State of C'alifornia in charge of
enforcing their laws with respect to charities. He has joined the In-
ternal Revenue Service and is acting now as a consultant to me. He
will be working with Mr. Lurie shortly.

To Mr. Rumph’s right is Howard gchoenfeld, now of our Exempt
Organizations Examinations Branch, under the Assistant Commis-
sioner (Compliance). He will soon be working directly in the employee
plans and exempt organizations area.

Senator Curtis, we have responded, and the statement that I men-
tioned responds further, to a letter of inquiry from your subcommittee
with respect to certain information that the subcommittee needs in
order to evaluate the effect of the 1969 Revenue Act upon the private
foundation community, to see whether provisions brought into the tax
laws as part of chapter 42 of the Code are having their intended effect,
are having too great an effect, or perhaps too little an effect.

We have submitted a substantial amount of information to this sub-
committee describing what we have done in the past and what we
are doing now to be more responsive to the needs of Congress in evalu-
ating the impact of the new design in the statute regarding private
foundations.

First, Senator Curtis, I have to tell you that the figures that we
gave, the $17.3 billion figure that we estimated as being the aggregate
of foundation assets as reported to us, is just plain wrong, and it is
wrong for a reason and in a way that almost defies belief. We ran a
new computer program this summer to record the assets of foundations
as reported to us on their 990’s. The computer program involved 12
digits, but the Honeywell system was programed to take only 10 digits,
so guess what digits were dropped : the left-hand digits. not the cents,
but the left-hand digits. So a foundation with &1 billion or more in
assets turned out to be a foundation whose assets were reported as
those in the $10 million to $99 million category.

Senator Curris. Well, it makes it easier to understand, anyway.
[ General laughter.l

Mr. ALexanpEr. Well. it does make it quite easy to understand, but
let me tell you something our computer program did later. After we
knocked off the two left-hand figures. then we had some interesting
material which, of course, was meaningless. but then we knocked the
cents off, so we knocked off the two right-hand figures. Therefore,
we do not even give you the total cents, much less the total dollars.
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Now, we have found this mistake, and it is an inexcusable mistake,
and we are correcting it. We will have some better figures for the use
of this subcommittee in the very near future.

Now, Mr. Chairman, this illustrates something about the past, abput
the present, and about the future. Qur interest in exempt organizations
in the past has not been as great as it should have been. Our assemblage
of statistics, even if we assembled them correctly, has not been as de-
tailed as it should have been. We are redesigning, reformatting, and
rethinking what we will require on our tax returns, what we will put
in our exempt organizations master file, what we will supply to Con-
gress, to the foundation community, and to the public. WWe have re-
designed our audit program, as well.

For 5 years we have been concentrating on private foundations to
fulfill a commitment that Commissioner Thrower made down here at
the Hill, that all foundations would be audited at least once during
this §-year period, and that the larger foundations would be audited
on a 2-year cycle. That commitment is now being fulfilled. It will be
fulfilled by the end of this year.

We do not propose to continue an audit program of this kind. We
pro(;mse, instead, to have a taxpayer compliance measurement program
to determine the real audit needs of the exempt organizations com-
munity, and to go about a more effective and a completely even-handed
way of meeting our responsibilities, to see to it that the provisions
governing’v)exem t organizations are administered soundly, effectively,
and even-handedly.

I apologize for the fact that the information about the aggregate
assets of foundations was so far off. I want to commend the subcom-
mittee upon the disbelief that it evidenced when it inquired as to how
this $17.3 billion figure came about.

Senator Hartke, I would like, if I may, sir, to quote to you a state-
ment of yoursin the June 3, 1974 hearings:

It is imperative that the I.R.8. conduct its activities with a full sense of its
responsibilities. If it allows its awesome power and information to be used by
anyone for selfish political purposes, it fails in performing its tasks and ceases
to deserve public trust.

I agree with that completely. Various statements have been made
in the press recently about the Special Service Staff, started as the
Activist Organizations Committee, or a8 name of that type, and termi-
nated by me on August 9, 1973. Allegations have been made about
why this organization was created, at whose request it was created,
about what 1t did or did not do. about what statements were made or
were not made when it was terminated, and about what happened or is
ha })ening to the files of this organization.

Now, I can speak and I wmﬁd like to speak very briefly as to some
of these issues on hand. Senator Hartke, as a former prosecutor, you
know that hearsay is a lot less valuable than direct testimony, and
Leon Green. our Regional Commissioner of the Central Region, who
was formerly Deputy Assistant Commissioner (Compliance) at the
time of the creation of this organization, is here to tell this subcom-
g;itt.ee l})]rieﬂy why this organization was created and what it did when

was here.
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As to its termination, on May 30, 1973, the day after I was sworn
in as Commissioner, I called a meeting to discuss this organization
and to see whether there was any good reason for continuing it. At
that meeting there were present Mr. Burke Willsey, my assistant, who
is on my far left at this table; the then Deputy Commissioner, Mr.
Raymond F. Harless, Mr. Dean Barron, the then Assistant Com-
missioner, Accounts, Collection and Taxpayer Service; Mr, Harold
Snyder, the then head of the Collection Division, and Mr. Paul
Wright, who was then head of the Special Service Staff.

I was assured at that meeting that the staff was engaged only in
obtaining information about tax protesters and tax resistors, people
who were trying to impede the Internal Revenue Service from carry-
Ing out its responsibilities to administer and enforce the tax laws.

Mr. Harless and Mr. Barron, with the others, asked that this orga-
nization be continued, and it was continued on a trial basis for that
purpose, until it was terminated by me on August the 9th.

Senator HArRTKE [ presiding]. August when?

Mr. ALEXANDER. August 9, 1973.

The documents carrying out this termination were signed on Angust
the 13th.

Now, first, what was stated on August the 9th to the Internal Reve-
nue Service and to the public, because some reporters seem to be con-
fused on this issue, and this issue is important—the release of Angust
the 9th speaks for itself, pointing out that the staff was formed as a
result of 1nquiries made oFi.R.S. by the permanent Subcommittee on
Investigations of the Senate Committee on Government Operations.
It then points out that the assignment of the staff was to gather in-
formation on the sources of funding of so-called extremist organiza-
tions and to check the income tax status of the organizations and their
principals.

Then the release says that the staff is presently involved in matters
dealing with tax resisters and tax protesters.

After the announcement on August the 9th, and the ministerial
documents that followed on August the 13th, the staff then set about
to terminate its operations, to distribute to field offices information
with respect to people and institutions that it thought involved non-
compliance with the tax laws.

Mr. Willsey can speak about these activities as he was handling this
for my office. The files of the staff have been maintained intact and
are still maintained intact. They were maintained intact at the express
request of Senator Ervin on behalf of his Subcommittee on Constitu-
tional Rights, and at the request of the chief of staff of the Joint Com-
mittee on Internal Revenue Taxation because the Joint Committee has
not completed the investigation which it began last vear and which it
reported on briefly in its report of December 20, 1973.

As soon as these investigations are completed, I would like—and I
hope to get—permission to take these files and have the biggest bonfire
on the ellipse since 1814.

Senator HARTKE. You want to deep six them, you mean.

Mr. ALexanpEr. No; T do not want to deep six. Deep six involves
a private undertaking and water.

Senator HARTRE. You just want to get rid of them. I understand.

Ican agree.
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Mr. ALexaNDEr. I want to get rid of them because in my judgment,
Mr. Chairman—and I know in the judgment of the fine career people
of the Internal Revenue Service, we have the responsibility of admin-
istering the laws totally without regard to whether someone’s political
view may be to the left or to the right or up or down or sideways. We
have to determine whether organizations which claim exom{)tion are
actually entitled to exemption, and that is why we have to determine
whether an organization may be a so-called action organization within
that definition of the Internal Revenue Regulations.

Sure we do, and we have to determine whether people are filing
returns when they are required to file them, and whether they are ;])ay-
ing taxes that they are required to pay. and we have to make these
determinations totally without regard to these irrelevant considera-
tions that are the subject of your statement that I was glad to read
into this record.

Now, I would like to—if we can impose on the time of the subcom-
mittee, Mr. Chairman, I think it might be helpful from the standpoint
of the private foundation community and the community of exempt
organizations as a whole to have Mr. Green, who was present at the
birth of the special service staff, tell you who the parents were.

Senator HArTKE. All right, fine.

Mr. Greex. Mr. Chairman, I would like to very briefly lay a little
bit of background for this subject. As the Commissioner noted, during
the period of time involved——

Senator HARTKE. Now, let me ask you something.

Can you hear in the back of the room ¢

Voices. No.

Senator HARTKE. Let me explain to you, that is not yvour fault.
These microphones, you have to be practically into them.

Mr. GReEN. Is that better?

Senator HARTKE. Yes.

Unfortunately, I am sorry we cannot have a better system here.

Mr. Green. As the Commissioner noted at the time in question, my
position was Deputy Assistant Commissioner for Comphance.

Senator HarTke. Deputy what?

Mr. Green. Deputy Assistant Commissioner for Compliance.

Senator HARTKE. For compliance?

Mr. GreeN. National office.

As early as August of 1968 we were advised by investigators for the
Senate Permanent Subcommittee on Investigations that the commit-
tee was looking into various groups then engaged in various types of
civil disorders. The committee was operating under an Executive order
at that time, signed by President Johnson, and subsequently another
Ixecutive order signed by President Nixon. authorizing access to tax
information in connection with matters pending before the committee.

On September 19, 1968-—1 think these dates become important in
the total, overall picture—the chairman of the Senate committee sub-
mitted to then Secretary of Treasury Fowler a list of 22 entities for
which he asked that Senate investigators be permitted to inspect re-
turns and related documents within the Internal Revenue Service.
Attached to his letter, as I indicated, was a list of 22 entities.

Now, this list was identical to the list that was subsequently sub-
mitted by the chairman to Secretary Kennedy on March 5, 1969. This
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list was identical to the one that the national office of the Internal
Revenue Service sent to regional commissioners with the request for
information on March 25, 1969.

Now, on several occasions subsequent to March 5, 1969, various per-
sonnel in the service met with or talked by telephone with investigators
for the Senate permanent subcommittee. In contemporaneous memo-
randums of these conversations, the investigator is reported as having
commented that the chairman had expressed disappointment and un-
happiness over the fact that the Service had taken little action with
regard to the 22 organizations. I assume, but I cannot say for certain
that his reaction was based on the reviews conducted by the staff
members of information in the files of the Internal Revenue Service
under Executive order.

On June 25, 1969, I, along with other representatives from the
Service, testified before the Senate permanent subcommittee regard-
ing two specific organizations that were on the list of 22 previously
submitted to the Internal Revenue Service. Although I had never
had an opportunity—incidentally, that testimony was in executive
session. I have never had an opportunity to read the transcript of that
session, but my recollections I think are rather vivid and rather clear.

The committee had evidence of large sums of money flowing into
these two organizations. As I recall, in some cases they could identify
the source of funds flowing into the organizations. Committee mem-
bers, and particularly the chairman, expressed surprise and criticism of

_the fact that the Service had not done more with regard to investiga-

tion of these two organizations to determine their taxable status and
to determine whether funds donated to the activist organizations came
from exempt organizations, and if so, the extent that the exempt status
of the contributing organizations might be jeopardized, or whether
funds flowing into the activist organizations were deducted on indi-

“vidual income tax returns as contributions in light of the fact that

neither of the activist organizations at that time had been granted
exempt status.

Quite frankly, when I left that session I was rather disturbed over
a number of factors. I think if you recall that period of time in our
history, there were numerous organizations that were very active in
protest activities, some peaceful, many not sc peaceful. Some were en-
gaged in extreme violence. Tt was obvious (o everyone, I believe, that
these organizations were well financed. I felt then, and Mr. Chairman,
I feel now that at that time the Service had a moral responsibility to
determine the taxable status of the organizations involved, and whether
the funds flowing into those organizations had any bearing on the tax
status of anv other individual or any other organizations.
}_]Senator Hartke. Now, let me ask you, you said a moral responsi-
nlity. ‘

Did it have a legal responsibility ?

Mr. Greex. I believe it had, yes.

Senator HartkEe. On what basis?

Mr. Grern. I think we have a legal responsibility to determine at
any time the tax status of organizations and the tax liability of
individuals.
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Senator Harrke. All right.
On what do you base that { _
Mr. Green. I think that is the basic function of the Internal Reve-

nue Service, Mr. Chairman. . - o
Senator Hartke. On what authority, on what specific authority in

the statute! » i

Mr. Greex. At this point I cannot formally cite a specific section.
I would defer to counse}.

Mr. Arexanper. I think it is in sections 7601, 7602 of the Code, but
my memory of the Code is not as good as it used to be, before I became
an Administrator.

Mr. Chairman, let me state——

Senator Hartke. Pull that microphone up again.

Mr. ALexanper. Mr. Chairman, I think we do have responsibility to
administer the Internal Revenue laws, and enforce those laws.

Senator Hartke. Yes; I understand you have responsibility.

Mr. ALexanDpER. But I think we have to exercise that, sir.

Senator HArTKE. Yes, but I did not understand exactly what Mr.
Green said. I just asked a question as to where you find the legal au-
thority for the specific action which you have just described, and
which, of course, we are probably going to cover in some more detail.

Mr. Green. Well, Mr. Chairman, we——

Senator HarTke. Do you have any specific authority {

Mr. ALexaxper. Mr. Chairman, under section 7601, we are required
periodically to canvass the various geographic regions in the country
to see whether people may be liable to pay any tax; and that, as I
recall, is one oF the basic provisions directing us to carry out our
function of— L

Senator HarTKE. Let me get this into the context as I understood
Mr. Green to put it. I understand that you received a letter from Sen-
ator McClellan, who is chairman of the Government Operations Com-
mittee—or did you receive an oral request ¥

Mr. Green. We received a letter. The Secietary of Treasury re-
ceived a letter from Senator McClellan. .

Senator HarTkE. Yes?

Mr. Green. In which he listed 22 organizations, and in which he
requested that investigators of the committee be permitted to inspect
returns and related documents in the service files, under an Executive
order signed by President Nixon.

Scnator HARTKE. Do you have a copy of that letter?

Mr. GreeN. T have a copy we can make available.

Senator HARTKE. You will make that available to the staff?

Mr. GreeN. Yes. Perhaps, Mr. Chairman, I could clarify.:

Senator HARTKE. Let me at this time have in the record what you are
talking about; the authomt% upon which you say you have a legal as
well a8 a moral authority. This deals witg chapter 78, “Discovery of
Liability, and Enforcement of the Title:” in section 7601 is entitled
“The Canvass of Districts for Taxable Persons and Objects.” And
under subsection A, as I understand it, you are relying upon that, the
general rule.

1 See p. 829,
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The Secretary or his delegate shall, to the extent he deems practicable, cause
otficers or (*lnpl‘o,\‘u‘s of the Treasury Departnient to proceed from time to time
to each Internal Revenue district, and inquire after and concerning all persons
therein who may be liable to pay any Internal Revenue tax; and all persons
owning or having the care and management of any objects with respect to which
any tax is imposed.

I do not gather from your statement that you arc going upon the
question of collecting tax, but you are going upon the context or the
atmosphere at that time which you ask me to recall, and which I recall
very vividly, because I was not what you call one of the favorites
upon Capitol Hill, or with most of the news media either, because 1
took a position against the war at that time, for example. And what I
am asking vou, do you think the simple fact that I took a position
against the war would have given you the mcral and legal responsi-
Inlity—now, wait a minute, let me ask the question, do not get so
anxious.

Do you think that because I was opposed to the war, and had been
condemned by the President—I am not talking about this one, or the
one before this one; I am talking about the one before the one before
this one, President Joh.son was his name-—had been condemned
publicly by him, that that would have been justification morally for
you to move into a fashion for investigation, especially when “most
are newsworthy, and many are controversial.”

What has that got to do with it I mean, I am reading from a
memorandum of L%r. Bacon now, to the Regional commissioners. Is
that under your direction{

Mr. Green. That is my present position. I was not in that position
at the time. But now, obviously, Serator, the answer to your last
question is a complete and absolute and a positive no. But given the
situation, where we receive information that an organization 1s receiv-
ing substantial sums of money—now, that organization is either
exempt from income tax, or it is either subject to income tax. And if
our files indicate that it has not apﬁlied for exempt status, has not
been granted exempt status, and it has not filed a corporate or any
type of income tax return, it is incumbent upon the Internal Revenue
gervice to follow through with that information to determine whether
it is a taxable organization, and if so, to collect the appropriate tax.

Senator HarTkE. Yes. But the fact of it is, it was that the activity,
the type of activity, has nothing whatsoever to do with the respon-
sibility of the Internal Revenue.

Is that not correct ?

Mr. Green. Yes; I would say——

Senator HArTRE. If they were going ahead and preparing the way
for you to go to heaven—which I am sure you will—but if they were
an organization preparing for you to go to heaven, and they said that
they were going to sponsor the Ten Commandments, and go ahead and
give us the Sermon on the Mount, do you think that that type of
organization is any more exempt from paying its fair share of taxes?

Mr. GreeN. Absolutely not.

Senator Curris. Would the chairman yield right theret

Senator HARTKE. Yes; I would be glad to yield.

Senator Cortis. I think that the thing needs a little clarification.
Now, I believe we are all agreed that no one should be singled out, or
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no or%nnization should be singled out, for a tax investigation because
of political opinions that they hold or express, either in favor of or
in opposition to other individuals who might hold office. But that is
not what is involved here. Is it not true that the statute sets forth what
contributions and what expenditures can be made tax-free.

Is that not right?

Mr. Green. It determines the circumstances under which an orga-
nization can be exempt. .

Senator Curris. Yes, or someone contributing to that organization,
and it becomes a tax-free transaction.

Isthat not right ¢

Mr. GreeN. That is right.

Mr. ALExaNDER. That is correct.

Senator Curtis. And basically, that is for charitable, educational,
and religious purposes, is it not ¥ With some broad——

Mr. GREEN. Yes.

Senator Curtis. And it excludes political.

Now, the question of whether or not activities are carried on that
are not educational or charitable or religious, or the other qualifica-
tions of tax-exempt expenditures or contributions, that question
glirect;y to the issue of whether or not somebody owes some taxes, does
1t not *

Mr. GreeN. I would say it does, yes, sir.

Senator Curtis. Yes,

If the activity that is questioned does not come within the purview
of tax-exempt activities or contributions, is that not right ¢

Mr. GReeN. Yes, sir, that is correct.

Senator CurTis. Yes.

Now, is it also true that the general public is encouraged to provide
information and evidence of tax evasion and nonpayment of taxes?

Mr. Green. Nonpayment of taxes, but not necessarily evasion of
taxes.

Senator Cortis. But nonpayment of taxes; that is what I mean.

Mr. GReeN. Yes; as distinguished from it. ‘

Senator Curtis. And certainly, the Congress has the responsibility
to inquire, not only about the administration of the tax laws, to see
that every‘body ays his just share and no more, but it also has a pri-
mary responsibility to become informed, and see whether or not the
statutes need to be changed or modified or altered in any way.

Is that not correct ?

Mr. GreEN. Yes, sir.

Senator Curris. Yes. L
So, when a citizen or a Member of Congress observes an activity

which does not fall in the general category of tax-exempt activities, for
which contributions and expenditures could go, and he has reason to
believe that tax-fres muney 1s involved, he has a perfect right, whether
he be a citizen or Member of Congress, to bring that information to
the Service.

Is that not right ¢

Mr. GrEEN. Kbsolutely.

Senator Curtis, Was 1t this latter type of activity that I have tried
to describe that brought this particular unit into being that has been
referred to here, dealing with these organizations? '
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Mr. Green. It was brought into being as the result of our receiving
information of funds of money, sums of money going to these orga-
nizations, Our record that they had not filed for exemption, had not
been granted an exempt status, and had not filed income tax returns.
Now, I think we had two parts of that particular problem.

Senator CurTtis. And it Ead no relation to what people believed, or
beliefs that they expressed ¢

Mr. GreEN. Absolutely net. .

Senator Cortis. Or had no relation to their support of or opposition
to anybody in office ¢ L

Mr. GreeN. Absolutely not. Our experience at that time indicated
that the organizations that were involved in these particular types of
activities had one common characteristic; and that 1s, they completely
i%nored any responsibility under the Internal Revenue laws, and to
the extent that we had information regarding funds available to them,
in the absence of any record of them having made any attempt to meet
their tax responsibilities, we had the authority—and indeed, I feel, the
responsibility—to follow through on that information. :

enator Curtis. Well, I have always felt that the Internal Revenue
Service was more efficient and had more integrity than the average
citizen had an opportunity to observe, and I still think so. And I am
glad to see the record set straight that there has been no organized
activity, or no activity either organized or unorganized, on the part
of Internal Revenue Service to give harsher treatment to people be-
cause of their political view; whegher they opposed or supported a war,
whether they favored one candidate or another candidate. But you do
have a responsibility to follow through and see what the expenditures
are all about, to see whether or not they are subject to tax.

Is that not right -

Mr. GreeN. That is correct.

Senator Curtis. That is all, Mr. Chairman. .

Senator HarTkE. Go ahead. Did you have some more to say$

Mr. ArLexanper. Mr. Chairman, could I request at this time that if
the letter and list of 22 organizations of March 5, 1969, from Senator
McClellan to the then-Secretary of the Treasury David Kennedy, if
not a part of the record, that we can put it in the record.

Senator Hanrrke. Yes. Let me sag on this, I will have a list of docu-
ments, quite a substantial list of documents here which are going to
be submitted as part of the record. But I did not have a copy of the
letter. Do you have that now ¢

Mr. WiLLsEY. Yes, sir. I have a copy of the letter.

y Mr. ALexanper. We have it, and we would like to submit it at this
ime.

Senator HartkE. We will put that in the record. Buf for the sake
of the record, I would instruct staff that we like to keep these docu-
ments in such a form so we can have easy reference to them, rather than
scatter them through the testimony themselves.?

Mr. GreeN. Immediately after testifying before the Senate perma-
nent subcommittee, as I indicated, I had in my own mind some very
serious concerns about our responsibilities iri this area and after givin
it considerable thought, I recommended to my superior that a staé

1 8ee app. C, page 329.
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which later became known at that time as the Activist Organization
Staff be formed for the purpose of coordinating the receipt and the
analysis of information regarding these organizations and similar
tyge organizations, to determine whether there was any evidence or
indication of potential evasion—or at least ignoring the responsibili-
ties under the Internal Revenue Code. My recommendation to my su-
perior was accepted. I realize that there can be reasonable differences
of opinion of the best way to accomplish this type of a purpose, this
type of an objective. ,

e that as it may, my recommendation was that the staff be formed.
It was adopted, and these events, and only these events, led to a meet-
ing on July 2, 1969, whereby the staff was organized. And that is the
background, Mr. Chairman, that led up to the organization of the
staff. I might say that it was our intention—and I think our intention
was expressed in the named staff at that time—that it would be a tem-
porary and not a permanent part of the Internal Revenue Service
organization.

enator HarTeE, All right.

When you appeared here last June, before this subcommittee, Mr.
Alexander, I asked you several questions about the existence and the
operation of the so-called SSS—the Special Services Staff—within
the Internal Revenue Service. And following that appearance, I sub-
mitted some su})plementary questions to you on that subject, to which
you replied in July. -

I have some additional follow-up questions today. But before I do,
I want to make it clear that we are not in any way trying to hold you
responsible for the existence of the SSS. It was created long before
you joined the service, and in no way do I intend to be critical of the
way you have handled the matter, with the possible exception of the
delayed, piece-by-piece fashion in which the information about the
SSS has been released to the public. The committee interest in this
area stems from a concern about the potential impact which a politi-
cized IRS can have on exempt organizations, and on people wﬁo are
related in one W&K or another to exempt organizations. I think that you
would agree with me, that the best way to best serve the public in-
terest would be for us to get all the facts on the table. If there is to be
blame assessed for the existence of this group, I suppose it is going to
have to be shared by a number of people in the Federal Government,
and I am not at this time attempting to assess that blame. But I do
want to get the facts so that this type of situation hopefully will never
occur again. We have had far too much of that in our society already
and I want to make people feel that this democracy is working for the
benefit of the people, rather than for the benefit og the power brokers.

It is my information that the staff has submitted to you, late last
week, the general areas of our concern, so that we can cover them;
and I hope that the questions I ask you, and I may submit some
additional questions after that, will parallel those areas of concern.

In your July 24 letter to the subcommittee, you stated, and I quote:
“In general, the types of activist organizations that were within the
purview of the Special Services Staff were those characterized as
extremists on the right or the left.” And you went on to note such
general criteria as “One: violent groups advocating revolution against

42-903—75——2
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the Government of the United States. Two: nonviolent groups, and
three: stated tax resisters.”

Now, the nonviolent group category that I just mentioned seemed
to include most organizations within this country. Now, was that the
intent of your reply ¢

Mr. ALExanDER. I am not completely sure that I understand the
question, Mr. Chairman, and that is my fault, and not yours. But I
will attempt—now that Mr. Howard Schoenfeld has given me the
answer. -

Although no formal definition of the term, “activitist,” was ever
adopted, the organizations included those which could be classified:
ong, violent groups, and two, nonviolent groups, and three, stated
tax resisters—well, the nonviolent groups; obviously, that qualifica-
vion would include just about everybody tEere was.

Now, there were a lot of files here—11,400 some, here—as I recall,
including a whole lot that grew like Topsjy from the original 22 that
were submitted to us by Senator McClellan. There was another 55,
and another 22, and then others were added. These should have been
within the category of the original groups or types that Mr. Green
has described.

The so-called extremists on either side—I think one could be in that
category without being in a violent group advocating revolution
against the Government. So you could have a category much narrower
than that very broad language in number two that would not be
included in number one, and would not be included in number three,
because number three is something called stated tax resisters.

b N}?w’g Mr. Schoenfeld, when you drafted this, what did you mean
this -
ySenator Harree. He might as well come up here, if we are going
to have Mr. Schoenfeld’s testimony. We might as well have it first-
hand, rather than having it vicariously.
N Mr. ALExANDER. Absolutely, absoYutely. Firsthand is better than
earsay.

If he does not know, I am going to ask Mr, Willsey.

Mr. ScHOENFELD. Mr. Willsey can join in, if he can.

The first category of organizations that—well, let me first say that
in trying to answer your question, what we did is try to develop the
information in Internal Revenue Service files, and to categorize them
in a way that would be helpful for you, Senator. And when investi-
gating what kinds of organizations there were in these files, we found
out they fell within these general broad categories: violent groups,
where there was evidence that members of the organizations or the
organizations themselves were carrying on violent activities. There
was another group of organizations, a nonviolent group, and this
included all those that would not fall within either group one or
group three. These nonviolent groups were categorized—or would
include organizations that simply, there was no record of any violence.
But for some reason or other, there was a file made by the Special
Services group. And the third class of organizations, stated tax
resisters, were those organizations that espoused the cause of not
complying with the tax laws of the United States, and this was one
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kind of organization that the Special Services Staff had to maintain
a file on.

Senator Hartre. Were you with the organization, with the SS
group organization, the SSS, at that time, or in the Service?

Mr. ScHoeNFELD. I was with Internal Revenue, sir. I was not a
member of the Special Service Staff, the activist organization, at any
time, My information comes from speaking with members of the staff
in an effort to put a reply together for you.

Senator HarTkE. In other words, your information is accumulated
from other individuals that were involved ¢

Mr. ScHoENFELD. That is true, sir.

Senator HarTkEe. All right.

In view of the criteria that have been established, how do these
‘general criteria fit in with the fact that the Urban League, the Ameri-
cans for Democratic Action, Unitarian Society, the Protestants United
for a Separation of Church and State, and the National Council of
Churches, is on the list ¢

Mr. GreeN. Mr. Chairman, perhaps I can throw a little bit of light
on it. But first, I want to say definitely that we have not had an
opportunity as yet to go through the files to pinpoint why a particular
organization was included in the list. However, I can make this state-
ment ; and while I had no part in drafting the response which you
have in question here, but I do think that in the category two, non-
violent groups, I know personally of situations where organizations
that would fall within that category—some elements of the organiza-
tion were sympathetic to some of the causes of the more activist groups,
and through various methods, arrangements were made to fund, or
to transmit funds, from that organization into these activist groups.

Now, I am not saying at this time that any of the organizations
that you mentioned—because I cannot say it categorically one way
or the other, that they did or they did not—but I do know that some
of the organizations did have these types of arrangements, and our
interest in that aspect of it would be to determine if that activity were
of sufficient magnitude and sufficient importance in the overall oper-
ations of the organizations, to have an adverse effect on its exempt
status. I would like to state that the mere existence of those three
lists did not, at that time, and should not, be interpreted now that the
Internal Revenue Service had hard evidence of any nature on these
organizations. I certainly hope—and without having had the oppor-
tunity to go through each of these files one by one—that there was
some indication, or some question, that would justify, under the cri-
teria that I have attempted to lay out, to justify their presence on
any one of the lists involved, the 99 organizations.

And if I could make one more comment, Senator, that our review
has been completed to the point, in looking back on these three in-
quiries, where the three lists were sent to regional commissioners—
and I believe those are.on the record—if you have those three letters,
each one of them asked for information in very specific terms in an
attachment ; name and address of the organization, type of organiza-
tion, tax return filing and payment history, and so on—a list of nine
specific items. .
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When those reports—and incidentally, I might say at this time, I
have not had an opportunity to look at all of those reports, but we
can say this—when they were received by the staff, analyzed by the
staff, it was determined that on 80 out of the 99, there was no basis
whatsoever to take any further action with regard to the organiza-
tions; 80 out of the 99. On only 19 out of the 99 was there subsequent
referral of the information to the appropriate field office for their
consideration of whether to make any type of investigation in the
normal conduct of the field office activities.

Senator HArTRE. Well, the memorandum which you referred to
earlier, March 25, as I have indicated before this, will be a part of
the record. On the March 25, 1969, memorandum, from Assistant IRS
Commissioner Bacon, which provided the 22 original groups and or-
ganizations to be reviewed by what then was called the activist
organization committee, the memo states, as I have said before, that
this list was supplied by the Senate Committee on Government Op-
erations. It refers to most of these groups, in the words of the mem-
orandum, as newsworthy and controversial.

Now, is it your understanding that this list came solely upon the
recommendation of the Government Operations Committee, and why
does the criteria cited in your reply to the subcommittee appear to
differ from the criteria which is cited in this memorandumg

Mr, Green. I am sorry, Mr. Chairman, but I cannot interpret it
that it does differ.

Senator HARTRE. The criteria originally established were the three
goups we said : The violent groups advocating revolution against the

overnment of the United States, nonviolent groups, and stated tax
resisters. Those criteria are not in the memorandum at all. The criteria
in the memorandum are—— )

Mr. ScroeNFELD. Senator Hartke, I think question 10 refers to the

_criteria—what we were just referring to were the broad categories
and classifications of the organizations about which the special serv-

ices staff had maintained files. We explained that there were no estab-
lished criteria used by the special service staff for selection of orga-
nizations about which it gathered information, and I will quote from
our reply. We say, “The usual standards for referring items from
the field were employed. Such matters as the following were consid-
ered; failure to file required returns, failure to report all items of -
income, claiming of erroneous deductions or exemgtions, or engage-
ment by an organization in nonexempt activity.” These were 519
criteria, Senator.

Senator Hartke. Well then on July 14, 1969, a memorandum from
Assistant Commissioner Bacon lists a second group; is that correct?

Mr. Green. That is correct.

Senator HarTEE. And that group had 55 organizations which were
added to the SSS list?

Mr. Green, That is right.

Senator Hartee. How were these organizations selected to appear
on that list, and who had a gart in the selection process?

Mr. Green. As I indicated, we have not had an opportunity to go
into each specific file that the list states. However, it appears that this
list, came from within IRS with one known exception—we do know
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that one of the organizations listed in the 55 was a subsequent referral
from Senator McClellan.

Senator HartkEe. Now that is a subsequent referral from him?

Mr. GreeN. From him to the Internal Revenue Service.

Senator HArTkE. Is that by written memorandum or by orat?

Mr. GreeN. That was oral, as I recall. That is my recollection.

Senator HARTKE. In other words, Senator McClellan orally called
you and gave you an addition of another list of individuals.

Mr. Green. I would expect it was not Senator McClellan person-
ally, but a member of his staff, but I would have to follow through
on that to make certain, but our records do indicate that one——

Senator HArTKE. In other words, this initiative was in the Gov-
ernment Operations Committee of the U.S. Senate; is that what you
are telling me?

Mr. GreeN. Yes, sir.

Now with regard to the other names on that list, we do not know at
this point the specific reason they were included on the list, but I cer-
tainly know that the intention was—and I certainly hope we will be
able to establish that either there was an indication that they were an
activist organization to fit in the first category, that they were an or-
ganization which might perhaps be channe%ing funds into these activi-
ties to an extent that their exempt status might or might not be in
jeopardy.

Senator HArRTKE. All right. Now, then the third list on activities,
1969, was accumulated. Is that correct ?

Mr. GreeN. That is correct.

Senator HarTke. This is a memorandum, again from—well, let me
ask you this—this third list of 22 organizations which were placed on
the same list, the IRS list——

Mr. GreeN. October 8, 1969.

Senator HarTkE. That is an additional 22 to the original 22.

Mr. Green. That is right.

Selanat?or HARTKE. And to the subsequent 55 and then 22. Am I correct
on that

Mr. GrReeN. My comment on the 55, or 54 of the 55, would apply to
the subsequer list of 22.

Senator Harrke. All right, now who took part in that selection, and
whore did these names come from? How did they get on the list?

Mr. Green. Well, first I must back up just a little bit and make one
distinction. The list, the second list, of 55 organizations—and this goes
to our own organization at the time—was prepared in what we call our
disclosure staft, This is an organization that had the responsibility for
assuring that any disclosures of tax information were made on{y in
accordance with the permitted provisions of the disclosure statute, In
other words, so that no information was disclosed outside of Internal
Revenue except that specifically authorized by the law.

Now the list of 55 was prepared in that staff, and at this point I can-
not say for certain, but my belief is it was prepared there only because
the activist organizations staff had not become fully operational, and
the chief of the disclosure staff would have been involved and inter-
ested in this activity until the staff became fully operational. The list
that was transmitted to regional commissioners on October 8, 1969,

'
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was developed apparently within what was then known as the activist
organization staff, but certainly it was our expectation and it is my
belief that the criteria that I have attempted to outline here was uti-
lized and utilized uniformly in preparing both of the lists.

Senator HarTkE. Is it your contention then that the three lists basi-
cally were all determined in accordance with the same criteria?

Mr. Green. No, sir. No, sir; because I cannot tell you what
criteria the Senate permanent subcommittee utilized in developing
the initial 22,

Senator HArTKE. Do you not know what they used in the initial 222

Mr. GREEN. Any comment on my part would be——

Senator HArTKE. Was there not an apparent change of listings which
occurred after that? In other words, the original 22 were groups which
had been identified, publicly at least, in some of the activities to which
you had previously referred as violent activities. When you come down
to the place in the second list of 55, when they get the Americans for
Democratic Action, and we get the National Council of Churches, and
the Urban League, would you have indicated that those organizations

~ were something which were especially significant to the Internal Reve-

nue Service ?

Mr. Green. May I confer with the Commissioner for just one
moment, please sir ¢

Senator HARTEE. Yes.

Mr. ALexanpEr. Well, if we have anything to say, let us say it.

Mr. Green. I was just asking if the Commissioner thought it was
appropriate to lay before the committee certain information that I do
have relating to one of the organizations that you mentioned, that
being the National Council of C%:u*ches. There was a spinoff organiza-
tion of the National Council of Churches that apparently was sym-
pathetic to the views and the activities of an activist organization.

We were aware of this information. We were interested in deter-
mining whether this organization, the National Council of Churches
should be examined to determine whether that activity would have an
effect on the exempt status of it or of any of its spinoff organizations.

Such an examination was conducted, and while it was established
that these funds were being so routed, it was later concluded by the
various activities of the Service that the extent was not of such magni-
tude that the exempt status of the National Council or of any of its
organizations would be affected.

r. ALExaNpER. Mr. Chairman, as we get into these specific mat-
ters—and I can well appreciate your concern—may I suggest that we
consider developing, as to which of these entities that deserves your
concern and the concern of others, information as to why the entity
was included, to the extent that those involved in this matter can rec-
ollect and what actually happened and present that to the Joint Com-
mittee on Internal Revenue Taxation in executive session as promptly
as possible.

We are getting into a disclosure problem, Mr. Chairman.

Senator HARTKE. I hear what you are saying. but I am not as much
interested at this moment in that aspect as far as this hearing is con-
cerned. I am a member of the Joint Committee on Internal Revenue
Taxation.

Mur. ALexanpER. I know you are, sir.
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Senator Iartke. I am not talking about the specifics ag much as I
am at this moment going back into the overall procedures which were
utilized here, because it is quite evident—and I think the testimony in-
dicates to me—that the memo of July and August 1969, which an-
nounced the formation of this group, referred to its function of col-
lecting information on “ideological, militant, subversive, radical, and
similar type organizations,” and all of those terms depend upon a very
hi%hly subjective decision,

n other words, what might appear to be within the ideological
concept of one individual might be completely different for somebody
else, the net effect of which was to give to the IRS the responsibility
of making decisions and investigating certain organizations and
groups whose purposes or activities were not in accord with the posi-
tion of those in high Federal office.

Mr. Greex. May I respond to that?

Senator IHArTKE. And that specifically is the thrust of what I am
talking about. I am talking about the politicization of the IRS for
the purpose of even conducting an investigation. When you come
down now to the question as to whether or not there was or was not
an actual finding and what the decision was, you are dealing then with
an entirely different proposition. But the mere threat of some type of
investigation or the power of the IRS is certainly not one which is
at this moment in the nation without some type of “courteous re-
spect”—let me say it that way—and I put that in quotes.

Mr. Greex. Mr. Chairman, may I—

Senator HARTKE. Just a minute. What I am trying to develop here
is the thesis behind this operation, the reason for it, and how it actu-
ally worked. I grant you cannot do that without individuals. Go ahead,
which one of you wants to start ¢

Mr. ALexaNpEr. Well, Mr. Chairman, we will be glad to develop
this with you generally.

As at the beginning of this hearing, we stated the importance of
this issue to us and to you and to the country, as soon as the Joint
Committee, of which you are a member, completes its investigation of
the Special Service Staff, which I surely hope can be as promptly as
possible, I hope that there will be a hearing on this matter, that there
will be such legielative recommendations as the Joint Committee, the
Finance Committee, and the Ways and Means Committee feel appro-
priate. I do request, urgently request, that Joint Committee continue ~
a strong interest in the exercise of its authority and duty to perform
{)egi_slative oversight over the Internal Revenue Service on a continual

asis.

Mr. Chairman, I could give you assurances as to what the Scrvice
will do and what it will not do, so long as I am Commissioner. I
cannot give you further assurances, except insofar as the career people
before you demonstrate by their integrity and their independence that
these assurances will survive me or any future Commissioner.

As to what will happen in the future, I think what happens in the
future depends on constant vigilance, not only within the Internul
Revenue Service to maintain its integrity and its independence, but
constant, continual exercise of legislative oversight to make certain
that its integrity is not impaired.
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Senator HartkEe. I think that is a worthwhile statement, but the
fact remains that when we come back to these documentations and
look at them—we take on July 24, 1969, noting the work of the
Activist Organization Committee, IRS filed a memorandum. It says
“It is an extremely important and sensitive matter—now here are the
words that I want to call to your attention—*“in which the highest
levels of Government are interested.”

What is meant by the term “highest levels of Government”? Would
that mean the YWhite House ?

Mr. Green. May I reply?

Mr. ALEXANDER. Yes.

Mr. Greex. Mr. Chairman, that memorandum, which you have in
question, was prepared by the gentleman who was then the chief of
our disclosure staff, and as I explained to you earlier, he was responsi-
ble for administering the disclosure statutes.

Senator Harrke. His name, would you like to put that in the record ?

Mr. Green. Mr. Donald O. Virdin, In light of his responsibilities
in the disclosure staff, he had a very keen and acute awareness and
sensitivity to the hazards of illegal disclosures. His comments in that
memorandum are expressed in very dramatic terms and not necessarily
those terms that others of us who wefe in the organization at that
time might have used.

But I would like to point out to the committee that there was valid
reason at that time for maintaining a low profile of this Committee
and its activities and for tight security on portions of its files.

Now I would like to elaborate on that if I may. First of all, and
as we have already, I think, agreed, Mr. Chairman, that these were
troubled times. There were very—— _

Senator HarTee. Well every time is troubled times.

Mpr. Grerx, I agree. but—— ‘

Senator HARTKE. You know, it depends on where your troubles start.
You know, if you start out in the morning and your wife gives you
coffee which burns your tongue, it is troubled times. I mean that is a
s;:bjective decision. I mean some people feel terrible about different
things. - :

Mr. Green. Very true, nevertheless——

Senator HARTKE. I may tell you I feel very troubled that all the time
this was going on that I did not know it was going on, and I am a
T1.S. Senator, and I am at least responsible to the people of my State
for trying to keep them alert to wnat is going on in their Government,
and I did not know it. I suspected something was going on, but I was
told repeatedly there was nothing going on that I did not know about.

Well, it turns out there were a lot of things going on I did not know
about. I do not think it would make any difference if I did, but go
right ahead.

Mr. Greewn. I would go back to the troubled times because it was a
peculiar troubled time in which there was much violence, civil dis- -
orders, civil disobedience, and I might say that at the time I was aware
of the fact that within the ranks of the Internal Revenue Service,
there were people who had some degree of sympathy for these causes.

Now I could demonstrate—hear me out, Mr. Chairman—at least we
felt that this group of employees should not have concrete information



19

about what we had, what we were doing, for fear that they would relay
it to the organizations, the very active organizations, and they in turn
vent their anger on the Internal Revenue Service. Lord knows that
enough anger is vented on Internal Revenue Service by the conscien-
tious, legitimate taxpayers of the United States. Beyond that this or-
ganization had in its files classified documents from other agencies of
the Federal Government, some classified, as I recall, as high as top
secret.

Because of the very nature of their classification, we were required
to maintain a certain degree of security over those flles in terms of the
physical facilities in which they were located. )

Now my reaction to that memorandum is that it was overstated in
terms of the secrecy. Now in terms of interest of the highest levels of
Government, I can only assume, because I do not know what was in the
writer’s mind when he wrote it, but we were aware that officials in the
De(l)artment of Justice were very interested in these organizations,
and I assume, I can only assume at this point, that this gentleman,
knowinﬁ who had legitimate interests in this operation were “at the
highest levels of the Federal Government.”

‘Senator Hartke. Well, let me——— '

Mr. Green. But I migflt say that this gentleman, after Staff was or-
ganized, had no authority and no résponsibility for the activities that
were undertaken by the Staff itself.

Senator Harrge. Well, in that same memorandum of July 24, 1969,
on page 3, you state in article 5—not you state, but the memorandum
states: ,

We do not want the news media to be alerted to what we are attempting to do
or how we are operating because the disclosure of such information might em-
barrass the adminstration or adversely affect the Service operations in this area,
or those of other Federal agencies or congressional committees.

In other words, is this not an almost direct admission, in July of
1969, that this was an activity in which the IRS should not normally
be ei?gaged? And yet it took 4 years to abolish the Special Services
Staff. ;

Mr. GreeN. No, sir, because the writer of that memorandum was not
in any position in which he had the authority to make a decision,
xSvhet,}ler it was or was not appropriate or legitimate activity of the

ervice. -~

Senator HarTrEe. Well, let me ask—— '

Mr. Green. I think the memorandum, the statement that you have
read is most unfortunate. I do not think it reflects the views, neces-
sarily, of others of us who were involved at that time. ‘

Senator Hartke. Well, let me ask, did not anyone at that time realize
in the IRS that this was in effect a politicization of the IRS ¢

Mr. GReeN. Mr. Chairman, I do not view this as political, or what-
- ever the word was.

Senator Harrke. Well, using the IRS for political purposes.

_ Mr. Green. I do not view this in any way as using the IRS for po-
litical purposes. I can state before this committee without any equivo-
cation whatsoever that at no time was I aware of any contact from the
White House regarding the establishment of such an organization or
any of the activities that went on within that organization, and in no
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way in my view at that time was this an activity that was directed by
the White House. '

And going back to the comment that you made earlier, Mr. Chair-
man, to those of us that were there at that time, it made absolutely no
difference what the political leanings, whether they were in favor of
the administration or opposed to the administration. Our only interest
was what they were doing, and did what they were doing have any
bearing on whether they were or were not a tax-exempt organization
and whether they were or were not subject to income tax on the funds
received by the organization, and indeed there was good reason to sus-
pect at that time, in some of these organizations, persons closely con-
nected with them, were receiving personal benefit from some of those
funds, not being used for the stated purpose of the organization.

As violent and as disagreeable as they may have been, there was evi-
dence that some of the individuals were using the money for their own
personal benefit, and if that were true, and if we could establish that
that were true, those individuals would have been subject to payment
of income tax on the funds so used, and that was another thrust of this
organization. e

Senator HarTEE. But that is true no matter whether you have
troubled times or'not, isitnot? - ‘

Mr. GreeN. Oh, absolutely, absolutely. ‘

Senator HarTkEe. All right. In other words, whether we have trou-
bled times or anything else, that is true of every organization. But
now is it not trne that there was a memorandum from the White
House, a staff member Tom Charles Huston, to Assistant to IRS
Commissioner Roger Barth on August 14, 1970% They said at that
time that the White House was interested in the work of this group
eltggghad been interested in it as far back as February or March of
~ On what date did the Service first receive contact from anyone at
the White House on the need to give special attention to the activist
or ideological organizations? ,

Mr. GReeN. Mr. Chairman, I can speak only for myself. I can say,
as I said before, categorically, I was never aware of any contact with
anyone within the Internal Revenue Service regarding the White
House desire for this type of an operation, this type of a staff, this type
of an investigation. Absolutely, if there was one, I was not aware of
it. I am convinced in my own mind, as of this day—and I speak
only for myself—that those with whom I was closely associated at
that time in the establishment of this staff, had no such knowledge
themselves. But they would have to so state themselves.

Senator HarTkE. This is exhibit No. 42 in the Presidential campaign
activities of 1972, S. Res. 60, commonly called the Watergate hear-
ings. It is from Tom Charles Huston in which he said :

Nearly 18 months ago the President indicated a desire for IRS to move against
leftist organizations taking advantage of tax shelters. .

I have been pressing the IRS since that time to no avail. What we cannot
do in a courtroom via criminal prosecutions that curtall the activities of some
of these groups IRS can do by administrative action. Moreover, valuable intel-
ligence-type information could be turned up by IRS as a result of their field
group audits. : ’

Now do you not feel that that was an attempt by the White House,
at least, to use this group for political purposes?
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Mr. Greexn. If such contacts were made for illegal purposes, depend-
ing upon the use that the White House was making of it, yes. But I
can only state that if such a contact was made or if more than one
contact was made, it was never relayed to me and I was very instru-
mental in setting up the Activist Organization Committee, later
known as the Special Services Staff.

Senator Harrxke., Well, then on August 14, 1970, there was a memo-
randum to Roger V. Barth, Assistant to the Commaissioner of IRS, and
the subject was “ideological organizations,” a very short memo:

Could you give a progress report on the activities of the Compliance Division
reviewing the operations of ideologicat organizations? I would be interested in
knowing what progress has been made since July the 1st, 1969, when we first
expressed our interest in this matter.,

And that is again from Tom Charles Huston.

Are you telling me that this is an indication that nothing was hap-
pening, that there was not this type of activity ?

Mr. Greew. I did not say that, Mr. Chairman. 1 said if it was hap-
pening, I was not aware of it, and I am convinced in my own mind
that those—and I am speaking now of the Assistant Commissioner
of-Compliance and those of our staff who engaged in setting up this
organization—were not in any way aware of, advised of such a con-
tact from the White House. ‘

Now I will—

Mr. ALexanper. Mr. Chairman, about this particular memorandum
of Mr. Huston, I believe this is one that you and I discussed on June
the 3d and reviewed in pages 153 and 134 of the record of that hear-
ing. I think that Mr. Huston stated that he found IRS’ 1970 response
to be long on word and short on substance. I expressed my pleasure
with his displeasure at the June 3 hearing. I would just like to re-
iterate my pleasure that he found, that Bfr. Huston found, us to be
short on substance.

I think the question, one of the basic questions we have here, is the
tension and the friction between IRS’ resgonsibility to administer the
laws, including section 501(c) (3) of the Internal Revenue Code,
which denies exemption to organizations carrying on propaganda or
engaged in the political process, and IRS’ d);lt,y to adminmster this
provision of the law as well as all other provisions completely even-
handedly, without regard to which side of the political fence the
organization is on, without regard to what cause it may espouse, but
with regard only to whether the organization is entitled to the exemp-
tion which it is seeking or which its contributors are claiming.

Now that difficulty—sure, these are difficult times and those were
difficult times. We will continue to have difficult times as long as the
IRS is charged with the responsibility of administering the Internal
Revenue Code, including these provisions, it is going to have to do
its dntmﬁst to exercise that responsibility evenhandedly and carefully
and well, ‘ :

And for that reason, Mr. Chairman, down before you we have the
whole group of new Assistant Regional Commissioners who are going
to have field responsibility for our employee plans and exempt or-
ganizations work, because I wanted them to hear the concerns of this
subcommittee this morning as to how the IRS should conduct itself
in an area that is fraught with emotions and with problems and with
misunderstandings.
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Senator HarTkE. Once an organization was placed on the list to be
given special attention by the SSS, what would happen § For example,
were its tax returns automatically audited ¢

Mr. Green. Absolutely not, absolutely not. I think the Commis-
sioner referred a few moments ago to the number of files that were
ultimately acenmulated in this organization and frankly, the figures
escape my memory at this particular moment. I do believe that the
Commissioner has the figures on the number that were referred to
field offices for consideration. The staff had absolutely no authority
to direct, supervise, require, any investigation of any organization
ofliti of any information that might have been submitted to a field
office.

The information was referred to a field office for their consideration
independently of whether the information was worthy of further con-
sideration, further investigation. They had full authority to close it
to their files without any action. But the number that was referred
to the field was relatively small in the total picture. -

Senator HarTke. How many of those organizations were audited ¢

Mr. GReeN. At this point I cannot tell you exactly. Now, excuse me,
of these on the first 99 F)

Senator HArRTKE. Right.

Mr. Green. As I indicated previously, Mr. Chairman, 80 of those
organizations, after information was received, analyzed, it was de-
termined that there was no question, no indication, of any evasion or
avoidance of tax responsibility, no further need for consideration.
Those files within the staff were closed and given no further con-
sideration, '

Of the remaining 19, information was referred to field offices for fur-
ther consideration in the judgment of the receiving office.

So out of the 99, only 19 were subsequently referred back to the field
offices with information accumulated by the staff for possible further
action.

Senator HarTkE. But in other words, you are telling me then that
only 19 were audited.

Is that what you are saying?

Mr. Green. No: I am not saying that thev were audited because
there are various actions. There is collection action, there is audit action
in terms of whether the organization is exempt or not exempt. In some
cases there is no record of the-organization having filed any type of
return, not having exempt status, evidence of them having received
income, This information would be sent to the field for consideration
of whether they should make an investigation to determine is this
organization exempt or should this organization file a taxable return.
That type of an investigation.

Senator Harrkre. All right. These organizations—were any of the
requests for rulings from IRS which have been initiated by that
organization given any special attention?

Mr. Green. There was a procedure established within IRS to co-
ordinate between this information in the files of the Special Services
Staff in connection with applications for exemption pending in the
office of the Assistant Commissioner-(Technical) within the national
office. And I do not recall that we have specific information on the re-
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sults of those referred, but in most cases there would be some delay
perhaps, and this would result in some additional delay for the As-
sistant Commissioner (Technical) to review and analyze the informa-
tion submitted to him and to determine whether this information might
have a bearing on the cxempt status of the applicant.

Mr. ALexaNper. Mr. Chairman, we would be glad to supplement
the testimony here by submission for the record.!

Senator Ilarrke. All right. We have some other questions which I
want to submit to you for the record, too, and we will give those to you.

Mr. ALexanbper. I hope you are going to give me a chance to explain
one thing you explained in your statement a few minutes ago.

Senator Har1kE. You can explain anything you want to.

Mr. ALexanDER. I know we are running out of time but your state-
ment dealt with time. It dealt with the time for us to respond to the
inquiry made of us by Mr. Robert Branden. I would like to have an
opportunity, Mr. Chairman, to explain that very briefly to you.

enator I1arTkE. Go right ahead. -

Mr. Arexanper. I am going to ask Mr. Willsey to explain it.

Mr. WiLisey. During the period of time that Mr. Branden’s request
was pending with the Internal Revenue Service, we were also dis-
cussing with Senator Ervin’s Subcommittee on Constitutional Rights
the extent to which that subcommittee and its investigators would be’
given access to the complete files of the Special Services Staff. Many
of the documents, such as you have before you, contain specific names
of taxpayers, specific identification of activities relating to specified
taxpayers or tax entities. Also, at that same time, much of the material
in our files was given to us by the FBI with the strict admonition of
maintaining its confidentiality within the Internal Revenue Service.

During the period of, I think approximately the first 6 months of
this year, I met a number of times with Senator Ervin’s staff givin
them information, giving them the complete material that we coulg
give them, without running afoul of the antidisclosure provisions of
the Internal Revenue Code.

At that same time I personally was responsible for having our
lawyers discuss the question of whether we would start down the road
of disclosing any of the information that Mr. Branden had requested,
whether we could appropriately disclose any of that information,
and where ultimately the disclosure of the initial parts of that in-
formation would lead us.

When we resolved the question with the Attorney General of
whether the FBI was going to permit us to let the Senate investigators
have access to the files, once that decision was made we also decided
to go through the files at that time and make available the information
that Mr. Branden had requested and excise from that information the
materials relating to specific taxpayers. ;

In other words, during this entire period of time there were two
related—actually, three related investigations going on. We felt, or I
felt, that it was inappropriate to respond to private litigants or to
private requesters for information until we had determined the extent
of our responsibilities to the Senate Subcommittee on Constitutional

1 ¥ee app. D, p. 333.
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Rights, and also, while we were coordinated with the Joint Committee
on Internal Revenue Taxation on the investigation.

Senator Harree. Well, all right. Let me ask you, though, on the
procedures again, was the exempt status or the application for exempt
status by any of the grou?s which were on the list affected in any way
by its presence on the list

Mr. Green. Not by its presence on the list, absolutely not.

Senator HarTrE. Well, did the—

Mr. Green. If there was any influence at all, it would be on the
basis of specific information contained in our files at the time the ap-
plication for exemption was being considered by the Assistant Com-
missioner (Technical). The mere presence of a name on the list has
absolutely no meaning in that context at all.

Senator HArTRE. I can see where you can say that, but how can
you even—— -

Mr. GrReen. The mere fact that the name was on the list——

Senator HArRTRE. The mere fact the name would be on the list and
not affect their exempt status, except that their exempt status may
have been affected as a result of their name being on the list.

Mr. GreeN. Absolutely not.

Senator HARTKE. Is that a fair statement ?

Mr. GreeN. No, sir, because the Assistant Commissioner (Technical)
does not care what kind of list we maintain. He would be intcrested
oan in the information that is available to him from whatever source,
including the special services staff, regarding the activities of that
organization, the utilization of the funds flowing into that organiza-
tion, and this type of thing.

Senator Harrre. Well, did individuals who were connected with
anglof the organizations receive special consideration from the IRS?

r. GrReeN. Could you elaborate on special consideration?

Senator Hartre. In other words, were individuals who were con-
nected with these organizations, were they given special consideration
by the IRS?

Mr. GreeN. Only to the extent that we might have evidence that the
individual was receiving income subject to income tax and either had
not filed or if he had filed, had not reported that income.

Mr. ALexanNDER. Mr. Chairman, the Joint Committee staff has had
an o;()iportunity in its truncated initial examination (because the FBI
would not let them look at the files at that time) did, however, have
a chance to check out individuals about whom referrals of information
were made by the special service staff, and this is what they said:

The Joint Committee staff, however, has found no evidence that individuals
about whom referrals of information were made by the SSS to the Audit, Intel-
ligence and Collection Divisions were treated any more harshly by these divisions
than was normal. -

I do not know what they mean by normal harshness. Then they go on
to state:

Indeed, in some cases the IRS seems to have been more lenient than normal
with prominent extremists, perhaps in order to avoid the charge that radlcals
were being persecuted.

Senator HARTKE. Let me ask you, did any organization lose its ex-.
empt status that was on the list
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: er‘Gﬁn“ﬁw I have reason to believe—oh, by virtue of being on

the list,

Senator Harrke. Well, I would just ask——

Mr. GreEN. I want to draw a distinction.

Senator HarTkeE. I will just ask did any of the organizations on the
list lose their exempt status?

Mr. GreeN. I think there were one or two. I would prefer that we
accumulate the information.

Senator HarTkE. Do you want to submit that for the record?

[The following comment was subsequently submitted for the record

- by the Internal Revenue Service.]

None of the organizations on the three initial lists of 99 organizations lost
their exempt status as a result of being on the list. No referral to the field was
made by the Speclal Service Staff with respect to 80 out of the 99 organizations.
Of the 19 organizations.which were referred by the Staff to the field, one organiza-
tion failed to establish its exempt status during the period after the referral.
In years prior to the creation of the Staff § other organizations, which later were
inciuded in the 19 referrals to the fleld, either lost or failed to establish their
exempt status,

Mr. ArexaNDER. Again, this is information we can supply later.
To the extent that supplying this information is permissible within
the statutes limiting disclosure, it is information that we would be
delighted to supply to the Joint Committee staff and to the Joint
Committee itself, which, Mr. Chairman, of course both Senator Curtis
and you are members. I would be surprised if, considering the lar
numbers involved, that some of the organizations did not have their
exemption questioned. Certainly, we have an obligation to inquire as
to whether organizations are entitled to the exemption they claim. We

. have fulfilled that obligation in the past and we intend to in the future

in connection with this expanded audit program that I described.

Senator Curtis. Would you yield right there, Mr.-Chairman ¢

Senator HaRTKE. Yes, I would be glad to yield.

Senator Curris. Let us have the record clear. No group or organiza-
tion lost its exempt status because its name was on this list.

Mr. GrReeN. Absolutely not. :

Mr. ALEXANDER. No.

Mr.Green: Absolutely not.

Senator Curtis. But if there were facts justifying the removal of a
group’s tax-exempt status, the action was based upon those facts and
no weight given to the fact that its name was on the list.

Is that not right?

Mr. GreeN. That is the point that I had hoped and was attempting
to get it across. You do it much more effectively, Senator.

enator Curtis. I think you gentlemen are a little bit too apologetic
for what was done here,
thl\gr. GREEN. Senator, I in no way am apologetic. I would like to say
at.

Senator Curris, I do not mean that critically. I mean you have
handled a difficult problem and have done it weﬁ. You should be re-
quired to answer for what was done, not what somebody on the outside
or somebody in any other Government office is talking about. But your
responsibility is to what the Internal Revenue Service did, and I sup- .
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pose there is no perfect operation. But I have come up with no evidence
whatever of any wrongdoing or wrong motives in this area. ;

I think that the Service has handled these matters on the basis
of what the facts are and then taken action that has been applied to
people, to all citizens alike. 3 S

r. GReeN. Mr. Chairman, could I clear up one point at this point?

You indicated earlier that you had great admiration for Commis-
sioner Alexander and what he has done since he became Commissioner.

Senator HarTrE. Right.

Mr. GreeN. I could not agree with you more fully.

Mr. ALexanper. That may be an overstatement but, if so, I still wel-
come it.

Mr. GreeN. In the press recently the Commissioner has received s
great deal of criticism, and-I want to focus on one point of that criti-
cism, to the point that, as I recall, it has been stated that he lied when
he said that there was no White House influence in setting up this
staff by virtue of, number one, the memorandum which you read
awhile ago from Mr. Huston in the White House to Mr. Barth refer-
ring to a contact with Mr. Barth between the two on July 1, 1969,
and a meeting which is in the record on July 2 on which the activist
organization staff was organized.

arlier in my testimony I attempted to explain to you, going back
into 1968 and the interest of the Senate Permanent Sub-Committee
on Investigation. My testimony before that group on June 25, 1969,
and my recommendation that this staff be organized, the coincidence,
and it is nothing, as far as I am concerned, it is nothing more than &
coincidence that there was or is alleged to have been a contact of
Mr. Huston with Mr. Barth on July 1, 1969, a meeting held on July 2,
1969, setting up this or, anization.% was a part of that action and as
have said previously, I was in no way aware of any contact from the
White House to anyone within the Infernal Revenue Service.

The action to set up that meeting on July 2 had to have been taken
prior to July 1. We just do not set up meetings generally that fast
to discuss a subiect of that type.

. S0 I would like for the record to clearly show that the Commis-
sioner did not lie, as he has been accused of, and I think it is a tremen-
dous tragedy to a man as dedicated to this organization as he is,

Senator HarTrE. But you will have to admit it is a rather unusual
coincidence.

Mr. Green. A very unfortunate, not unusual, a very unfortunate
co:Sncxd:nceI.{ It 1 o .

enator HARTKE. It 18 a coincidence. On July 24, in your letter t
the subcommittee you noted that for the calener ye’aars{969 througl(l)
%)9_7?3,_thatfti1£ 1]&)ssmtgtnt Attofrr}ey General of the Internal Security

1vision of the Department of Justice made 99 re 1 -
tion collected by thtl: SSS. Quests for informa

Now is it also coincidental that your figure of 99 corresponds with
the number of organizations which ‘were pﬂlced on the list of the SSS ¢

Mr. Green. I am sorry. I am not prepared for that question.

Mr. Arexanper. The question deals with the fact that there were
99 organizations originally on the list and the statement that the As-
sistant Attorney General for Internal Security made 99 requests, and
the purpose of ‘the question is whether it is the same 99,
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Mr. GreeN. I cannot answer that question, Commissioner.

Mr. ALExANDER. Can you, Howard ¥

Mr. ScroeNFELD. We will have to supplement that. We only relayed
them, the numbers of requests that were made. I am not aware that
anyone looked to the names of the organizations that were the subject
of the request. We can do that and we can get back to you, Senator.

Senator Harrre. Well it is just coincidental, then?

Mr. ScHoEnFeLp. I believe so, yes, sir.

Mr. WiLLseY. Yes, sir, it is completely coincidental.

Senator Hartke. They are not the same organizations?

Mr. WiLsey. No, sir.

Senator HArTKE. None of them are the same?

Mr. WiLrsey. I am not sure that there are none that are the same
but they are not the same lists of organizations.

Senator Hartke. Could you supply that so we could go ahead and
review that and see whether or not we have a coincidence ¢

Mr. WiLLsey. Yes, sir, we will supply that.

[The following comment was subsequently received from the Inter-
nal Revenue Service:]

Only two of the organizations named in the 99 requests for information from
the Assistant Attorney General, Internal Security Division, were organizations
on the three initial lists used by the Special Service Staff.

Senator HArRTRE. You know coincidences have a peculiar way of
becoming convincing after awhile.

Mr. Green, May I respond to just one statement there, that I think
I can say without any reservations that at that time no one within
the Internal Revenue Service had information about activities that
were obviously, or apparently may be a better word, transpiring
within the Federal Govérnment. Tgat information did not, as I-re-
call, come out until a much later date.

What I am trying to say is that I do not believe that at that time
anyone within the Internal Revenue Service or certainly no one
within the part of the organization with which I was associated,
would have viewed with any skepticism a request from the Assistant
Attorney General with regard to 99 names.

Looking back, maybe we should have,

Senator HarTkE. In the August 9 statement, Commissioner Alex-
ander, which you issued in 1973, announcing the abolition of the
special services staff, you were quoted as saying, “The task now being
performed by the Special Service Staff can be handled efficiently by
other components of the Service as a part of their regular enforce-

ment activities.”

And then on August 15, 1973, an IRS memorandum of under-
standing states that a task force would be created to phase in SSS
files into the regular IRS activities,

ﬁas f\his task forcie coilinplated its work ?1

r. ALEXANDER. I will respond generally to that and I am going to
ask Mr. Willsey to respond sppe_ciﬁcgllyl v gome i
. On August 9, when I terminated the SSS, it was my understand-
ing that the work presently done by that group involved tax resisters
and tax protesters. It involved the collection of information angt:hc
transmission of information with respect to them to field offices,

42-903—1715——38
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Now the Internal Revenue Service had and has and will continue
to have the responsibility of enforcing the tax laws, and if someone
is engaged in trying to defeat the administration of the tax laws,
we have had and will continue to have an interest, as we must have,
in that person and in making sure that that effort does not succeed.

This is brought up very clearly in better words than I can state in
page 16 of the joint committee report of last December.

ow a task force, without my participation, set about to disband
the special service staff, transmit whatever files and information were
necessary to transmit in the wise administration of the tax laws to
the proper recipient agencies. And Mr. Willsey, although he was not
a member of this task force, was advised, not as early as probably he
should have been advised, but from time to time, about the activities
of this task force, what it has done and what, if anything, remains
forit todo.

Mr. WiLLsey. Immediately after the Commissioner’s decision to
abolish the staff, the question came up of what should be done with
the materials that the staff had collected. I personally met with
members of the staff and their superiors and discussed with them
the kinds of information that the staff had in its files.

At that time I was assured by members of the staff that there was
indeed a great deal of information in the staff files relating to the
failure of different organizations or individuals to meet their tax re-
sponsibilities. And secondly, a great dea! of information relating to
persons who were actively encouraging others to disobey or disregard
the tax laws. o

Pursuant to our discussion at that time, ¥ authorized them to re-
view all of the files that were in the Special Service Staff to determine
which of those files actually contained the kinds of information that
I was informed was there. They met, as I recall, with representatives
of other components of the Internal Revenue Service who would have
particular ress)onsibility. :

For example, if an organization had not filed tax returns they
would meet with the Collection Division, the component of Internal
Revenue Service which would be responsible for actually securing
the return for the period in question. Or, if a person was actively
engaged in recommending disobedience of the tax law, depending on
the type of disobedience, it would be referred either to our Inspection
Division or our Intelligence Division.

A fter several meetings of this group I was informed that they had
made some preliminary decisions concerning dissemination of the in-
formation, distribution of the information within the files. There, as I
recall, were probably four or five meetings of this group during this
period of time. ‘

After the conclusion of the final meeting, I was told that they had
evaluated the information in the files and determined which com-
ponent of the Service should have them. In fact, however, at that time
we were approaching the end of the year and I had given them
definite instructions that this complete activity had to be completely
terminated by the end of the year—not the activity but the determina-
tion of where people were going to be assigned, things of that sort.

At that time, and I have been informed as recently as yesterday,
no dissemination whatsoever of the file material themselves was made
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outside of the Special Service Staff. Those files were maintained
in complete integrity within the Special Service Staff file room
which is under a combination lock. Those files are still there and will
be maintained there and only there until such time as the committees
having responsibility for investigating the staff’s activities have
concluded.

At that time, as Commissioner Alexander has suggested, we will
make suitable disposition of the file material. \

Now I am informed that during the period of the phasing out of the
stafl’s activities, there were referrals made to the field of a number
of specific tax protesters which, at that time, was what Commissioner
Alexander and I were informed was the basis for the group’s con-
tinued existence. Those referrals to the field were made of individuals
(l)l' organizations who were actively engaged in resistance to the tax

aws.

I have been informed that that was the sole dissemination of any in-
formation that has been made out of those files and they were just
referred to the field for whatever action the field felt was appropriate.

Senator HarTrE. What you are saying in substance, then, is that
really, the disbanding of this organization has not been compl,eted.

Mr. WiLLsEY. Yes, sir, the disbanding of this organization has been
completed. The only thing that is maintained is the staff files. I think
only two people have the combination to the staff file room. The files
are being maintained solely for the limited use of the Senate investi-
%ators, or the joint committee investigators, who have responsibility

or examination of the staff’s activities, solely for the purpose of
letting them complete their investigations.

Senator HArRTEE. I have some more questions, Commissioner, which
I am going to submit now on the same line. But I will put those in
the record for you.!

I want to come to the general subject; in the coming year, will IRS
devote more attention to public charities, that is to the groups which
- send out mail solicitation for money, for instance?

Mr. ALExaNDER. Mr. Chairman, yes. We do intend to devote more
attention to gublic charities. As you know, we are redesigning our
forms 990 and 990 PF. Last year, we put a question on the form call-
ing for information to be supplied as to the cost of fund raising. We
are redirecting the emphasis 1n our audit program. We are engaged,
as I mentioned earlier, in a taxpayer compliance measurement study
in this area. We think it is long overdue. It will include not only private
foundations, but other 501(0?(3) organizations, as well as 501 (c) (4)
organizations, & .

nder the leadership of Mr. Lurie, we intend to have a strengthened,
and broadened effort in assimilating information, in making that
information available to the Congress and to the foundation and
exempt organization communities, and in seeing to it that these ve
difficult responsibilities of ours to assure compliance with the tax
laws are met. .

Senator HarTkE. Have you at this time discovered what you con-
sider inadequacies in the tax law itself which should be corrected

Mr- ArexaNper, Mr. Chairman, of course, the Treasury speaks
on tax policy matters through the Secretary and the Office of the

1 See app. D, p. 338,
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Assistant Secretary on Tax Policy, Mr. Hickman. And he has supplied
answers to questions 8 and 9 in your letter to me. Speaking purely
from a personal standpoint, Mr. Chairman, we are faced in some
areas with an all-or-nothing approach. In some areas, we do not have
the legislative authority to assist the offending organization to get
back on the road to righteousness. Instead, the tool available to us
is actually a weapon. It is a weapon of taking away the exemption
of the organization and disallowing contributions to the organization.

Now that, I suppose, has a therapeutic effect. But it also has a killing
effect. Chapter 42, dealing with private foundations is a legislative
thrust in the other direction, toward correction, rather than toward
overkill. That is one problem that I can see. Another problem is the
lack of a direct route to the courts for a charity. That question, or
that issue, has been remedied in the recent Employee Retirement In-
come Security Act, by permitting a pension plan or a profit-sharing
plan, to test our decision as to whether it lacks qualification.

We would hope, as T have testified before you and before others, that
that same direct right to go to court to test our action would be ex-
tended to charitable organizations, so that these delays which concern
the subcommittee, and which concern us, and which concern the ex-
cempt organization community, would not occur.

Senator Hartke. Well, in regard to these specific areas, and any
other areas in which you anticipate you might have some suggestions
for legislative change, I would hope you would submit those to the
subcommittee, and that we could have them in sufficient time to deal
with them in the first part of next session.

Is that possible ¢

Mr. Auexaxper. Mr. Chairman, again, the Treasury speaks on tax
policy matters.

Senator HarTke. I understand.

Mr. ALEXANDER. As you know, I think that the views that I have just
outlined as being my personal views are shared by the Treasury policy-
makers, We will do our best to meet that deadline. :

Senator Harrke. What is the Internal Revenue Service doing now
to expand cooperation with State officials: who are responsible for ad-
ministering exempt organizations?

Mvr. ALexaxper. I would like the former State official, Mr. Chairman,
that I introduced earlier, and who will play a prominent part in our
new organization, to respond to that question. Mr. Rumph, could you
respond ¢ : '

Mr. RuMrin. Yes, sir.

Mr. Chairman, I think the two principal areas in which I felt there
were gaps in cooperation between IRS and the States when I was on
the other side of the organization were in the type of data that the IRS
can provide to States, and the time it can be provided, as one principal
aren; and the other in some kind of understanding about the kind of
examination that is conducted by IRS in carrying out its function, and
the type conducted by the State. Let me talk about those two for just
a moment. -

The Service operates under strict statutory limitations about the
type of data it can make available to a State.” And what occurred too
many times was that in the time it took IRS to complete an audit, to
recommend some kind of adverse action (which is the only trigger for
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providing data directly to the State) oftentimes the money was gone,
the trustees had disposed of it in other ways, and the Service's con-
cern then might come back to income tax ramifications for the indi-
vidual trustee rather than the loss to the public. So, there have been
some significant steps made to change this situation.

For example, in a manual supplement issued about a year ago, the
Commissioner determined that n a particular case where the Service
came across facts that would seriously jeopardize the assets of a par-
ticular organization, that even prior to some kind of adverse tinal de-
termination, it could, in a very limited way, inform the State of that
fact. Now, as you know, the State is the only entity with the oltity
jurisdiction to protect the public. The Service does not have that k
of authority, and that manual supplement was a significant step. I am
satisfied that that policy is being carried forward now. That, of course,
is a matter of timing, because if the State attorney general is not in-
formed of the facts, he certainly has no opportunity to move quickly.

Unfortunately, we have only about six, maybe eight, States that
carry on any kind of active exempt organization enforcement, and I
think the public is fortunate that, about 50 or 60 percent of the im-
portant organizations, the large exempt organizations, are within the
States that do have active programs. We feel that that, however, is
certainly not an acceptable or desirable situation. We are concerned
when a breach of trust occurs in a State where there is no program,
since we originally issued a ruling that makes the organization that
pernaps is carrying on the abuse exempt. We are examining what are
our res?pn.sibilities ag the original granting entity. We wonder how
the public in that particular State is going to be protected at that point,
and we think we may have some recommendations about where some
solutions may lie.

. At this time, the Service is concerned in its audits solely with assur-
ing, as has been stated here on numerous occasions this morning, that
the organization is complying with its original grant, grant being the
terms set out 1n its exemption application. How far the Service should
ﬁo into the typical financial inquiry, which the States ordinarily con-

uct, is still open to question. Even if we are limited in the extent to
which we could make that information available to the public, that is
to the State attorney general who then is empowered to protect the
public, there are several steps that we think can be taken. Some of the
most visible and obvious abuses, and the ones that are the most cor-
rosive to the public’s confidence in charitable giving, occur in the pub-
lic charity area. Many of them are interstate fund-raising appeals,
some of them carried on by religious organizations as well as other
kinds of charitable organizations. We are trying to see if there is some
kind of early warning system in which both the States and the IRS
can participate, at least to inform the public or take the appropriate
steps to protect the public at the very outset. -

We were interested in the preliminary report of the task force that
was studying the Internal Revenue Service as part of the Filer Com-
mission study. It proposed some kind of disclosure statute, in the na-
ture of the SEC statute, in the field of charitable fundraising. We cer-
tainly are interested in that and would have a role to play there.

"One other area with which we are very concerned (we do a limited .

amount of this now and_hope to expand it) is training. It has been
the practice for the Service in the past when it conducted its training

ind
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courses at the various centers throughout the United States to invite
the State attorney general of that State, on a space-available basis, to
send his auditors or other field personnel to participate when we train
our own exempt organizations specialists and analysts. We think there
is a lot of room for that idea to expand. We think that that may be
perhaps the best service we could provide in a State where there is no
active program to enforce charitable trusts. We, in effect, would say
to them, we will give you basic training for your auditors at least in
what the Internal Revenue Code requires in this field, and provide you
any expertise that we have. .

enator HARTRE. You made this computerized change, Mr. Alex-
ander. How soon can we expect any real, significant followup data out
of the new changes you have made in that field? In other words, one
of the real problems is, as we have exchanged our views here, you have
not been abs)e to give us information we have requested.

Mr. Arexanper. That has been a real problem, Mr. Chairman, We
explored that one last time.

enator HarTke. The fact is, it is still unavailable. You put in the
new computer. In fact, how soon can we expect something concrete?

Mr. ALExaNDER. We are going to have some of it for you within a
few weeks. To what extent we can shorten that time, I do not know.
Some of it involves the sampling process that we are engal\%ed in right
now with Mr. Marlowe of your staff, Mr. Chairman. Mr. Rumph,
could you'give any further predictions as to time ¢ ‘

Mr. Rumen. I think we are talking about information that will be
Tound on the 1974 return, and the schedule we have been promised by
the data processin peoPie in the Service is July 1, 1975, to begin to
input data from the calendar year 1974 filers whose returns are due
on May 15. And on July 1, we are told they would be able to begin
processing those returns into a master file that will be expanded, in
some respects, 100 to 150 Eercent. Now, if they can start putting it in
around July 1, with anywhere from 6 to 8 weeks required for process-
in%,I we should say September 1, September 15, hopefulli.

r. ALEXANDER. We have said September 1, and we hope we can
meet that commitment. Page 2 of this submission that I made to this
committee this morning deals with the expanded base that we will have
for the 1974 returns. Some of the information you have requested, of
course, is information to be taken from material that we now have,
like the answer to question 1 that you raised in your letter.

Now, that information is what I hope that we will have in your
hands 1n a couple of weeks, the information that you have requested
that can be assembled from data that we now have, as contrasted with .
the data that we expect to get with our expanded programs, taking into
account the concerns that you expressed earlier this year, Mr. Chair-
man,

Senator HarTrE. The last question I have for you; you have a new
assistant commissioner under the new pension law, the Assistant Com-
missioner for Employee Benefit Plans and Exempt Organizations and
it is scheduled to take effect, I think, on December 2. Now, have you
asked for the full appropriation for the authorization of $76.6 millio
for that office during the current fiscal year? '
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Mr. ALexanper. Mr. Chairman, we discussed this issue, which is
raised in questions 10 and 11 of your letter, in our submission. I find
that we are requested by the Office of Management and Budget, which
has not yet ruled on our supplemental for 1975 and our aYpropnatlon
for 1976, to refrain from discussing this matter specifically until they
have had an opportunity to approve or disapprove our request. I can
speak generally to this issue, however. We have requested a substantial
additional allocation of resources here. We hope that they will be sym-
pathetic to that request, despite the budgetary considerations and re-
strictions that are now facing the IRS, like all Federa] agencies.

Senator HArRTKE. Let me say in that regard that I have instructed
the staff to have the Congressional Research Service provide for the
Senate Finance Committee an opinion as to whether or not the Finance
ClJlomIn;{igtee is entitled to that information as to the budget request of
the .

I want to thank you gentlemen for coming. I will have some more
questions for you before we get through with these extended hearings.

Mr. Arexanper. Thank you, Mr. Chairman,

Senator HarTke. All right.

[The prepared statement of Mr. Alexander follows:]

PREPARED STATEMENT OF DONALD C. ALEXANDER, COMMISSIONER OF
INTERNAL REVENUE

Mr. Chairman, in your letter of November 6, 1974, you outlined some 13 areas
of interest to the Subcommittee in these hearings. This statement will supplement
the information conveyed in my response of November 19. In order that the record
will be complete, I will review that response briefly and add some comments.

Question 1 .

In our preparation for these hearings, and specifically in preparing our response
to Question 1, we discovered last week that a significant processing error has
occurred which affects the data we provided to you on October 2 concerning the
assets of private foundations.

I greatly regret that this happened and that the figures previously supplied are
wrong. I am satisfled, however, that we have isolated the error and I.have in-
structed the data processing staff to go beyond the immediate error and to test
the entire master file as it relates to private foundations, I expect that report
within two weeks, and I will immediately convey it to you along with revised
figures. :

Questions 2 and 6 :

We have previously informed you that the answer to the first part of Question 2
is in the affirmative. The inquiry in the second part of Question 2 parallels the
request in Question 6. The base figure to which you refer both in Questions 2
and 6 is found on line 5 of part IX of the Form 980 PF. As I informed you in my
letter, that line item has not, until this time, been transcribed from the 1974
Forms 990 PF into the master file. Until that data is avallable, we propose to
sample 7,000 returns for years 1972 and 1978. We estimate that this will require
approximately 90 days to complete. Work on that analysis will commence
immediately.

Because the line item with this data will be transcribed from the 1974 Forms
990 PF, we will be able to produce a comparable 1974 figure from the master file.
The Exempt Organizations Master File 1s being completely redesigned and will be
prepared to accept input on July 1, 1975. We will be able to extract a 1974 total
from line 5 for at least the calendar year filers as soon as the returns from that
group are processed. Because this activity is getting the highest priority in the
new organization, I think I can predict that the information should be available
by September 1, 1978.
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Questions 3, 4 and &

In my prior response, I expressed serious reservations about our ability to per-
form the analysis requested in Questions 8, 4 and 6 within practical limitations
of manpower and cost. The problem is inordinately complex because the precise
information is found on returns other than the Form 990 PF of the particular
exempt organization. I attached to my written response a description of the
steps involved in obtaining this data and we have extended to Mr. Marlowe of
your staff an invitation to sit down with us and try to arrive at some solution.

Question 7

To summarize my response to Question 7, we are selecting a sclentific sample of
the 4,935 private foundations which we recorded as having terminated since
January, 1970. We are in the process of identifying the sample and will provide
a list of the specific files to be reviewed to the appropriate key district where that
file is located. We have prepared a form to collect the information you request,
and, because of the relatively small number involved, we should have this data
for you within a matter of weeks. Again, we Invited and will welcome comments

from Mr. Marlowe on our proposed form.
Questions 8 and 9

A copy of your letter and a request for a response to Questions 8 and 9 were
sent to Assistant Secretary Frederic W. Hickman, and attached is a copy of his

reply.

. Questions 10 and 11

In response to Question 10, we have prepared and submitted to the Office of
Management and Budget a request for a supplemental appropriation for fiscal
year 1975, accompanied by the request for fiscal year 1976. It is difficult for me
to discuss these matters further in view of the restrictions placed upon dis-
closure of budget estimates and requests. I can tell you that we have submitted
our request, and we are informed that we will know the outcome within a matter
of days. We will be pleased to submit a detailed response to this question as soon
as we can.

Question 11 presents the same restrictions on disclosure I pointed out above.
The Internal Revenue Service, like all other executive agencles, was instructed
by the President to prepare recission documents designed to reduce the fiscal year
1975 budget allotment by a certain amount. I understand those will be sent to
Congress in due course. As soon as possible, we will be pleased to provide the
Subcommittee with a detailed report of the nature of those budget reductions,
including detail about specific programs and activities involved in cutbacks and
the amount of reductions applying to such activity.

Questions 12 and 13
My letter of November 19 contained our response to Questions 12 and 13.

DEPARTMENT OF THE TREASURY,
Washington, D.C., November 22, 1974.
Hon. YARCE HARTKE,
U.8.Senate, Washington, D.O.

DEAR SENATOR HARTKE: In your November 8, 1974, letter to Commissioner
Alexander you list thirteen specific issues on which the Subcommittee on Founda-
tions desires information in connection with hearings scheduled for Novem-
ber 25 and 26. Commissioner Alexander and I have discussed your letter and have

- agreed that I will supply the Treasury Department’s comments on items 8 and #

which concern the annual determination of the minimum pay-out percentage .or -
private foundations. Specifically, your letter asks:

8. One of the recommendations contained in the attached report of the Senate
Subcommittee on Foundations is that sectlon 4942 be amended to give the public
an opportunity to comment on proposed changes in the applicable percentage.
What is your reaction to this recommendation?

9. A second recommendation suggests the means by which a reasonable stand-
ard for determining the applicable percentage under section 4942 may be deter-
mined. What is your reactfon to this proposal?
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1. The minimum distribution requirement. Section 4942 requires private
foundations to make minimum annual charitable distributions equal to their
actual income or a stated percentage (“applicable percentage’”) of their invest-
ment assets. Section 4842(e) (3) provides that for taxable years beginning in
1970 the applicable percentage is 6 percent. ¥or subsequent taxable years the
applicable percentage is to be determined and published by the Secretary of the
Treasury, or his delegate, as necessary to reflect changes in “money rates and
investment yields.” More specifically, the applicable percentage for a taxable
year is to bear the same relationship to 6 percent as money rates and invest-
ment yields for the calendar year immediately preceding the taxable year bear
to money rates and investment yields for the calendar year 1869.

Under these provisions, the applicable percentage for new foundations (i.e.,
those formed after May 26, 1969) for the taxable years 1970 through 1974 has
been as follows: 1970, 6 percent; 1971, 6 percent; 1972, 514 percent; 1973, 514
percent ; 1974, 6 percent.

Pursuant to the transitional provisions of the Tax Reform Act of 1969, lesser

percentages have applied during this period to foundations formed before May 27,
1969.
2. Standard for determining annual changes in applicadle percentage. The
October 1 statement of the Subcommittee on Foundations notes the testimony
of witnesses suggesting that the substantial increase in the applicable percentage
for 1974 (from 5 percent to 6 percent) indicates that the Treasury Depart-
ment, in determining the applicable percentage, has not taken into account
changes in “investment yields” but only fluctuations in interest rates. The October
1 statement further states that changes in the applicable percentage ‘“must take
into account the equity side of foundation investment activity” and suggests that
an appropriate approach might be to uze & composite index, giving equal weight
to the Dow Jones Industrials dividend yield, the Standard and Poor's 500 stocks
dividend yield, interest rates on Barron’s or Moody's highest rates bonds, and
interest rates on long-term United States Treasury obligations. Question num-
ber 8, quoted above, requests our comments on this suggestion.

At the outset, we would stress the fundamental fact that dividend yields are
not a full and fair reflection of the investment yleld on equity securities. The
increase in corporate value attributable to retention of earnings in the corporate
solution must also be taken into account. Indeed, one of the primary abuses to
which the minimum distribution requirements were directed was just this: thai
a private foundation investing in low dividend securitles (e.g., stocks of many

" closely held companies and growth stocks) might make minimal charitable dis-

tributions and exist primarily as a vehicle for wealth accumulation. Accordingly,
the 1969 Act set the minimum distribution requirement at a rate substantially
above average dividend ylelds, Comparing the average of the Standard and Poor’s
dividend yield and the Dow Jones Industrials dividend yield for the years 1969-
1973 (as shown in the attached table) with the private foundation applicable
percentage for 1970-74, it can be seen that, on the average, the minimum pay-out
requirement has exceeded average dividend yields by 2.3 percent.

The proposed composite index procedure for changing the applicable percent-
age would not, of course, make the applicable percentage directly dependent on
dividend yields. Instead, changes in dividend ylelds would be averaged with
changes in interest rates, and changes in the applicable percentage would not be
keyed directly to the resulting average but to the ratio of that average for the
current year to the average of the same dividend yleld and interest rate indices
in 1969. Nevertheless, inclusion of dividend yields in the composite index is sub-
Ject to the same criticism that dividend ylelds are not an adequate measure of
investment ylelds on equity securities. Moreover, due to reluctance of corporate
management to reduce dividends in periods of low corporate earnings, dividend
vields tend to fluctuate quite widely and to be an unstable indicator of invest-
ment earnings. This is reflected on the attached table in the very high dividend
yleld for 1974, a period of depressed securities prices.

Over the last five years the Treasury Department has considered a number of
different methods of computing annual changes in the applicable percentage, in-
cluding various composite indices. As a result of these studies we have concluded
that the best measure of changes in investment yields and market interest rates
is the change in yield on 6-year Treasury securities, and the applicable percentages
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for 1973 and 1974 were determined on that basis. This reflects our understanding
of the intention of Congress that changes in the private foundation minimum
distribution requirement should reflect substantial and enduring movements in
investment yields, rather than merely transitory market conditions. Unlike divi-
dend ylields and interest rates on long-term bonds, which tend to fluctuate in
accordance with transitory market conditions, the yield on 5-year Treasury securi-
tles more nearly measures more prolonged and more fundamental changes in
investment yields.

The attached table compares the results that would have obtained had the 5-
year Treasury index or, alternatively, the suggested composite index been used
throughout the period 1970-1974. As can readily be observed, the composite
index approach would have resulted in a higher pay-out requirement for most
years in the period.

8. Provision for pudlic comment on changes in the applicable percentage. As-
suming a consensus on the appropriate fndices to be used as measures of changes
in investment ylelds and money rates, the actual determination of the applicable
percentage for a particular year is essentially a mechanical procedure. As such,
public comment is not required under the Administrative Procedure Act. We
also question whether public comment on particular changes would be help-
ful, Among other things, it is essential that the applicable percentage be published
as soon as possible each year for the guidance of private foundations in their
investment and charitable activities, and providing for public comment would
very probably delay such publication. We welcome, of course, public discussion
and comment on the basic question respecting the choice of indices to be used in
computing changes in the applicable percentage. But that question needs to be
resolved in terms of long-range considerations rather than its effect on any partic-
ular annual change in the applicable percentage.

In conclusion, I would like to add some comments directed more generally to
the subject of the hearings, the impact of the state of the économy on private
foundations. As the attached table indicates; the present provisions will reguire
& substantial increase in the applicable percentage, whatever method of computa-
tion is used. Taking into account probable fourth quarter investment ylelds, the
applicable percentage for 1975 may be as much as 7 percent, or more. For pre-
1989 Act foundations, that would be an increase from 8% percent for 1974, The
prospect of such an increase, at a time when the asset value of many foundations
is substantially depressed, is naturally a matter of serious concern to private
foundations, Responding to such concerns, the Ways and Means Committee has

tentatively approved a provision for a reduced (i.e., 4 percent) minimum dis- -
* tribution requirement during a further five-year transition period, where the

application of the present requirement would reduce a foundation's asset value
below its asset value on January 1, 1970. ‘

Sincerely yours, FREDERIO W. HICKMAN

Asaistant Secretary.
TABLE 1.—DERIVATION OF REQUIRED PAY-OUT RATES FOR NEW PRIVATE FOUNDATIONS

Percentaee change in yield Required pay-out rate,
(1969=100) e based on:

Composite

-yr bond and S-yr Composite

Year Treasuries  stock yields Treasuries yield
M @ @ (O]

6.00 6.00

6.48 6.75

5.26 5.85

5.25 5.52

6.04 5.97

6.87 7.76

Sources: Col. (1): Table 2, col. (2). Col. (2): Table 2, col. (11).
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TABLE 2.—SELECTED INDICATORS OF YJELDS ON BONDS AND COMMON STOCKS, 1969-74

Other bond and common stock yield indicators

Standard and  Dow-Jones 30  Moody's Aas Long-term
S-yr treasuries Poor’s, dividends  dividends corporate bonds Treasury bonds

Com-

Per- Per- Per- Per- Per-  posite

. centof cent of cent of ;. centof cent of  percent

Year Yield 1969  VYield 1969  Yield 1969 Yield 1969  Yield 1969 of 1969

®» @ & @»w & @ o & o (M ay

1969 . ... ... 6.832 100,00 3.24 100.00 3.81 100.00 7.03 100.00 6.10 100.00 100.0
1970 ..ol 7.377 102.98  3.83 118.21 4.17 109,45 8.04 114.37 6.59 108.03 112.44
1970 ... 5.988 8 314 96.91 358 93.96 2.39 105.12 5.74 94.10 97.42
1972 ... 5982 8.5 2.84 87.65 3.29 8.35 7.21 102.5 5.63 92.30 92.00
1973 . ..l 6.875 100, 3.06 9444 362 95.01 7.44 105.83 6.30 103.28 99.52
1974 . .. 17.825 114,53 14,19 129,32 36.00 157.48 18.42 119.77 6.93 114.43 129.25
1 Average of 1st 9 mo.

1 Estimated annual average.

Source—Col. (1): U.S. Tmsurr, Office of Debt Analysis; col. (3): “‘Economic Indicators'’; col. (5): Unpublished
series furnished by Dow-Jones, Inc.; col. (7): “Economic Indicators'’; col. (9): ‘‘Economic indicators™; col. (i1):
geometric mean of cols. (4), (6), (8), and (10).

Senator ITArTkE. The next witness is Mr. Eliot Janeway, an econ-
omist. Good morning, sir. I know you are anxious to proceed.

STATEMENT OF ELIOT JANEWAY, ECONOMIST

Mr. JaNEway. Mr. Chairman, I appear on my own behalf, and our
family does have a small foundation, which we anticipate liquidating.

Senator HarTKE. Liquidating?

Mr. JANEwAY. Yes, sir. : _

Senator Hartke, your call for discussion of the problem confront-
ing foundations, and of the resultant problem foundations are making
for the Treasury and the institutions dependent on its established
welfare programs, puts the policy question with realism we have come
to expect. of you. Your letter states, “There has been some concern ex-
pressed recently in the media about the erosion of foundation assets
due to the poor performance of investments. It is possible that some
foundations will have to curtail grants because of decreased income
from investments. This is most disturbing at a time when the Federal
Government may also be forced to cut back on some of its domestic
programs.” Senator, your formulation is an understatement.

As we know, the Federal Treasury can count upon two alternative
sources of funds, and two only. Tax collections from participants in
the economy during their earning lifetimes or at death are the first;
borrowings are the second. As we also know, borrowings—whether by
the government or by participants in the economy—are the specific
carrier of the inflationary virus. Every participant in our economic
society is well qualified at this stage of today’s crisis of the inflation
of costs and the resultant deflation of values to testify as an expert
on the dire consequences of borrowings not supported by cash flows.
As we have also been learning, if we did not know it, the specific
measure of the rate of inflation resulting from the rate of overborrow-
ing in anticipation of earnings not materializing is the rate of interest.
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Your distinguished colleague, Senator Harry F. Byrd, Jr. of Vir-
ginia, is universally acknowledged to be the country’s leading author-
ity on its fiscal plight. His calculations show that the Federal dollar
borrowings have come to account for well over 60 cents of every dollar
borrowed in the United States today. The present crisis is approaching
a climax in its breakaway lurch past the familiar but no longer alarm-
ing symptoms of recession to the no-longer-forgotten and no-longer-
discounted danger of depression. Consequently, speculation is no
longer productive on whether the governmental hare has run its spend-
ing too far ahead of the taxpaying tortoise, or vice versa.

What confronts us now is not a theory or a preference, but a condi-
tion. The Treasury needs all the help from alternative sources of
funding for approved and accredited welfare programs that it can get
and that participants in the economy can provide. This problem has
been a recurrent one in our history. I suggest, however, that we have
come a long way in America since the founding of the Republic when
Hamilton proposed to cure the consequences of the fiscal irresponsibil-
ity of the Continental Con§ress by structuring a class of creditors on
top of the Treasury as a balance against the claims of the beneficiaries
of its operations. We have come an even longer way since the tremors
suffered during the crisis of 1896, when President Cleveland found
himself forced to treat with a syndicate of foreign promoters through
their Wall Street agent, Mr. Morgan, as if he were the head of a
government defeated on the battlefield offering unconditional surren-
der to a coalition of victorious invaders. And I am confident that we
have passed the point of no return from the disaster accepted at the
worst of the last depression, when the President of the United States
disclaimed any responsibility for avoiding the event, or even for caring
for the needs of its victims.

But we have not come so far that we can afford to disregard, much
less to outlaw, an entire class of participants in our economy who are
equipped to invest retained earnings according to explicitly prescribed
and administered guidelines to supplement programs which the Fed-
eral Treasury is a(ﬁ;llittedly not in a position to fund without recourse
to still further borrowing. Today’s twin test for considering any gov-
ernmental activity is, first, whether the Treasury would be obliged to
increase borrowings to sustain it; and, second, whether alternative
sources of finance not inconsistent or conflicting with public policy
are available. I believe, Senator Hartke, that you and I share a vivid
recollection of the late President Johnson in his then capacity as the
unforgettable Senate majority leader; 1958 was a year which seemed
troubled at the time. It seems tranquil alongside today’s crisis. John-
son felt prompted to warn his colleagues to stop relying on Federal
spending to serve as their sole support for humane and progressive
programs, and to start looking to participants in the economy to re-
spond to invitations to provide alternative private sources of finance
in implementation of public policies appropriately supervised.

Such an alternative source of finance exists for ready mobilization
as an instrument of public policy in the form of the private family
foundation. I suggest the appropriateness of considering the appli-
cability of Voltaire’s famous dictum about God—that if%{e ha(}) not
existed, we would have had to invent Him—to the availability of
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the country’s many family foundations to help fill the widening fiscal

p between the expanding needs of welfare programs and the lim-
ited capacities of government to fund them. Yet the family founda-
tion as an institution is being subject to punitive treatment, as if it
were diverting funds from the Treasury instead of providing the al-
ternative source of finance so desperately needed by 1t and the claim-
ants on its welfare programs. It 1s common knowledge that an over-
whelming consensus o? legal opinion is now advising clients who
sponsor funds to start shrinking them with a view of liquidating
them. I am confident that the records of the Internal Revenue Serv-
ice show a decided shrinkage in the number of applications for foun-
dation status. We are systematically engaged in demobilizing these
alternative sources of support for our shrinking Treasury operations
and our faltering welfare programs, just when rudimentary common-
sense calls—for mobilizing them.

Ironically, the sponsors of family foundations will not be hurt by
responding to the regulatory pressure to liquidate. Gift deductions
from income will still be available to taxpayers. But the capital flows
needed by the Treasury and the country’s welfare institutions will
no longer be available.

The question you have formulated, Senator Hartke, cuts across the
spectrum of Treasury operations, welfare programs and the condition
of the investment markets, as well as the high rates being earned from
them, Today’s unprecedentedly high rates of interest are at once a
judgment of and the measure of our fiscal failure. Remedies, are"
clearly needed to begin rolling these interest rates back, and keep them
rolled back. The way to do so is by limiting further overborrowing.
Meanwhile, the Federal Treasury is clearly the victim of the situation
it has created. It is clearly not in a position to derive any benefit from
¥resent. interest rates by operating as an intermediary using income

rom the investment markets and disbursing it-to qualified welfare
programs. But foundations can.

he greater the investment availability foundations can be counted

upon to commit to the securities markets, the more effective they—and
the Treasury—will be in balancing the seemingly endless demand on
the credit market for income securities bearing long dated maturities
with-new supplies of hard cash. Ironically, this extra margin of avail-
ability was present and accounted for in our securities markets svhen
it was not needed—as it is urgently needed now—in the bygone era of
low interest rates when the Treasury’s flexibility of maneuver was not
yet exhausted and when the claims of welfare programs were still being
funded with relative comfort. But now that this availability is needed,
the investment markets are being deprived of it. '

The spectacle of the Treasury in its present plight, putting family
foundations out of business, conjures up visions of the Count of Monte
Cristo running out of money and airing his delusions of grandeur as
a welfare client himself. Early in this century, before today’s welfare
needs were recognized and before the Government was thought of as
responsible_for_financing them, Mr. Justice Holmes wrote a classic
opinion in which he commented that confiscating the entire fortune of
the first Mr. Rockefeller-to come into national prominence would be °
counterproductive, because, if redistributed, only dimes would be
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added to everybody’s income, and nonrecurrertly at that. The same
stern logic aprglies t); the de facto death sentence to which family foun-
dations are now on notice to regard themselves as subject. Even the
extreme of instant preemption of all the resources of foundations
would not help the Treasury or the country’s health, educational, and
community service institutions close their deficit gaps. But it would
bring large-scale damages to the securities markets and the institutions
dependent on income fgr‘om them, and at a time recalling the admoni-
tion to avoid shooting the wounded. .

Turning to the side of the question raised by your reference to the
sad state of the investment market, the shrinkage of participation in
them on the part of investors in quest of continuous income is increas-
ingly recognized to be the root cause of the operational difficulty afflict-
ing the market. It is one of the paradoxes of inflation that record levels
of investment return have coincided with sharp shrinkages in the
participation of income-minded investors. .

My studies of the performance of the investment markets in recent
years have led me to the firm conclusion that the reliable and consist-
ent leading indicator of price deterioration in the securities markets:
has been the shrinkage of trading volume. This erosion has in turn
reflected the withdrawal from the securities markets of income-minded
investors of average size with no conspicuous commitment to spectacu-
lar performance in any single period, but rather committed to earning
reliable rates of return needed to support systematic rates of commit-
ted outflow. The diminishing ﬁarticipation of foundations, resulting
from their forced shrinkage, has contributed to the dismal market
trend noted in your letter. Moreover, it has invited the markets to an-
ticipate their elimination altogether in a matter of years. Persistence
in present policy will compound the damage. Reversal of it will relieve
the suffering that began on Wall Street, but is no longer limited to it.

May I suggest a simple remedy calculated to start helping the Treas-
ury to stop hurting the castoff wards of its welfare bounty by granting
a conditional reprieve to family foundations. I will not presume to
Suggest percentage limits by any standard which your subcommittee
may deem ap%roprmte to recommend to the Congress. I do, however,
suggest that the approach I am recommending be adopted until such
time as the securities markets roll back long-term interest rates on
high-rated bonds to 6 percent, and until total Federal borrowings
account for closer to one-third of all borrowings in this country, in-
stead of the present two-thirds.

I am anxious to emphasize that I do not regard these two standards
as an either/or proposition. On the contrary, I have every confidence
that a return to 8 percent rate of feturn on quality bonds, plus a will-
ingness to hold them, will coincide with a rollback of borrowings to
& mere one-third of total U.S. borrowings.

My recommendation is calculated to offer family foundations an
opportunity to furnish a lead in this direction. It reckons on the com-
Eamon axiom to the basic one that governments can raise money either

y collecting it from taxpayers or borrowing it from lenders. The
taxpayers’ side of this calculation is that participants in the economy
gge ot_lergd lt:he_ Cht(:)lcte}; W'Il‘lether they know it gr not, of paying taxes

irectly in levies e lreasury, or paying them indi .
the toll taken by inflation. > OF paying rectly through
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Foundations, to the extent they are tolerated, subsist in & misty no
man’s land because they are disqualified from retrieving cash drained
by taxes paid with new earnings from recurrent operations. Conse-
quently, taxing them condemns them to death by attrition—especially
in the investment climate described so realistically, Senator Hartke,
in your letter; the tax code accords taxpaying earners the right to
recoup their losses before accruing taxes, but this privilege is wasted
on foundations whose gains go to their beneficiaries and whose losses
are their own.

The simple alternative is to offer foundations a tradeoff with infla-
tion as an alternative to taxation. Coping with inflation is the name
of the game in thesecurities markets. Why not supplement the opera-
tional ban on what foundations can do with their money by condition-
ing their continued existence on their willingness to invest some
reasonable portion of their existing portfolios, plus another reasonable
Emponion of new inputs from their sponsors, into non-negotiable

reasury securities redeemable at par In—say—5 years? Why not
exylore this road to relief further by denominating these non-negoti-
able securities, to the extent they are bought subject to maturities
longer than 5 years, as drafts which qualified welfare institutions, such
as colleges or hospitals, could present to the Treasury as cash claims
lyearatatime?

This device would ]f)ut the Treasury in the position of collecting more
than 5 years’ worth of dollars in advance for every such dollar paid out,
and it would give the beneficiary institutions the double benefit of re-
ceiving the income as well as 1 year’s face amount each year for a period
of years. Borrowing long term to spend 1 year at a time would signal a
welcome reversal of Treasury operations. And, finally, why not offer
a direct contribution to solving the original pro’blem of social stability
recognized by Hamilton in his call for the funding of the debt, but
without accepting the alien expedient Hamilton had in mind of
endowing a privileged class to do 1t. The procedure I am recommending
would merely treat donations given to foundations and income earne
by them as alternative conduits to claimants for funding by public
welfare programs. Foundations committed to the continuous invest-
ment of cash in Treasury securities maturing five years or longer
would make a constructive contribution against inflation. By contrast,
continuous buildups in Treasury pressure on the short-term mone
markets, for lack of any willing or able institutional buyers to absor
longer-dated securities from it, will continue to fuel the engines of
inflation. — o~ .

May I take this opportunity to note that the legislative and execu-
tive branches of the Government have just invited the shrinking num-
ber of owners of excess liquidity to go in exactly the opposite direction.
I refer to-the act legalizing the private ownership of gold, which
would have the effect of shrinking the available stock ofgg

t.?”s banking esgsbem the already limited availability for the purchase
0 nefotlable ort-term Government securities. The only logic I can
find for our Government to have sanctioned this run on the banking
system—and the Gold Legsalization Act will cause & run—and the in-
vestment markets at;this stage of financial crisis is that of consistency.
It is of a piece with the strategy which has brought us to our present

in in- -
come-bearing securities. Worse still, it will withdraw from the coun- -
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pass. I would like to associate myself with the call of Dr. Henry Kauf-
mmn, the distinguished economist of Salomon Bros., in asking for &
delay in the effective date of this act in the hope that the Treasury will
use the time to bring its affairs into some semblance of good order.

A final consideration is on my mind. It is one of equity. The Con-
gress has been called upon to undertake a probe of the public policy
implications of gifts by one figure in the public eye on a scale greater
than representative participants in the economy are accustomed to
make—even to qualified welfare beneficiaries. The unanimous vote of
the Senate Rules Committee in qua]ifyinf1 the appropriateness of the
large-scale gifts under scrutiny to mere individuals suggests the equity
of giscontinuing the disqualification of the more modest gifts family
foundations are accustomed and positioned to give to qualified welfare
institutions. -

Thank you.

Senator Hartke. I hope your warning about the dissolution of
family foundations is not true. That is one of the reasons we ave in
this hearing, to find out what is going on, to make sure we can corrett
any inequities that do exist. '

Mr. JaANEway. I think, Mr. Chairman, you will find that a large

_scale systematic shrinking under advice to liquidate is the case, with-

very little publicity.

Senator Hartke. We have been trying to get that information from
the Internal Revenue Service, and it is just not available to us, and I
think if you listened this morning, you found out we are not in a
position where we have any reasonable expectation to get very much,
very soon,

Mr. Janeway. My statement, Mr, Chairman, suggests another ques-

~ tion or another line of questioning to put to the IRS, namely the num-

ber of new entries and new closeouts of family foundations.

Senator Harrke. We are trying to get that. They do not have that.

Let me say the other idea about the Treasury, the investment in the
Treasury system at Jeast is a novel one. We will pursue it, and it
reflects your usual ability to look into the future.

I want to congratulate you for your testimony today.

Mr. JanEway. Thank you. , ‘

Senator HArTKE. All right, fine.

Now, we have a situation 1n which I think some people are trying
to catch some planes. One of them is, I think, Dr. John H. Knowles.

Is that correct, John, are you trying to catch a plane, too?

How about Roger Kennedy and Harold Howe, 1s that true, too?

Mr. Howe. Yes, sir.

Mr. KENNEDY. Yes, sir.

Senator Harrke. All right, Dr. Knowles, if you will proceed.

" STATEMENT OF DR. JOEN H. KNOWLES, PRESIDENT,
THE ROCKEFELLER FOUNDATION

Dr. Knowres. Thank you very much, Senator Hartke. I appreciate
your hustling me through. The annual meeting of our board of trustees
takes place on Sunday, so our staff is8 working hard at the moment.

Senator Hartkr. That is good. We got you at a good time:
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Dr. Knowres. Hopefully, I did spell out to your satisfaction re-
sponses to some of the questions that you asked and the reasons for
your holding this hearing, and I will just summarize them very
rapidly.

heyRockefeller Foundation was founded in 1913. I think that was
the same year that the amendment to our Constitution provided for
the levying of an income tax by the Federal Government, and also
the amendment to the Constitution which provided for the direct
clection of Senators.

At that time in 1913, and subsequently over the next several vears,
the original John D. Rockefeller left a total of $258 million. Over the
past 60 years, to 1973, the foundation paid out $1.2 billion for philan-
thropic purposes, one quarter of a billion dollars in excess of its income
over the 60-ycar period. ) o

Although there have been similar periods of stagnation in the
economy, the recent period has been particularly severe, because of the
serious decline in the value of our assets, and even more important,
because of the impact of inflation, both internally on our own opera-
tions and externally as it affects our grantees. Internally, inflation
increases our administrative costs, the costs of all of our staff and pro-
gram officers. In turn, this reduces the amount of money that we are
able to devote to cither the grant making process or to our direct field
operations. Bear in mind that we are one of only a handful of founda-
tions which both make grants to other organizations and also have
direct operations in the field conducted by our own staffs, particularly
in the less developed countries. :

The external effect of inflation on those who look to us for grants
has been devastating, largely because most of our grantees are in the
labor-intensive services such as education, health, the performing arts
and so on, where they have relatively fixed productivity and most of
their costs are in the costs of their people. In the case of hospitals or
health institutions, for example, three quarters of their costs are in the
direct salaries of their employees—professors or nurses or technicians
or what have fyou—-so that their capacity to keep up, particularly
during times of inflation and reduction of governmental expenditures
is seriously threatened. :

In the 60 years of our foundation’s life we have regularly paid out
more than our income—practically speaking in every year-since we
were founded. The table attached to my statement shows the actual
facts for the last decade, Senator. In 1968, before the Tax Reform Act
required any fixed payout, the trustees of the Rockefeller Foundation
elected to try to moderate the effects of a cyclical economy by adopting
the policy of appropriating 534 percent of an average annual market
value of our assets over the preceding 4 years, and this has given some
stability. For example, this year, 1974, we will have appropriated
roughly $49 million. Our guideline for next year, taking 53/ percent of
that 4-year-moving average, will be about $45 million.

Bear in mind, these are merely meant to be guidelines. Next year we
expect to spend somewhere around $45 million, which is essentially the
same as we have spent in both 1973 and 1972. However, if some un-
usual opportunity were afforded us, nationally or internationally, we

42-903—75——4
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might spend well beyond that general guideline. In other words, $45
million 13 only a self-im[;osed guideline. If somebody had a wonderful
idea that required $5 million and there was nobody else to support it,
and our trustees agreed, we could spend $50 million in the coming year.

I would also like to explain that when our trustees approve large
grants, for example to a university in this country or to an agricul-
tural school, they are frequently paid over a period of 3 years or
more. For example, they may appropriate $600,000 for a 3-year grant,
to be allocated at the rate of $200,000 each year. So long as the condi-
tions of the grant are met, the institution can count on receiving these
payments each year. Even if the stock market fell to a Dow Jones of
300, we would still use our remaining assets to make those payments
over the 3 years. Each year starts a new budget cycle. A substantial
part of the $45 million to be appropriated next year may be allocated
and paid out over 1, 2, 3, or 4 years. At the beginning of the following
year we then start a new cycle.

In other words, if we fall upon bad times we do not say to the
university 2 years from now, we are sorry, our assets went way down
so we cannot %ive you the $200,000 this year. We will give you maybe
$50,000. In other words, once a grant is made, payment is virtually
assured to our recipients, short o% the entire bottom dropping out of
the market. If that happens, the entire country will have a larger
set of problems befare it.

I would like to make one other point. Even without the devastating
effect of inflation on largely service institutions, such as universities,
hospitals and so on, one element that people have neglected is the fact
that today the complexities of & given social problem demand larger
numbers of people—scientists, technicians, economists and so on—for
their study and solution.

No matter what the problems in education, health or any other
field, transportation, daycare, welfare reform, the {Jlight, of minorit
froups, you name it, larger numbers of problem solvers are required.

n contrast to perhaps 20 or 30 years ago, when one individual might
be able to encompass a given problem, today the problems are of
such complexity that they require large teams of professionals from
different disciplines to resolve in a rational fashion the issues that
face us. As a result the absolute cost of supporting the advancement of
knowledge and its utilization is much more today that it was 20 or

. 30 years ago.

wenty or 30 years ago support for research on development of the
%ellow fever vaccine might have involved a small group of people.
oday we have to support that same number, plus a goodly number of
economists, political scientists, and cultural anthropologists to hel
determine how we can use that information here and around the worlt;:
recognizing that social, economic and cultural determinants to the use
of knowledge are today much more heavily involved in the successful
amelioration of human misery.

With respect to the existing law, as stated in the prepared remarks,
the Rockefeller Foundation urges the reduction of the excise tax on
private foundations from 4 to 2 percent. In our own in the last
4 years we would have been able to allocate an additional $3.5 million
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for charitable purposes if the excise tax had been reduced to that level.
For foundations at large, I think that last year alone it would have
freed up some $40 million for charitable grants and direct operations.

We also recommend that the mandatory payout requirements be
fixed ,in relation to the long term rate of real returns on investments.

I have had the opportunity to see the statement of Roger Kennedy,
vice president for financial affairs of the Ford Foundation, and of Dr.
Robert Goheen, the chairman of the Council on Foundations, and I am
fully in accord with their conclusions which are based on their knowl-
edge and expertise in this field. .

ast, this year, at the conclusion of my first 2 years with the Rocke-
feller Foun ation, we completed a very intensive review of all of our
activities. I have a copy of the trustees’ report based on that review,
“The Course Ahead”, which I respectfully request be entered in the
record of your hearing, if that is all right.

Senator HARTKE. Yes; that is all right. )

Dr. Knowees. This report amplifies some of the remarks in my
written statement.

Thank you.

The information referred to apgears on p. 61.] :
enator HarTre. Is it your judgment there will be a substantial
cutback in the amount of grants to be made bﬁr foundations this year?

Dr. Knowres. From what I read about the major foundations, I
would have to say yes. It is both in terms of the absolute amount of
money that is going to be available to be spent this coming year and
the eroding effects of inflation on the recipients of these grants. The
do not need less money today, they need more, and that, combined wit
& reduction in the absolute amounts that many foundations can give
becauss of the erosion of their assets will I believe, result in a substan-
tial cutback.

Senator Harrke. In other words, even if the same amount were
granted, the effectiveness of it in real terms, in dollars, is not the
same,

Dr. Knowres. Very definitely, Senator, yes.

Senator Harrke. Will this in any way affect the grants which are
made for innovative purposes?

Dr. Knowres. Yes, I think it could. That is a very interesting
question. -

Senator Harree. In other words, you go back to the more tradi-
tional §ants, is that what you are saying

Dr. Knowres. Yes, indeed, I think it could because foundations
should not be so far out in front that they are supporting innovative
ideas and creating new institutions when the existing islands of excel-
lence in this country are suffering from inflation and a cutback in the
available sources o su‘fport.

So I think it could hamper the avowed purposes of the major
foundations.

Senator HARTKE. Do you have a dollar amount on about how—for-
getting the other side of the coin for a moment—the effective rate
vis-a-vis the change in the value of the dollar and the needs, but just
in actual grants themselves, do ggu have any estimate as to the amount
that you think the cutback will be in the coming year$ '
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Dr. Knowres. I do not, Senator. I am sorry, I do not. I think from
the standpoint of the Rockefeller Foundation I would say overall
1 would have to use an arbitrary figure that we would be at least $4
million less effective this year than we were last year, if you are judg-
ing us just on our ability to make grants, $1 million of that by our
guidelines, but over $3 million due to the effects of inflation.

For example, in our international programs, we run a conference
center in Bellagio, Italy, and the 20-percent inflation rate in Italy
means that our %u get for that operation alone, which is about a half
a million dollars a year, will be increased by 20 percent because our
costs there—of course most of our employees there are Italians—are af-
fected by the even higher rate of inflation in Italy.

Senator Hartke. What I was driving at, do you think if you had
the reduction of the tax from 4 percent to 2 percent, would that effec-
tively offset the decrease in the ultimate amount of grants that are
anticipated this vear?

Dr. KnowrLes. In our case, it would help if the 4-percent surtax were
done away with completely. It would give us about another $1,300,000.

Senator HarTkE. Generally speaking, I gather that you are not very
happy with the distribution requirements of the 1969 act, and you feel
that maybe the reason they were put into effect at that time, that those
reasons no longer apply, or maybe are no longer applicable or never
were, but what do you substitute in its place?

Do you feel any type of distribution requirement is necessary ?

Dr. Knowres. Yes. I do. I' think a rational distribution require-
ment, which is based on the long-term rate of real returns on invest-
ments would accomplish what I understand was the original purpose
for the payout requirement, and pay heed to the original reason for
granting tax exemption, which was to stimulate giving to needy and
worthy causes and to foster voluntarism.

So you still should have some payout requirement, but I think it
could be related to existing economic conditions and rise and fall with
thein so that the inevitable would not hap]pen. Once you get the payout
requirement ui) to a certain level, not only are you discouraging peo-
ple from establishing new foundations, but you also are going to erode
the Teal potential of the major foundations and over a period of time
they could be put out of business. This gets us into a larger issue.
Those of us at least who work in foundations believe that foundations
and what they stand for in terms of the institutionalism of pluralism,
heterodoxy, and the necessity to have both a strong public as well as
private sector in the United States, are absolutely central to our past
and future successes, : :

Senator HArTKE. Do you not think that a reguirement by the Con-
Erfss; usle?tting forth the general standards of distribution would be

e : :

« Dr. KNowLzs. Yes; I think it would be helpful.

And I think again—

- Senator HARTKE. You see, I think the one problem that most people
fail to see in our study of foundations is they want to deal with the .
minutiae, well, of the excise tax, or the distribution problem, but ul-
timately you come back to something which may be very sui)jective,
and I have asked.this question a number of times, just what are foun-
dations trying to do?t
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Dr. Kxowres. Well, that is what T had hoged you would ask, Sena-
tor, because I agree with you. I think that that ultimate question has
to be answered satisfactorily, and then the means to these ends can be
quite easily dealt with.

Senator HarTke. Do you think we have such an understanding or
such a philosophical approach at this moment 3

Dr. Kxowres. 1 quite frankly do not think we have answered the
question satisfactorily in the modern world. I think we can look
at——

Senator Hartke. I am sure glad you answered it that way. I
thought maybe I was the one who did not understand. e

Dr. Kxowwres. No; I have been struggling to answer that myself.
My belief and the basis of my knowle(f‘ge so far are derived from 20
years of raising money from foundations as a director of a voluntary

- hospital associated with a university to suddenly, 2 years ago, finding

myself on the other end of the pipeline. Clearly I would not have
come to New York City to be the head of the Rockefeller Foundation
unless I believed that it could be shown that foundations are abso-
lutely central to what we believe in this country. :

I do not know how much time we have. I would be hagi)y to try to
give you the answers that I have found so far. Inevitably it would
involve me in specific anecdotes testifying to the past successes of the
Rockefeller Foundation, but I think we are less-interested at this
juncture in past successes than we are in specifically what foundations
are going to do with their real power ans influence, in the best sense
of those terms, for the future. :

In terms of the past history, during the first 30 years the Rocke-
feller Foundation dealt largely in matters of public health, culminat-
ing in the development of the yellow fever vaccine by one of our staff
members, Max Teiler, who later received the Nobel Prize for this
achievement, its work in the eradication of malaria around the world,”
and in hookworm in the South. It also made contributions in estab-
Tishing departments of psychiatry in the major medical centers of this
country, in helping to implement the Flexner Report on Medical Edu-
cation, in bringing modern physics to this country in the 1930’s, in
supporting the Social Sciencé Research Council and the American
Council of Learned Societies, and their work trying to improve the
social sciences and humanities nationally. I could make you a long
list of things that I think the foundation did at that time which quite
frankly other private and public sources either had not recognized
or were not willing to do. ,

The last 30 years, the Rockefeller Foundation got into the field of
scientific and technical work in agriculture in developing countries.
Wo had the flexibility and we were encouraged by our own Govern-
ment to enter this field at that time. My predecessor, George Herrar,
went to Mexico in the carly 1940’s, recruited Northern,Borlaug and
Edwin Wellhausen, working on wheat and corn respectively, and this;

_ in retrospect, is recognized as the origins of the so-called Green

Revolution. . o
Certainly it has not solved every problem; certainly. it has uncov-
ered new ones, Norman Borlaug, a member of the Rockefeller Founda-
tion field staff since 1940, received a Nobel Peace Prize for developing
the new, bushy-headed forms of short, stiff-stalked wheat which revo-
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lutionized world agriculture. As the world’s population doubled over
the last 25 or 30 years, the productivity of food production around the
world also doubled. There is sufficient knowledge today to do it again
before we reach the apocalypse which was predicted by the World
Food Conference.

-So I would have to say, on the basis of that work alone, that the
Rockefeller Foundation again had justified its existence over the last
30 years.

ut what does all this mean ¢ It means that a foundation should have
the flexibility, the knowledge, the staff, the trustees, their fingers on
enough’advanced thinking and information here and abroad to be able
to identify leading issues and sustain effort on them over time, since
very few governments can do this as the electorate periodically works
its will. Foundations can sustain effort in scientific and techmical and
human concerns over time with assets and staff relatively unencum-
bered by political considerations; hopefully not too heavily influenced
by the ebb and flow of the economy, they can, over time provide answers
to t{x(; resolution of major problems that beset this country and the
world. : ‘

When I arrived at the Rockefeller Foundation in 1972, we initiated
a complete review of our activities. It took us 2 years to accomplish
this with our 21-man board of trustees, and we came to the conclusions
which are described in the attached, “The Course Ahead.” Let me tell
you someéthing about our seven programs, We decided that we should
continue our efforts in the program called “Conquest of Hunger,”
which involves extensive agricultural interests in this country and
abroad. A second'program entitled, “Population and Health,” recog-
nizes the inextricable links between the problems of populations and
health. And you say, what genius does that take ? Well, it does not take
too much but the National Institutes of Health and the USAID have
been the sources of money to advance knotledge in the field of popula-
tion controls, ranging from basic research in reproductive biology tp
social, economic, and cultural and ideological determinants of popula-
tion growth, and 'the present amounts of research that are going into
the advancement of basic knowledge in this country and abroad are
minuscule contrasted with thé size of the problem.

Today the Ford Foundation and the Rockeéfeller Foundation pro-
vide most of the money for the basic¢ research in population. This has
nothing to do with i e‘olo‘g%v. It has to do with the advancement of
knowledge. When we hear all of the rhetoric about whether economic
development in the developing countries will ultimately limit family
size, or whether it is just a matter of the technological fixes, or
whether infant mortality has to fall before family size is limited, the
fact is, there is not sufficient knowledge to know where the truth lies.
Fundemental research that we support today is trying to answer these

_questions so that countries can set rational priorities. YWhere there is
a lack of knowledge, mischief abounds and paralysis of action occurs,

so that we think we have a unique role to play in this ares.

‘A third program is called “Equal Opportunity.” Its attention is
directed specifically to minority groups. It stresses education and
training, and the strengthening of institutions so that minority groups
can bring about progress and reform through their own people.
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The problems of racism are far from over in this country, and some
people think we have entered a new era of reconstruction. Certainly
there is a lot of public and private money in this area, but the Rocke-
feller Foundation has a long history of contributions here. It has sup-
ported black colleges in the South, and, more recently, has stressed the
training of school administrators from innercity areas around the
country who then go back with an expanded capacity to manage their
own systems.

Quite apart from our scientific, technical and educational interests,
after an extensive review, we have increased our efforts in the arts
and humanities. We keep talking about no growth or limited growth
in this country, while the rest of the world is criticizing our endless
materialistic desires and overconsumptive habits, Simultaneously we
see the workweek shortening and people are going to begin wondering
what they are going to do with tﬁeir spare time and we increasingly
hear the question, what does the quality of life mean? There is barely
sufficient support for the arts in this country today; even though we
have a national endowment spending about $70 million per year and
State councils spending as much as $40 or $50 million. There is still
plenty of room for the handful of foundations which are trying.to
give ongoing support to the performing as well as the visual arts. In
addition, the humanities give meaning and understanding to the
human condition and lend insight into the complexities of contempo-
raléy problems.

o we think we have a very important role to play at the forefront of
trying to generate more public suppert for the arts.

When it comes to the humanities in this country, however, you want
to define the humanities, whether you want to include historians, lit-
erary critics, people interested in foreign languages and so forth, sup-
port of the humanities in our country in the major universities has
sunk to an all-time low. Once again this is a place for foundations to
rivet attention. You haye got to bear in mind that nobody listens to me
personally, but anytime I talk or people come to see me about their

rograms, they see this large sum of money and potential influence

hind me, and if we want to beef up a program in the humanities,
many people will pay attention to that. It rivets public and private
concern, and our job is to try to get more public understanding and
public and private funds, for the support of the humanities. Once that
18 done we should move out of that-and into other things.

Recently we have had series of grants which have supported a new
group of economists, in the attempt to develop experts in international
monetary affairs. There are only a handful of economists in this
country today who understand the new complexity of changing world
markets and international flows of money.

So we have developed a small series of fellowships for people to
try to train a critical mass of these people who will over time bring
their knowledge to bear on the problems besetting us. ~

On top of that, we are supporting economic research on the com-
plexities of todays service industry, I could give you the names of
the five economists in this country who fully understand the field
of health, for example. There are only several people who understand
the complexities of penal reform, the costs versus the benefits of
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varicus programs of penal reform which would reduce the rates of
recidivism and -really benefit the community. Even the subject of
day care, whether fyou are a conservative or a liberal makes no dif-
ference; the fact of the matter is that neither conservative nor liberal

~understands the real costs versus the real benefits of day care programs
in this country.

We need much more objective knowledge about these things as we
go from an industrial into a service economy, which is particularly -
vulnerable to inflation and whose advances are almost entirely pred-
icated on the worth of their technical and professional institutions:
"The universities and hospitals, the research institutes, and so on. Their
budgets are related directly to the excellence of the staffs they have.

Now, I do not think I have answered your question fully. Ideo-
logically and philosophically I do believe that unless this country
understands what pluralism means and the need for pluralistic ap-
proaches to problem solving, and unless it understands that no one
of us, regardless of our ideology and regardless of our power posi-
tion, no one of us. monolithic government or monolithic foundations-
or monolithic businesses can give us the answers to the question of
the best route to the Promised Land. We believe in this country in
the pull and tug of vested interests in the best sense of the word,
in strengthening both the public and private sectors. We believe that
none of us, as individuals, has the ultimate answers, and that our
foundations are here to institutionalize our belief in pluralism and
pluralistic af)proaches. We are in existence to support new ideas, to
sustain excellence in institutions, and to complement Government
programs which wax and wane depending upon the level of the

- economy and the changing whims of the electrorate.

And finally, we do value heterodoxy. We are much too diverse a
country to think that any ‘one group can know what is best for
Alaska versus California versus Massachusetts versus Mississippi.
I think we have got to understand the virtues of pluralism and the
real strengths of ﬁeterodoxy, and we must forever be able to tolerate
iconoclasts.

I read an article in the New York Times on Sunday. It was Albert
Shanker’s column, which is paid for by his union of teachers, and I
got three-quarters of the way through it. He was raising hell with
the Buckley amendment, which provides that all families can look
into the confidential records of their children in schools, and when
they get to be 18, they can also look into their college record, includ-
ing the letters that you or I may have written on their behalf, or
perhaps not so much on their behalf. The student can look into his
psychiatric records; he can find out what his family is making and
all kinds of things. In fact the reasons behind the Buckley amend-
ment are quite honorable in these sophisticated times, although the im-

lementation of the amendment might require that we expand our
aw schools by about twice their present capacity. Indeed, in the ex-
treme, the Buckley amendment could significantly alter the fabric of
American society. .

The implications of this are ahsolutely horrendous. If thought out,
however, it is in keeping with the sophisticated approaches that this
countg’ is now using to assure fairness and equality to all individ-
uals. So I am for it-in principle, but not in its present form.
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Now, I got all the way through Shanker's article, and I thought,
I am glad to see that-Shanker agrees with me. I am an overseer at
Harvard, and we spent the last week talking about nothing but the
fallout of the Buckley amendment. There down at the bottom, all of
a sudden, bang, he goes after the Ford Foundation, and it turns out
that the Ford Foundation made a grant to an advocacy grouP which
is very interested in the rights of children and adults in schools to
make sure they are treated fairly.

Well, all of a sudden, Shanker goes after the Ford Foundation for
making a grant to this organization which was one of the organiza-
tions apparently that influenced Senator Buckley and the Buckley
argendment. So let me explain how I gét to my points.

The first point is that the Buckley amendment, it is good for the
country, as long as it is finally rationalized, and I am sure, knowing
the way our country operates, it will be rationalized.

Number two: What is the matter with the fact that the Ford IFoun-
dation supported a group which was interested in fairness to chil-
dren and adults as relates to assistance to schools? Nothing. I think it
is a great plus that we have this kind of ruckus going on. The day
we cannot tolerate foundations or individuals raising hell in this
country for good purposes and trying to cause change and making us
all think harder is a day I think we go down the drain. I think in
the late 1960’s, we began to lose our sense of humor, either as doc-
trinaire liberals or doctrinaire conservatives. The times are very
complex. '

I think that foundations, if they are doing their job, are absolutely
essential in terms of their flexibility, their willingness to take chances, -
their sugport of individuals and institutions who are supposed to be
at the advanced stage of thinking about these problems.

Now practically speaking, before we made any one of our grants
lust year, we tried to help the recipient organization find comparable
sums from other foundations, private sources in their cities and towns,
or the Government itself. In some instances, we were successful. In
many instances, there was no other source of support at the time to
advance this kind of knowledge.

Now why should we be maﬁfng nts to the Brookings Institution,
or to the Bureau for Economic rch, which in both instances
specifically support economists looking at these sophisticated services,
and the costs and benefits of making certain changes in this country.
Well, the money simply was not available any place else, and there is
nothing doctrinaire about the approach of the Rockefeller Founda-
tion to this. We aré not interested in doctrines and ideologies. We are
only interested in the acquisition of needed knowledge, its transmis-
sion, and its utilization. We have a long way to go in this new world,
profoundly interdependent, profoundly confused about what is hap-

ning in this country and to the world, foundations have the ﬁexibﬁ-
ity needed to respond with grants to support the best individuals, to
develop a new critical mass, for example, of international monetary
experts. Apart from Paul Volcker, Robert Roosa and a handful of
other people in the field of international monetary affairs, there are
few who can figure out what is going on in this field today. Just the oil
embargo and the trebling of oil prices by the Arab countries have had
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more effect on unemployment in this country, and on marginal and
minority workers than any other single event in the last 12 months.

Now we are in the midst of a very serious depression and a stagnant
economy. - :

Part of this has certainly been generated by events far distant from
our shores . Inflation in food prices was influenced heavilf by the Rus-
sian drought in 1972. All these new phenomena and problems of inter-
dependence make it extremely difficult for any of us as Americans to
understand our own country’s internal problems, much less those en-
gendered by our interdependence with others.

This gives foundations a magnificant opportunity to encourage un-
derstanging of our new-found interdependence, and some of the gew
ways of looking at it, in everything from secondary education to col-
lege education to the rewriting of textbooks—and other areas which
increase understanding. -

Now this is a long and rambling answer to your question. I think
that the foundations are going to have an even more difficult time in
this coming decade, Senator, to prove their worth, but I think each
and every one of them has an absolutely magnificent opportunity to do
it. We have no excuse for not being able to prove to you that the privi-
lege of sitting on relatively unencumbered money with very few polit-
ical or ideological constraints on it is a privilege that very few peofple
or institutions in this world enjoy. I can assure you that those of us
who work in foundations are humbled by it, take it seriously, and work
7 days a week, 18 hours a day to try to justify our existence and carry
out our mandate. .

I used to get mad at all of these people at foundations. I used to
crawl down to New York every year to see the big ones, to try to raise
the money for the Massachusetts General Hospital, and to say that my
feelings were ambivalent about these people is the understatement of
all time. So I understand why there is a lot of ambivalénce about

.foundations.

We have 7,000 wonderful people and institutions coming to us every
year, and we can only support about 500 of them ; this causes the other
6,500 to believe that we are fools, that we are arrogant, that we do not
really understand what is going on because we did not support them.

We do not have a massive constituency that marches on Washington,
and we did not in 1969. We very frequently make many more enemies
than we make friends because we are in the business of making change,
supporting iconoclasts and mavericks and so on, in addition to trying
to provide ongoing support for the excellence of institutions in this
country, whether it is Ohio State, the University 6f Indiana, the Lin-
coln Center in New York, Harvard, the University of Texas, or what
have you. In these times of dismal economic conditions, lo and behold,
ag-the Government cuts back, we have twice the number of phone calls,
twice the number of applicants that we had last year or the year before,
coming to us in complete frustration, asking why we, at least, can not
help them.

So do not think for a minute that those of us who work in founda-
tions are having a picnic right now. We have hundreds of phone calls,
hundreds of people insisting on seeing us every day. I stilll) say it is a
wonderful privilege to be able to work in such an environment, and to
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have this potentially real power and influence for the good. I still say
that the times have changed rapidly, and I am not looking at the past.
I think the past does justify where we are today, but I cannot count
on that forever because you are going to have to ask us shortly, well
what have we done that is new to resolve these major issues? How do
we set up our priorities?. How do we spend our money$ How do we
justify our existence in your eyes and in the eyes of the taxpayers of

_ this country#

I believe firmly that we can do it.

Senator HArTkE. Well, I appreciate your exposition, I think you set
forth some of the problems that are facing us. I think there is a general
belief in this country in the doctrine off pluralism.

There are a couple of things that bother me. One of them is, when

" you deal with the Rockefeller Foundation, the Ford Foundation, you

are dealing with a group of people who at the least can draw upon
‘qualified individuals to make what they consider to be qualified judg-
ments. What about smaller foundations?

Dr. Knowres. Some of the smaller foundations, depending on their
mandates and the regions in which they work, have a professional
staff; others do not. I know that the Council on Foundations and Dr.
Goheen have felt very strongly about making professional staff advice
available where requested ﬁy the more than 20,000 foundations in
this country. Many of the small foundations of course, do not need-
staff. They will support their hospitals and churches and schools in
the region and do a very good job of that and are a very necessary
source of support. : ' Ly

I think more and more, however, that larger foundations are going
to have to have either professional staffs themselves or have advice
available from the professional staffs of the leading foundations:

When I first got to the Rockefeller -Foundation, I made trips not
only to some of the foundations.that I knewin the Northeastern and -
Southeastern parts of the country to offer,our help if needed, but also
to let the people in North Carolina, for example know that when we
made grants in North Carolina for the suppart of the erforming
arts that we wanted to work closely with’tﬁe local foundations an
people there to make sure that they understood w }317 we were doing it
We were coming into their territory and we might join forces with
them in the support of the performing arts in gforth Carolina.

The same was true of health and population programs that we have

. carried out through Duke and the University of North Carolina in

that State. All of us are . much more aware of this issue and are try-
in§ to work more closely with regional foundations and to offer our
help where it is requested. The foundations themselves, I think,
through Dr. Goheen ani the-Council on Foundations, are working on
this issue. o , ol

Senator HarTke. So this question of size does come into the ques-
tion of when we establish whatever standards are going to be estab-
lished in the field, not alone of distribution. But you see, I think
someplace we are going to have to come back with some type of stand-
ard of not only distribution, but the.standard of utilization, and I
know that most people once I say that, it sends a little'quiver tixrqugh
them because of the’simple fact that it means that, you have to have
a difference of opinion. S C " =
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- Now I have not been known to be the most reactionary individual
in the U.S. Senate, and I have taken on positions frequently which
have not been very successful in their ultimate political effect.

But having said that, you know, I still come from the heartland,
and I do not know how often you have been out in Indiana—

Dr. Knowres. I went to medical school in Missouri and was born
in Illinois.

Senator HARTKE [continuing]. You see, we have a peculiar {)hiloso-
phy out there in one sense, and that is that we think the “eastern
establishment” somehow or other has its head in the clouds, but
forgot to put its feet on the groynd. Now I am not one who necessarily
subscribes to that. On the other side of the coin, let me say to you
that the question of geography certainly is one that is being ignored
by foundations, more so, in my judgment, than any other part of the
field which either deals directly or indirectly with Government. .

In the educational system, it has been able to adjust itself pretty
much to the local conditions and the local environment.

And then I come back to another situation which bothers me. As I
listép to you and I listen to your words, and the transeript will reveal
it, I want you just to look at how many times you said “program,”
because I think we have a country which is program-oriented at the
moment, or let me use a similar phrase—problem-solving.

" Now problem-solving, I think, generally speaking, to most Ameri-
cans means not really identification of facts, or related consequences
-as you have indicated; for example, as to what is a causation of high
unemployment, high inflation, which may have a causal factor which
cannot be directly traced to the question of how much you pay in
wages or how much you pay in interest rates, because both of those
basically are way down the line in the ultimate causation chain.
But is there a philosophy in foundations other than saying that

" we just want to do good { I mean is there a philosophy which can be

translated into some type of overall, generalized standard? Let me
say to you that I think that that is going to be a question which
perhaps some in my generation are not going to ask, but I guarantee
-you my seven children are asking that question in so many fields today.
We are a rather remarkable society in two fields, and that is, we are
the first generation of man that has the absolute capability to physi-
cally destroy ourselves, as well as psychologically, mentally, and
economically. ' '
° But we also have the opportunity in that same development of
nuclear capacity to break into something different as far as oppor-
tunities for people, and secondarily, we are into that area of mankind
in which, as you have indicated before, time can be devoted to the
quality of life rather than just the sheer quantity of life. The tragedy
as I look upon it is—and I think you adequateli)‘v and definitely ﬁave
pinpointed-what T think is a real tragedy—is that while we are in a
period where the education of humanity should be accelerated we are
going in exactly the opposite direction.

In other words, here we have a chance to make life more heautiful,
and we are destro ing any-effort to make life more beautiful. That is
something, I think, we are going to havé to address ourselves to.

Let me put-it in a little different fashion. Whéreas these hearings
probably are to some merely a continuation of the invasion of Gov-
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ernment in an area in which some feel we have no business being into
or some would prefer we not get into, there is the mood of most of the,
people I see under the age of 30 which is questlonin%_ our institutions,
and contrary to what most people say about that, I like it. I think we
are into a philosophical age of doubt in which no longer can you sim-

ly go ahead and say, we Tiad 30 years of the Rockefeller Foundation.
?ts first 30 were good, and its second 30 were good. You will have to
go on and meet the next challenge of justifying your continued
existence. _ ~

Dr. KnowLes. Absolutely. ) '

Senator HarTeEe. And that is very simply—I just doubt whether or
not that you have the capacit{l. I am not saying I do. What people will
be saying is: “I doubt whether this foundation has the capacity to
really continue to perform a useful social purpose.”

Dr. Knowres. You doubt that the foundation has? )

Senator HarTkE, No; I am not saying that. I am saying that is what
people under 30 will say.

Dr. KnowtEs. Oh. i

Senator HArTRE. I think that there is a question whether or not you
answer to me, you are foinlg to answer it one of these days.

Dr. KnowLes. Absolutely. .

Senator HarTke. And the difficulty is that I think that to go ahead
and say look how good we are, I am just going to saY that the pearly
gates may say, yes, but you committed murder on the last day on earth,
and I am sorry, that condemns you tothe seventh level. '

Dr. KnowwLes. Well, I certainly agree with you, Senator, completely.
I feel very strongly that you cannot live on the past. I certainly would
not apologize for the past of the Rockefeller Foundation, but it is the
future we are contending with and certainly it is an age of doubt. It
is also an age of profound anxiety when nobody seems to have much
confidence in anything. Something like 20 percent of the peo(fle have
confidence in Government; another 20 pércént have confidence in
business, and I am sure that most of the people in this country do not
even know what foundations do, so therefore it would seem to me,
they would automatically vote against them. :

ou ask about our philosophy. We do have a relatively simple phi-
losophy. It adheres to the notion that education and the advancement
of knowledge are absolutely fundamental to progress and reform, that
the proper dissemination and utilization of knowledge is equally fun-

damental to %rogress and reform. If I had to'describe our philogsophy

in absolutes
American pfnilosophy that says, if it works, it is true.

would say that we are pragmatists; this is a peculiarly.

That does not mean that we are valueless by any matter of means -

because we set our 1prioriti% on what we think Eeo le value or should-
value. For example, we have elected to go back heavily.into the

humanities and to keep on with ouf programs which relate to minority, .

groups and equal opportunity, even though it has not been very
popular in the:public arena over the past several years. We adhere;
to a simple philosophy that the truth will out and will save us all, if:
we can find the truth. The truth is of:course plural and contingent
and forever in the making; we are never gding to find'it by ourselves,

called America for the future as.any ot

a

but we have as fine an opportunity anhd- gt‘ivilegé to add to that thinﬁi'

er organization. Certainly

-_—
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think we have to justify our existence, and certainly I think it is going
to be ever so much more difficult.

Now, of course, there is a tendency of people when they get frus-
trated (and we have been doing this for the last 40 years) to look to
Government for our salvation; I think we do that at our peril, quite
frankly. Monolithic government and legislation and taxation are not
what made this country t; they are not going to save this country.
We need both a strong Government and a strong pluralistic private
sector of people regionally determining their own needs, solving their
problems, with individuals feeling that they, as individuals, have as
important a role to play as you do in the U.S. Senate.

\I;’e do not have the leaders today who are telling us the solutions to
our problems, and we have a suspicion of the established institutions,
Whi(Hl in the 1960’s perhaps were raising too much hell in one way or
another; and we have been through a lot of turmoil, but our philosophy
continues to be based on the fact that education and knowledge are
fundamental to progress.

Senator HarTKE. Let me say, Dr. Knowles, you gre one leader which
we respect, and we appreciate your statement today, and we are going
to be very ]l)lragmatic today and say that some of you might want to
go to lunch, we_will reconvene these hearings at 2 o’clock this
afternoon. .

{The prepared statement of Dr. Knowles and nmterial previously
re}erred to follows. Mearing continues on p, 74.]

PREPARED STATEMERT of JOHN H. KNowWLES;, M.D., PRESIDENT, THE ROCKEFELLER
“ " FOUNDATION :

The Rockefeller Foundation was incorporated by an Act of the New York
State Legislature in 1018. Its statement of purpose was encompassed by the single
phrase, “To promote the well-being of mankind throughout the world.”

Last year we celebrated the sixtieth anniversary of The Rockefeller Founda-
tion. The contributions of the Foundation are on the public record. The achieve-
ments of the past, especially in pyblic health and medicine and recently in
agriculture, would have been fmpossible without adherence to the basic philoso-
phy—emphatically stated by John D. Rockefeller, Sr. in 1907, that ““The best
philantrophy is constantly in search of the finalities, a search for cause, an
attempt to cure evils at thelr source,” While no institution can address, let alone
8olve, all the world’s problems, the objective of the Foundation has been to select
problems which lie at the root of human difficulties. By careful definition of goals
and concentration of efforts sustained over long periods of time, the Foundation's
alm is to contribute to the positive solution of problems, largely through the
acquisition, transmission and utilization of knowledge.

. The history of The Rockefeller Foundation spans an era of turbulent change—
world wats, depression, vast revolutions in technology and global relationships.
One clear lesson of this history is that there are no final solutions to man’s basic
problems. To carry-ott its original mandate, the Foundation has constantly re-
viewed and regularly reviged its priorities and goals. During changing economic
times, it has used its resources to balance the demands of an urgent present with
the obligations to preserve its financial capacity to deal with the increasingly

_compiex and threatening problems of the future. We have just completed one of

the most extensive and intensive reviews in the history of the Foundation. The
results of that review entitled The Course Ahead are appended to this statement.

Financial History - -
The. Rockefeller Foundation (1618) and the Laura Spelman Rockefeller Me-
morial, established'in 1918 and consolidated with the Foundation in 1928, have
over the years recelved from John D. Rockefeller, Sr. and his family gifts of
money and sécurities amounting to $258,080,509, taking the securities at their
market value when received. From 1918 to the end of 1078, The Rockefeller Foun-

. - dation paid out, in furtherance of its philanthropic purposes, a total of $1,185,-

——
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291,826 which was $248,087,983 in excess of its income for the period. In spite of
drawing upon capital for this excess, the Foundation's security holdings on
December 81, 1978 had an aggregate value of $829,786,169.

This record is testimony to the prudent and capable stewardship of those who
have been responsible for the handling of the Foundation’s financial affairs since
its creation over 80 years ago. Although financial policy has of necessity varied
to some extent over the years in response to changing conditions, one basic and
constant policy has been the willirnigness to make expenditures out of capital in
order to respond to opportunities of major importance for the well-being of
mankind.

The pattern of expenditures over time, as well as the uggregate sums, di-
rectly affects the effectiveness of the Foundation programs. The general de-
velopment of grants in a program area has been based on intensive study by
the staff and modest exploratory expenditures, followed by increasing support as
the record of accomplishment has warranted. Frequently we make grants over a
three-year period with the entire amount being funded in the year the grant is
made, so that diverse economic conditions in the following years do not Jeopard-
ize our continuing commitment. Withdrawal from a project involves a tapering
down of contributions over a period of years so that alternative sources of sup-
port can be developed if the effort is to be sustained on a continuing basis. It is
important to understand that one of our major functions is to institutionalize
advances so that other sources of support can take over,

It is nmot our function over time to substitute for the responsibility of others,
public or private, nor is it our function or within our capacity to take up the
slack of public expenditures during cutbacks in governmental funding,

It the Foundation were closely to follow fluctuating conditions on the stock
market in determining expenditure levels, the changes would be precipitate and
disruptive of the essentlal process of program development. Therefore, the
Foundation adopted a policy in 1968 of setting each year's appropriation guide-
line equal to 8.78 percent of the average annual market value of its assets over
the preceding four years. This policy smooths out the sharp year-to-year fluctua-
tions in annual appropriations which would exist if the spending guideline were
calculated on the basis of a single year. Appropriations as a percentage of the
market value of the Foundation’s assets averaged 5.8 percent over the last five
years as opposed to 4.5 percent for the prior five-year period—see Table I. More-
over, the pattern of appropriations has been significantly more stable than the
market value of the Foundation’s assets.

The Impact of Current Economio Conditions

Senator Hartke convened these hearings to explore the impact which the
current economic crisis is having on foundations and the recipients of founda-
tion grants.

The current period of “stagflation” has imposed a double burden on founda:
tions. The decline in the value of equity securities has been over one-third since
the beginning of 1972. Although thereare some variations in the severity of the
losses, no foundation portfolio managed according to accepted fiduciary prin-
ciples has escaped the widespread decline in the equity markets. The founda-
tions’ capacity to continue performing their charitable role has been even more
gravely eroded by continuing inflation which has now reached the double-digit
rate. Our “money power” has been eroded both by the effects of inflation on our
grant recipients and the absolute increase in the cost of solving complex problems.
Larger numbers of scientists and technicians, teamed in interdisciplinary efforts,
are needed to research and solve the problems confronting mankind today.

The Rockefeller Foundation’s portfolio fell in value from $968 million in 1872
to $645 million at the end of October, this year (see Table I). Although the magni-
tude of the loss 18 unprecedented, the Foundation's assets were lower than the
current level as recently as May 1970. Recognition of the inherently cyclical ha-
ture of security portfollos prompted the adoption in 1988 of the formula for
caleulating spending guidelines on a four-year moving average. The Foundation’s
spending guideline for 1974 was $45.9 million ($47.8 less 1.4 million exise tax on
net income) and the recently calculated guideline for 1975 is $45.0 million ($46.4

leas 1.4 million excise tax).!

1 The estimated appropriations for 1074 in Table I exceed the 1974 apendl ideline
because of the higher administrative costs caused by inflation and the costs o r%ocntlnc
the New York office of the Foundation as required by the Tax Reform Act of 1969,
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The above method of calculation permits the Foundation to moderate the im-
mediate impact of the sharp fall in its assets upon its recipient organizations. We
believe that stability in our support during these particularly dismal times, when
other sources of funding are shrinking, affords us untold opportunities to justify
our existence. These are not the times for foundations, in particular, to retrench.

But neither The Rockefeller Foundation nor any other private foundation can
long sustain its level of support for charitable purposes if the present stock mar-
ket decline is not reversed. The burden is particularly destructive for institutions
such as the private colleges and universities which depend on philanthropic and
endowment sources for 27 percent of their income. The economic slowdown is
seriously contributing to the present plight of private institutions in our soclety at
a time when their services are so critically needed. We lose the pluralism and
heterodoxy of private institutions at our peril.

In outlining the effect of the present economic crisis upon our recipient or-
ganizations, I should explain that The Rockefeller Foundation seldom provides
general operating support for a research institute or a university. Typlcally, an
institutlon will approach the Foundation for support of a new effort which it is
committed to undertake. If our review indicates that the project is central to our
program guidelines and the institution has the capacity to implement it success-
fully, we may agree to provide the amount of support necessary to carry it out.
This policy permits the Foundation to direct its limited resources most effectively
toward what Theodore Hesburgh, Trustee of The Rockefeller Foundation, has
called “the heart and substance of problems.”

The level of Rockefeller Foundation support, therefore, does not directly affect
the general operations of recipient organizations. It does affect their capacity
to undertake new initiatives. Economic conditions will not cause the Foundation
to abandon projects which its support has helped to launch, but assistance for
new projects to address domestic and global problems will have to be curtailed
unless economic conditions during the coming year restore our earning capacity.

The burden of infiation upon us and our recipfent organizations, both here
and in the less developed countries, has been even more onerous than the loss in
value of the Foundation portfolio. It has been widely recognized that wages have
been rising faster than productivity in the service sector of the economy. Costs
per unit of output for foundation-supported activities have risen persistently and
cumulatively over time; we have accepted an estimate that the costs of founda-
tion-supported activities have been rising at-least 2.2 percent more rapidly than
the Consumer Price Index. This means that the 1978 value of a charitable organi-
zation's income would be equal to only 54 percent of its 1964 value, and this does
not include the impact of 1974's double-digit inflation!

But inflation simply measures the increasing cost of doing the same thing, at
a time when the old technology and traditional approach to the solution of
human problems are clearly inadequate. Multi-disciplinary programs, utilizing
the full range of modern technology, are enormously expensive—but they are
essential if an effective attack is to be made on the increasingly complex prob-
lems of an interdependent world. Present inflation drastically erodes the capacity
of our private and public institutions to deal adequately with these problens.

Specific Recommendations

In response to Senator Hartke's invitation of July 1, 1974, The Rockefeller
Foundation submitted a written public statement, dated July 25, 1974, concern-
ing sections 4940 and 4942 of the Internal Revenue Code. These two provisions
impose a 4 percent excise tax and a minimum distribution of income requirement
on private foundations. I would like to restate our views on these two subjects
since they are squarely within the agenda of the Subcommittee's present hearings.

We endorse the recommendation made by Senator Hartke and other mefbers
of the Subcommittee, printed in the Congressional Record of October 4, 1074,
that tlé‘e level of the excise tax on private foundations be reduced from 4 to 2
percen

The Subcommittee is familiar with the factors which favor such a reduction.
We feel that it is entirely appropriate for private foundations to bear thelir share
of the Internal Revenue Service’s increased cost of enforcing the provisions of
the Tax Reform Act of 1969. The fact that the anticipated revenue from such tax
at the reduced rate of 2 percent will be more than adequate, even at current
inflation rates, to defray the Internal Revenue Service's costof auditing founda-
tions and all other exempt organisations argues strongly for such a reduction,
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The burden of the excise tax falls directly and fully upon the recipients of
foundation grants, If the tax is reduced, each foundation would be required,
under Section 4942(d), to make distributions for charitable-purposes in an
amount equal to the savings in tax,

In the case of the Rockefeller Foundation, a reduction in the excise tax would
provide a significant saving. The 49, excise tax has resulted in taxes on the
Foundation for the last four years in the total amount of $7,042.809.

For all foundations, the estimated savings, based on revenues derived from the
4%, tax during 1973, would insure the availability of approximately $40 million
per annum for charitable purposes at a time when many educational, scientific,
and other charitable institutions in the private sector are finding it increasiugly
difficult to continue their programs at current levels.

We also suggest the desirability of redesignating the tax as a supervisory fee
to contirm the purpose of the assessment. This would be consistent with the
historic principle that charitable organizations in the United States have been
exempt from Federal taxation.

Notwithstanding its long-standing policy of making distributions for charitable
purposes substantially in excess of its investment income, the Foundation believes
that the present level of the mandatory payout requirement under Section
4442(c) (3) may permanently weaken the ability of private foundations to sup-
port charitable programs at current levels.

As has heen stated, this Foundation has followed a policy for many years of
approprinting funds for grants, programs and administrative costs substantially
in excess of its income. Although the Foundation has for a number of years
voluntarily made distributions at a level comparable to the statutory payout
requirement, we would now be obliged, but for the mandatory requirement, to
consider the eifects of inflation and erratic investment conditions on our ability
to continue distributions at such a level.

In 1969, when the Tax Reform Act was under consideration, the recent history
of inflation rates, and prevailing expectations concerning future rates of infla-
tion, were in the range of 2zero to 3 percent. The requirement for a minimum
payout of 6 percent based upon average market conditions at that time appeared
reasonable. At the current time, however, worldwide rates of inflation have
reached or exceed 10 percent per year. These increases have greatly outstripped
any prudent long-run investment returns and have indeed borne a marked
negative correlation to the value of equity investments. While it is true that
bonad rates have risen in the wake of mounting infiation, it would be unrealistic
to expect sizable investinent portfolios to shift from equities to bonds rapidly
without serions trading losses and substantial transactions costs. It is therefore
especlally critical, given the current state of the country’s and the world’s financial
condition, that- the inflation factor be taken into account in arriving at a
meaningful payout requirement.

In determining the payout requirement for 1074 and later years, the Secretary
of the Treasury is required by Section 4942(e) (8) of the Code to take into
account “the relationship which the money rates and investment ylelds for .
the calendar year immediately preceding the beginning of the taxable year bear
to the money rates and investment yields for the calendar year 1969.” Although a
comparison of money rates in 1973 to those existing in 1969 might be said to
Justify the increase of the payout requirement to'6 percent, a similar comparison
of investment yields, taken on a total return basis, ciearly indicates the need for
a reduction in the payout requirement,

The Treasury has not indicated what factors were deemed relevant in the de-
termination of the payout requirement for any gixen year, and specifically
whether any consideration was given to recent negative investment yields on
equity investments or to the effect of inflation in comparing the investment yields
in questlon to those existing in 1069. In any event, the current administrative
practice results in the imposition of a level of payout requirements which cqulq
lead to gradual llquidation of the charitable functions performed by private
foundations.

At least for the foreseeable future, inflation is a fact of life that can no longer
be ignored. From the point of view of private foundations, it has become a critical
factor in determining the amount of annual expenditures that can safely be made
without permanently damaging the effectiveness of their program activities.

The Rockefeller Foundation, therefore, also strongly endorses the recommenda-
tions made by Senator Hartke that Sectfon 4042 be amended to give the publie

42-903—715—3
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an opportunity to comment on proposed changes in the percentage payout require-
ment and that the Treasury take into account total-return investment yields on
equity investments as well as fixed income rates in determining the annual payout-
requirement,

We support the concept that foundations should be required to make regular
and complete distribution of their earnings for charitable purposes.

But the payout requirement should be sufficiently stable so that foundations can
plan for the management of their portfolios and the development of programs
without the disruption of shortrun changes. The extreme volatility of the market
can be moderated by using a longer and broader base for calculating the required
percentage. The best means of accomplising this would be to adopt a standard
payout requirement related to the long-term rate of real returns on investments
and calculated on the basis of a moving average of foundation asset values. Such a
fixed requirement, in the range of 414 to § percent, would not preserve the real
value of foundations’ assets during today’s inflation, but it would represent a rea-
sonable compromise hetween soclety’s present and future demands upon their
earnings. .

Conclusion

Whatever additional income the Foundation realizes, either from the specific
changes recommended in the law or from a general revival or the economy, will be
applied directly to the advancement of knowledge and its application to human
needs. The Foundation has recently reviewed its programs and the Trustees have
approved a commitment to concentrate our resources in seven areas of fund-
amental importance to mankind: The Arts, The Humanities and Contemporary
Values; Conflict in International Relations; Conquest of Hunger; Education for
Development ; Equal Opportunity for All; Population and Health ; Quality of the
Environment. The full program statement, The Oourse Ahcad, The Rockefclicr
Foundation in the Next Five Years, 18 attached as the appendix.

On the fiftieth anniversary of The Rockefeller Foundation, a former president,
Raymond B. Fosdick, saummed up the role of the Foundation in words which well
describe the philosophy which guides us and the challenge whiclkr-drives us on:

The massive changes in the world today would have been incomprehensible
fifty years ago—the unprecedented growth of the world’s population, the
frightening upsurge of nationatism, the billions spent in preparation for war, the
enormous budgets for international aid—all of them involving sums so vast that
Carnegie and Rockefeller would scarcely have been able to add them up.

It 18 to this incredible new world that our philanthropic foundations have to
adapt themselves. The choices which half a century ago had to be made between
competing projects seem, in retrospect, to have been unencumbered by anything
except a desire for excellence, Today’s choices have to be geared to this new
moment in time when we cannot know with any degree of certainty whether the
human race stands on the verge of utter catastrophe or on the threshold of a
creative cra of shining promise. ...

But every year the task grows more perplexing, and the possible points of con-
tact which private funds can make with fast-moving human problems become
more difficult to discover. -

It may be true that in this era of gigantic public expenditures, where most of
the cruclal decisions lie in the hands of governments, our approach to the diffi-
culties of our time will have to be tangential ; we may not be able to play any con-
clusive part. But more than ever I am convinced that our relatively small assets,
if used creatively and imaginatively, can affect the whole atmosphere of our
generation. They can maintain standards of excellence. They can help to enrich
the work and lives of promiging scholars and leaders in fields which public funds
cannot easily or wisely enter. They can support projects behind which there is as
yet no marshaled public opinion. More than anything else, perhaps, they can help,
through research and demonstration, to relleve the strains and stresses of this
dynamic age—by forward steps to increase the world’s resources, for example, or
by bringing to the less developed nations the educated leadership by which alone
they lmn raise themselves to the economic and social levels of more fortuhate
peoples.

B
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TABLE |.—THE ROCKEFELLER FOUNDATION, SELECTED FINANCIAL DATA, 1965-74
[Dotlar figures In thousands)

.- Appropristioas as Expenditures as

Market peicent of— cent of—
Total Total - value Invest- per
sppropria-  expendi-  of assels ment Asset Asset
tures Dec. 31 income value Income value Incoms
868 - $29,137 4,0 116.2 3.6 104.0
" J .
733,020 30,784 5.6 133.5 48 113.3
802,233 32,188 4.8 120.5 4.5 112.9
636 32,838 - 4.8 129.3 4.7 126.3
755, 586 31,977 6.2 146. 4 5.1 121.1
762,111 30, 354 6.6 162.5 6.1 158.2
830, 569 21,947 4.9 142.0 5.3 152.0
M mR Lom nom
1 644,835 35, 805 1.5 135.8 1.8 140.7

10ct. 31, 1974,
THE CoURSE AHEAD—THE ROCKEFELLER FOUNDATION IN THE NEXT FIVE YEARS
THE ARTS, THE HUMANITIES AND CONTEMPORARY VALUES—CONFLICT IN INTERNA-
TIONAL RELATIONS—CONQUEST OF HUNGER—EDUCATION FOR DEVELOPMENT—EQUAL
OPPORTUNITY FOR ALL—POPULATION AND HEALTH—QUALITY OF THE ENVIRONMENT

BoARD OF TRUSTEES—THE ROCKEFELLER FOUNDATIOR—1974

W. Michael Blumenthal - John H. Knowles
Jane P. Cahill Mathilde Krim
Douglas Dillon ’ Bill Moyers
Robert H. Ebert John D. Rockefeller IV
Robert F. Goheen N . Robert V. Roosa
Clifford M. Hardin Nevin 8. Scrimshaw
Ben W. Heineman Frederick Seitz
Theodore M. Hesburgh Maurice F. Strong
Vernon B. Jordan, Jr. Cyrus R. Vance
Clark Kerr Clifton R. Wharton, Jr.
Lane Kirkland

TrUSTEE PROGRAM REVIEW COMMITTEE
Robert F. Goheen, Chairman John D. Rockefeller 1V
Douglas Dillon Robert V. Roosa
Theodore M. Hesburgh Frank Stanton (retired)
John H. Knowles - Cyrus R. Vance, Vioe-OChairman

FOREWORD

The energy crisis and the precarious state of the world’s food supplies have
forced the American people to face the fact that we live in an interdependent
~“world. Similarly, this year-and-a-half of intensive program review has made it
obvious to trustees and staff alike that all our interests and programs are inter-
related and interdependent: increased food production and improved distribu-
tion will improve nutrition and health and enhance economic development which,
in turn, will provide new resources with which to improve education in all its
forms. All of which, in turn, should limit population growth and thus allow fur-
ther resources to be devoted to improving the quality of life by developing in-
" stitutions of health, education, welfare, and social justice. A new concerni for
humanity, spawned by the knowledge of the interdependence of all péople and
nations, may bring new sanity to a troubled: world which, while it roams the
brink of hell, may yet find the causeway to peace,

23
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Although the world will always need and value the expert and the professional,
1t demands new interdisciplinary approaches to its problems that recognize the
interrelatedness and interdependence of all knowladge and of human welfare. In
the microcosm of The Rockefeller Foundation, we are searching for ways to bring
our various experts into more fruitful tension with each other. We seem never
to have enough time or money to do all the things we would like to do, and we
live in a state of chronic frustration,

The process of review and evaluation is a continuous one as we search for the
best ways to use our limited resources to reach our goals. Our sixty-year history
tells us that we have contributed something of value. This encourages us and

drives us on.
JorN~ H. KNowLES, President.

INTRODUCTION

The individual often has trouble knowing himself: where he came from, how
he got where he i3, what he must do next to survive, to grow, to be a useful
member of the society.

Similarly, an organization may have difficulty defining its strengths, setting
specific goals, and charting the paths to reach them. This is especially true of a
foundation dedicated to the “well-being of mankind throughout the world.”

Day-to-day changes in the Foundation’s global surroundings and its people
cause continual, sometimes unconscious, shifts in program direction. In time,
the need for a formal review of both the program and its operation—of goals
and how to reach them—becomes evident. That time is hastened by the acquisi-
tion of new leadership and an appreciation of the growing complexity of the
constantly changing world. .

With the election of a new Chairman of the Board, Douglas Dillon, and the
arrival of a new President, John H. Knowles, in July 1972, a complete staff
review was initiated. In December 1972, a Program Comumittee of the Board of
Trustees, chaired by Robert ¥. Goheen, set to work on the first comprehensive

trustee review since 1958. . .
The Committee’s task was to review both existing programs and potential

areas of new—or renewed—interest for the Foundation. As part of this task, the
Committee drew on a thorough staff review that preceded.it. The Committee
worked with the President to formulate an updated deflnition of program objec-
tives and operating guidelines for the Foundation in the mid 1970’s.

The Board of Trustees has reviewed and approved the Committee's completed
report. This published statement represents the conclusions of the Board on di-

rections for the Foundatfon in the 1070's.

The Foundation’s guiding philosophy seems sound. In 1609 John D. Rocke-
teller, Sr. sald: “The best philanthropy is constantly in search of the finalities—
a search for cause, an attempt to cure evils at their source.” In 1972, trustee
Theodore Hesburgh sald that a foundation “should try-to get at the heart and
substance of problems rather than play around with peripheral realities and ef-
fects.” In 1974, the Board as & whole reafirms that view.

We recognize that no institution can address, let alone solve all the world’s
problems. Our aim is to contribute to the positive solution of problems that we
have the resources to confront.

From the beginning, the Foundation has recognized that most of man’s basic
problems are global in dimension. Today, conflict, oppression, malnutrition,
rapid population growth, ill-health, unemployment, poverty, ignorance, and inade-
quate educational and training opportunities continue to plague many parts of
the world. If present population trends continue, about twice as many people will
be competing for a diminishing resource base at the end of the century and con-
tributing to pollution of water, land and air. Already looming is the very real
prospect of large-scale starvation in some areas of the world. Coupled with this
growth in population is a major transition from a largely rural to a largely
urbanized society. In the developing world, where urban growth rates surpass
anything ever experienced in the more industrialized countries, it 18 proving
virtually impossible to provide even the basic minimum resources and. services.

At home, major issues are inequality of opportunity reflected in inadequate
access to education and training, health, and legal services. Chronic unemploy-
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ment, abysmal health statistics, gross injustice to minority groups, steadily
increasing crime rates, excessive inequalities in income and wealth, and rising
welfare rolls remain grinding problems in our nation. We see our society shifting
from an industrial to a service economy, but there are few apparent solutions to
the complex social problems this change entails. Additionally, the quality of our
land, air, and water is diminishing both at home and abroad. ;

“In all these global and domestic problems, we come back to the need to focus
on causes rather than effects, to remove the problems rather than continually
deal with their consequences. The Foundation has always stressed the acquisi-
tion, transmission, and effective utilization of basic knowledge, and will continue
to do so. -

Despite the persistence and force of nationalism in many areas, including our
own country, the Foundation believes all men will share a common destiny. This
faith is reafirmed in the continuation and expansion of our programs in the
less-developed countries, and in new activities directed to the resolution of inter-
national tensions. We are both a granting and an operating foundation, and
we have enjoyed certain successes with both ways of working. The Foundation’s
fleld staffs have contributed to improved public health and agricultural progress
throughout the world. Its strategic cycle of scientific and technical advice by
program officers or fleld staff, followed by grants, fellowships, the building or
strengthening of institutions, is effective. The Foundation recognizes the critical
irmportance to any society of educated individuals of high talent; it recognizes
also that such individuals must have institutions in which to work if anything
of quality is to endure and be strengthened through time.

It is increasingly apparent that many of the problems we are addressing
require multidisciplinary approaches and that there are significant, potentially
fruitful overlaps among various of the Foundation's program activities. Both
in its internal organization and in its programs, the Foundation will give in-
creased attention to these needs and opportunities.

Throughout its history, the Foundation has been careful to concentrate its
efforts on selected programs with well-defined goals. Through the process of
constant review we shall strive to avoid too much diffusion of effort.

With these general guidelines in mind, the Foundation will focus its activities
in seven major program areas. Five are continuations of existing programs, with

- some important modifications. The other two—The Arts, the Humanities and

Contemporary Values, and Conflict in International Relatlons—are in some ways
revivals and enlargements of old interests, but represent significant new
commitments. ,

The seven major program area< are: The Arts, the Humanities and Contem-
porary Values; Conflict in International Relations; Conquest of Hunger; Educa-
tion for Development; Equal Opportunity for All; Population and Health; Qual-
ity of the Environment.

We see these areas in which we have chosen to work as parts of a whole.
We shall continue to try to locate the neglected pieces and to work on those
most urgently in need. We know that much is being done by others on which
we can build, or which we can supplement or extend. Our aim is to form a
comprehensive view as a basis for selection of problems which are within our
competence and where our efforts may have multiplier effects.

Since its inception in 19k}, the Foundation has expended more than $1.130
billion, a total considerably excess of the market value of the Foundation’s
assets, which as of December 31, 1973 were $830 million.

In 1968 the Foundation decided to appropriate annually 5.75 percent of the
average market value of its assets over the preceding four years.* Applying

*The Tax Reform Act of 1069 requires that the Foundation out, b
subsequent year, all ordinary investment income, or, beglnnlngpl:zylfl 3 g 32&:&?&3 e;:}:
centage of the value of its marketable securitfes, whichever is higher. The ercentage,
determined each year by the Secretary of the Treasury on the basis of prevalﬁng money
and investment rates, 18 5.50 in 1974 and could be as hfgh as 6 percent or more in 1975.
- ’-“4"‘——-~
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that formula forward, it is estimated that $220 million to $270 million will be
avajlable for expendltures over the next five years. No firm forecasts can be
made as to how these totals will be divided between the seven major program
areas. Very likely as much as two-thirds will continue to be concentrated in the
four areas where the Foundatidn has had its greatest recent commitments:
Conquest of Hunger, Population and Health, Education for Development, and
Equal Opportunity. But allocations in each area will depend on the specific
program opportunities that emerge, and the relative claims of the several areas
may alter as circumstances change.
THE TRUSTEES.

THE ARTS, THE HHUMANITIES AND CONTEMPORARY VALUES

The Foundation has a long history of support for the arts and humanities.
In the past decade, as far as the humanities are concerned, this support was
muted while more pressing problems received attention. That same decade, how-
ever, has once more brought to the fore value issues and questions of judgment.
No aspect of the Foundation's work is free of them. Therefore, renewed attention
will be given to the humanities alongside a continuing active program in the arts.
It is hoped that strong encouragement may thus be given to the illumination and
enlargement that each can help bring to men’s understanding of their nature and
destiny in a late 20th century world.

THE ARTS

One of the historical roles of the creative artist has been to tap the deep cur-
-rents of thought and attitude in & soclety and to bring fresh perceptions to is
values, ideals, and aspirations. Working in abstractions of light, sound, move-
ment, language or objects, his expressions can baflle contemporaries; yet, a sub-
sequent generation may see the halimarks of the period in.those same works.

Times of social upheaval often promote vigorous activity in the arts, and the
upheavals of the 1960's produced a time of artistic flowering in America. More-
over, institutions long content to play elitist roles began to respond to new public
demands for broader access to the arts. A democratizing effect is noticeable. In-
creasingly, the arts are being perceived as essential grammar of the vocabulary
of man and as urgently needed forms of communication. Financial support for
the arts has increased dramatically—although not enough. The artist has a long
road to travel before his importance as a member of society, his function within
that society, and the social and economic levels to which he may freely aspire
are determined.

In selecting the key points of the Foundation program for the arts in the
coming period, we have had in mind especially:

The importance of the artist to the development of a mature, receptive, sensi-
tive, and responsive society.

The reality of professional life in the arts as onc which still offers most artists
odd jobs (if not unemployment) for sustenance.

The prevalence in too many schools of mediocre, or worse, opportunities for arts
education.

The powerful impact of television on our culture and the need for that medium
to carry information of a stimulating esthetic nature.

The movement within the arts to blur lines of disciplines which formerly sepa-
rated the performing artist from visual artists, writers, poets, and composers.

The potential of the arts and the humanities for developing international aware-
neas and intercultural understanding.

With these points in mind, the Arts program wlll work within the following
specific areas of interest:

1. Making the arts more central to general edncatlon This is 2 new program
objective for the Foundation. It will include attempts to demonstrate the impor-
tance of the arts to human development and to promote an increased commit-
ment to training in artistic skills within school systems. An initial step, already
under way, is support.of a study designed to determine for the first time what in
fact is being taught in schools in the name of art. Particular attention will be
directed to teacher-training institutions to strengthen and emphasize the prepara-
tion of arts teachers before they assume classroom responsibilities, a éondition
too often neglected in arts educatlon.
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2. Assisting creative artists. A continuation of our past policy of identifying
talented artists and, through programs which address the needs of various dis-
ciplines, providing modest support for their creative work,

3. Institution building. A continuation of programs designed to assist existing
institutions—such as theater companies, musical groups, centers for painting and
sculpture—to take on new roles and to foster the establishment of new institutions
where necessary.

In all of these undertakings, the Foundation will continue to emphasize the
creative person’s contribution to society and attempt to keep the artist central to
all program endeavors.

THE HUMANRITIES

In an increasingly technological and bureaucratic society, many look to
humanities—and often too wishfully—for keys to lost human values. Scientists
increasingly see the need to consider the impact of their work in human rather
than solely technical contexts. Throughout our society the reemergence of
themes like the meaning of justice, progress, liberty, the common good, and -
conscience has been pronounced.

Humanists are being challenged to enlarge and to deepen traditional ways of
thinking in the faceof : -

The tensions between men’s aspirations for personal freedom and the order
required by technology, between experts and citizens, between faith in progress
and fear of impending environmental and social breakdown,

Questions posed by advances in genetics and medical sclence to the meaning
of fundamentals like life and death.

Spreading awareness of other, sometimes conflicting cultures alongside the
western tradittion.

New needs and opportunities for intellectual interactlon across traditional
disciplinary lines.

Moreover, many people feel excluded from the intellectual horizons of the
college-educated, do not understand many terms of public discourse, and find
thelr traditional cultural guideposts undermined. Humanities education for these
men and women may become a necessary and fruitful undertaking. Such
education would enlarge the humanities by engaging them in everyday
perplexities,

Meanwhile, in resistance to empty meaningless uses of expanding leisure time,
many cry out for beauty, for direct contact with nature, and for growth in
humanistic pursuits,

As humanists respond to these demands and opportunities, a new creative
period in the humanities may be in the making. To foster it, the Foundation
will direct its support along three principal lines:

1. Values, ideas, symbols, laws:

The major need in the humanities is at the deepest conceptual and imaginative
level. The Foundation’s main endeavor will be to identify and encourage talents
of the highest order engaged in clarifying fundamental goals and values.

Our interest here i3 in the work of people of unusually great mental and
spiritual capacity. They are confined to no single country or tradition. We shall
support studies in all eultures and in communication between cultures.

Oftten, however, one individual alone i{s not enough; collaboration is required.
On questions at the boundary line, for example, between medicine and ethics,
law and moral values, politics and social justice, religion and spirit, business
and the quality of life, support may best be given to an interdisciplinary institute
or program. The Foundation will consider, and search out, such proposals,

2. American identity—America’s cultural heritage :

Many of America’s people and regions are inadequately represented in the
national consclousness. With encouragement to be more just and universal in
their symphathles, scholars can enrich our understanding of our nationhood,
draw upon overlooked cultural resources, and enhance the country’s pride in its
diversity as well as its unity. -

Fellowships and institutional grants will be directed to scholars in fresh
areas and among disadvantaged and neglected groups of Americans. Artists,
writers, and scholars will be sought among groups that heretofore have received -
little encouragement that thelr experience and insights are valuable to all and
contribute toward the enrichment of the common experience.
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3. The public humanities—values lived and choices exercised:

Too often the word “humanities” is used only in colleges and universities.
Yet human values, and concern about them, exist in the thoughts and actions
of all people. The moral and cultural resources of families, neighborhoods,
regions, and traditions need to be studied and strengthened.

The Foundation can signal the fruitfulness of this area by grants to in-
dividuals willing to develop appropriate means of inquiry. Initially two main
ideas will be explored :

Less than half of young Americans go to college, but virtually all gé to high
school. In most high schools, the humanities are not integrated either with
the sclences or with daily living. The Foundation will encourage educators who
are trying to enricb the moral and philosophical content of high school programs.

Millions of men and women who have had no opportunity to attend college
nevertheless want to be able to comprehend the world around them. Humanities
education may help reduce social fear, while building a sense of dignity and
liberating creative energies. The Foundation will encourage explorations and
experiments in this field.

TELEVISION

The Foundation’s interests in television center on uses of this powerful medinm
to encourage discussions, portrayals, and other presentations that commercial
or publie television might otherwise not produce.

In recent years, the Foundation has made significant contributions to the
experimental uses of video by artists, humanists, and other non-television pro-
fessionals. We intend to explore further how the medium can best be exploited
in relation to each of the Foundation's program areas. But particular attention
will be pald to its use relative to the Foundation’s interests in the arts, humani-
ties, and contemporary values.

CONFLICT IN INTERNATIONAL RELATIONS

Based on the Foundation’s long experience in furthering the well-being of
mankind throughout the world, this new program {s sparked by ‘the growing
interdependence of men and nations and by the potential for confiict which that
interdependence sometimes exacerbates.

Major developments that unite mankind and at the same time give rise to
new competition and the possibility of new conflict include:

The rapid pollution of the seas, along with possibilities for explotting the re-
sources of the seas and the ocean floor, illustrates the posslbillties for both
cooperation and conflict among nations.

The phenomenal growth in the consumption of energy resources and minerals
by the developed countries, coupled with the depletion of their own natural
reserves, makes them increasingly dependent upon the less-developed countries
and more competitive with each other.

The unfolding environmental crisis has brought to the fore further poten-
tialities for conflict among the industrialized countries, among the less-developed
countries, and between industrial and less-developed nations.

The rapid@ expansion of world trade is creating a progressively interdependent
international economie system. Production of many goods is being international-
ized ; multinational corporations are proliferating. The international monetary
system and the many regional economie organizations also contribute to a
complex political economic matrix.

The technological revolution has had a resounding impact on social and political
institutions, international and national. Advances in weapons and warfare, in
communication and transportation, in methods of production, in computers, and in
medicine and agriculture have altered traditional institutions and relationships.

Coincident with this growth of global interdependence, there appears to be
in the United -States increasing disillusion with the complexities of the world
and with the failure of past American efforts to achieve many international
political and economic objectives. Fortunately, at the same time, among thought-
ful citizens—including many who are young—there is a disposition to reach
beyond past attempts at simplistic solutions to a recognition of the interdepen-
dence of men and nations and of the complexities that entails,

The Foundation has a continuing interest in the development and maintenance
of international order. Its mandate to work for the “well-being of mankind'" calls
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for efforts toward the survival of men and their civilizations. The achievement
of the Foundation's other goals depends on peace and international cooperation.

-The Foundation has in the past supported scholars and institutions working
in international relations. The support available from other sources now appears
to be far less than adequate to the needs and the opportunities for research,
communication, and institution-building in this field. The activities of the
Conftict in International Relations program will, therefore, be governed by four
main objectives: )

To identify and assess emerging areas of international affairs which are likely
to be of major importance in the next decade.

To encourage the development. of new ways to conceptualize these problems
by organizations which have competence in the fleld.

To promote an interest in international affairs among a larger proportion
of the world’s citizenry.

To help develop additional expertise in international affairs.

The program designed to realize these objectives will :

1. Support the work of talented and promising scholars and participants
in world affairs through an experimental Rockefeller Foundation Fellowship
Program in Conflict in International Relations centered on problems which are
likely to be of international importance in the next ten years.

2, Support—and in some cases initiate—efforts to promote a wider and deeper
public understanding of international affairs to counteract the sense of hope-
lessness about the effectiveness of measures to order the world. These efforts
will be directed to educational, civic, professional, business, and labor groups in
selected communities.

3. Support—primarily through other organizations—task forces of workshops
which, over a sustained period, will concentrate on topics related to global in-
terrelationships, to new international institutional arrangements, and to such
problems as conflict anticipation and resolution. The seminars and workshops
will be international, national, and regional in scope.

4. Support a smaill number of institutions working on high-priority problems
which have the potential for disrupting the international community.

We will do what we can to encourage the development of trained leaders and
to promote a wider appreciation of the critical nature of global confiict problems.

CoNQUEST OF HUNGER

Two-thirds of the world's people live in the developing countries, and a ma-
Jority of them are found in rural areas. Most depend on farms of a few acres.
And most struggle for existence on incomes far too low to provide for adequate
diets, let alone housing, health care, or education.

Despite considerable recent gains in farm productivity, world food production
is still barely keeping pace with population growth. If population continues
to grow_ at today's rate, and if the diets of the world's poor are to be improved
even modestly, output will have to be more than doubled in the next twenty
vears. During the last two decades a substantial number of nations have shifted
from food-surplus to food-deficit situations. There remain only a handful of
countries with significant exportable surpluses; the poorer countries neither can
nor should be dependent upon imports. Most must dramatically increase their
own production. But, as the need to increase food production becomes more
urgent, we are faced with the continued loss of productive soll and sources of
water through encroachment of the desert, erosion, and salination.

The Foundation’s efforts toward the conquest of hunger will be directed to
the improvement of the lot of these poorest of the world's people—a most diffi-
cult task, considering that it entalls efforts by more than 100 developing.nations
to effect changes on millions of farms and the development of institutions to
train the people and create the technology for such a massive effort.

In the past, the Foundation has assisted with the development of technology
and the training of scientists and technicians. Through these means, a rapid
increase in the productivity of a few basic food crops has been achieved in some
areas. Several country programs and international institutes, established with
Foundation help, have been instrumental in assisting nations to increase substan-

tially their production of crops such as rice, wheat, maize, and potatoes.
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The Foundation’s efforts will now be concentrated, with consideration both
to needs for increased productivity and to concerns for pregervation of the en-
vironment, as follows: .

1. The world network of International institutes® and related International
cooperative activities, now sponsored by the Consultative Group on Interna-
tional Agricultural Research, will remain central to the Conquest of Hunger
program. Diversification and strengthening of the system, to include participa-
tion by relevant sclentific and technological institutions in all countries, will be
sought as a means of accelerating progress.

2. Continuing attention will be devoted to means of improving nutritional
quality as well as yields of the Lasic food gralgs—including the cereals, legumes,
and certain ollseed crops—and of intensifying their resistance to disease and in-
sect attack. Programs to control plant pests and pathogens on a regional or
global basis will be continued. Efforts to improve animal health and production
will be intensifled, especially in Africa and Asia. Emphasis throughout will be
on the strengthening of the necessary science base and the training of research
and production specialists.

The Foundation will encourage increased progress in these research areas
through joint efforts of the international institutes and other centers, intenstfied
ploneering work in universities, and occasional conferences among world au-
thorities on specific scientific problems.

8. Support will be given to promising new research efforts in critical areas
such as extension of nitrogen fixation to the grasses: creation of new crop
species through the use of advanced techniques, including cell and tissue cul-
ture; new techniques and approaches in living aquatic resource development:
production of single cell protein, especially from cellulosic crop residue and
other organic substrates.

4. Assistance to nations or groups of nations, which give high priority to better
organization for accelerated rural development is an urgent need. Three mech-
anisms are envisaged for Foundation involvement: to provide experienced
consultants for limited periods of time; 'to provide qualified individual leaders
for institutions in—developing countries for more sustained periods; and to
enable national and international leaders to improve their understanding of the
development process through participation in workshops or conferences involv-
ing world authorities. -

5. By concentrating on a few experimental and demonstrative rural develop-
ment projects for selected populations and regions, the Foundation will help to
identify strategies which can be employed, at reasonable cost, to improve the
quality of life of the rural poor. Simultaneous attention will be given to problems
such as small farmer income generation, health and family plannii'g, education,
housing, nutrition, and cultural values. ~

6. The Foundation will encourage the analyses of soclo-economic aspects of

food production and distribution, particularly in relation to small farmers and
other rural dwellers. Issues needing attention include income sources and dis-
tribution, employment, marketing, credit, 1and tenure, farm mechanization, adop-
tion of new production technology, and policies affecting trade, distribution, and
storage.
Each nation’s food production capabijlities depend not only upon the develop-
ment of improved farming systems and the training of personnel in substantial
numbers, but upon commitments of governments to support of dynamic produc-
tion efforts. It is necessary to organize more effective institutions, to see to ade-
quate supplies of fertilizers and fuel, and to devise appropriate pricing and
marketing arrangements, all in keping with a prudent concern for the environ-
ment. The Foundation will seek to be helpful in interntional efforts to speed the
strengthening of sound and effective natlonal agricultural research and pro-
duction programs,

1 The International Rice Research Institute (IRRI), Philippines ; International Maise and

_ Wheat Impnrovement Center (C[MMYT}.IMexIco: nternational Center of Tranical Agri-

cultore (CIAT), Colombia ; International Institute of Tropical Agriculture (IITA), Nigeria;
Internationnl Patato Center (CIP), Pern: International Crons Research Institute for the
Semi-Arid Tropics (ICRISAT), India; International Laboratory for Research on Animal
Diseases (!LR'A)D enya; International Livestock Center for Africa (ILCA), Ethiopla;
and the Asian Vegetable Research and Development Center (AVRDC), Talwan.
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EDUCATION YOBR DEVELOPMENT

There 18 a widely acknowledged crisis in education throughout the world. Its
fundamental cause is the serious maladjustment which has arisen between the
educational systems and the needs and aspirations of the societies which they are
meant to serve. Nowhere is this malrdjustment more evident than in the less-
developed countries.

The Foundation’s university development program, aimed at these countries,
is guided by the premise that universities can be instruments for social and
economic improvement,

1. The Foundation therefore will continue to emphasize the strengthening of
selected institutions that show a capacity to be national and regional models.
The objective will be to help the institutions to reach a level of excellence that
can be maintained without further assistance from abroad. This point Is being
reached at several of the universities supported-over the past decade. As Foun-
dation assistance is phased out, work is beginning with other universities with
similar promise. The Foundation will seek to effect improvements in the quality
of education and research within these universities and, more importantly, to
assist them to break out of their walls and extend their activities into the com-
munltlgs, confronting the real problems facing a ngtion in the throes of devel-
opmen

Particular attention will continue to be placed on departments of agriculture,

public health, medicine, and soclal sclences. Assistance will gemerally entail the

provision of especially needed faculty competence and an extensive fellowship

- program for the training of present or projected staff.

2. This approach may be extended to departments of education. The problems
of primary and secondary education in the less-developed countries become
progressively moré serious, limiting the number of candidates for higher edu-
cation and thus for national leadership. Research involving the education de-
partments of universities, together with model programs which can be tested,
may demonstrate how to strengthen lower school systems.

8. Universities will also be encouraged to develop, on an experimental and
demonstration basis, applied programs and extension activities adapted to the
needs of their countries or regions. Such programs should provide a more rapid
tran?mission of the knowledge and skills which apply to the real needs of the
people.

The expanded dimension which the name “Education for Development” adds
to the university development concept provides greater flexibility for meeting
both institutional and national or regional needs.

EQUAL OPPORTUNITY FOR ALL

Even while significant and far-reaching gains have been made by American
minorities over the past decade, this progress has more sharply revealed the
extent of the problems still confronting racial minorities and made it clear that
major tasks lie ahead. Resistance and reaction are now all too apparent; at the
least, they must not be allowed to turn the clock back.

The Foundation’s program rests on these premises:

A society with basic rights protected for individuals from all racial groups
remains an essential goal for the nation.

Special efforts need to be made to overcome the present effects of past dis-
crimination. Identifying and training particularly talented men and women from
minority groups, both at the highest level of individual accomplishment and
within the framework of community development, demand priority.

A wide range of disadvantaged people should continue to be included within -
this program even though primary attention is given to American blacks.

Some attention must be directed to the plight of minorities in rural areas,
though the Foundation’s major involvement will remain in the urban area.

Based on these premises, the Foundation’s equal opportunity objectives will be
pursued as follows:

1. The program in community education and community development will be
continued in the bellef that a strong national educational effort, supported by
the communities it serves, 18 the best means of moving those who are discrimi-
nated against into the mainstream of American life.
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2. The leadership development program will be continued and strengthened.
Through the use of internships which place talented people in the offices of
top officlals in educational and other institutions, the Foundation will work to
identity, train, and then assist minority-group people to become experienced and
effective in A wide varlety of responsible positions.

8. A modest, policy-oriented research effort will be continued. Many questions
concerning the problems of the disadvantaged remain unanswered, and private
and governmental efforts to deal with them suffer from a lack of information
about the causes of the conditions to be remedied. In pursuing answers to these
questions, the desirability of identifying and encouraging the participation of
minority-group scholars and scientists is evident.

4. The search for exceptlonal challenges and opportunities will go on. Several
possibilities are being explored: the opportunity to help the increasing num-
ber of elected officials from minority groups; the special advocacy and litigation
fields; and the exploration of other effective means for dealing with problems
of persisting institutionalized racism.

5. In implementing our activities, attention wiil also be given to the plans and
objectives of the stable and effective organizations that have been in the fore-
front of the effort in the egual opportunities fleld. The major contribution of
the private black colleges will also continue to receive consideration.

8. A new component of the program, centered squarely on minority groups in
rural regions will be explored. Building on past Foundation efforts, it may be
possible to put together integrated programs dealing with the wide range of
economic, health, education, demographic, and other problems of rural develop-
ment. Special attention will be given to human resource development and to
strengthening a few selected institutional capabilities to deal with these
problems. Initially, attention will be focused on the Southeast.

POPULATION AND HEALTH

The Foundation has long been concerned with public health, medical educa-
tion, and the biological and medical sciences, beginning in 1913 with the original
International Health Board.

Since 1963, as a result of vastly increased governmental financing of the bio-
logical sciences, the Foundation’s support in that area has been confined largely
to reproductive biology. At the same time, the Foundation decided to direct major
attention to population growth as one of the problems expected to be critical for
human well-being in the coming decades.

Recognizing the interrelationships between questions of population and of
health, the present Population program will be renamed Population and Health,
and the title of the Blomedical Sciences Division will be changed to Health
Sciences, to facllitate the realignment of our existing programs and the ex-
ploration of additional opportunities.

POPULATION

Since 1963, the Foundation’s population program has been striving toward
the goal of population stabilization through support of basic research in repro-
ductive biology, applied research in contraceptive technology, and research on
the relation of social, psychological, and economic considerations to the ques-
tion of family size. ’

There has been a remarkable growth in public awareness of the problem and
greatly increased efforts by governments and private organizations to find solu-
tions through family planning programs and research in reproductive biology
and in the social sciences. Family planning programs can now generally be left to
the support of governments and international agencles. On the other hand,

_population research in both the biological and social science fields continues to

be seriously underfinanced. Thus important opportunities exist for the Founda-
tion in the support of such research.

Therefore: —_

1. The recent policy of increased emphasis on the support of research in -
soclal sciences relevant to population issues will be continued. Particular atten.
tion will be directed to the economic, human development, and social factors
which act as determinants of family size. The relationship of the degree of
gzontom&:gd development of particular societies to population growth rates will also

stu . —
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2. Support will be Increased for basic research on the complex chain leading
from gamete formation to establishment of pregnancy, primarily through as-
sistance to university-based investigators.

3. Applled research in contraceptive development will be encouraged.

4. To ald basic and applied research by increasing the possibility of inter-
action between researchers and cliniclans, assistance in the establishment of
research positions in departments of obstetrics and gynecology will be continued.

8. The current postdoctoral research fellowships will be maintained.

6. Efforts to encouruge teaching of population-related matters at all levels
from the grade school through medical school will be continued, as will programs
for training personnel for family planning services. Both will be pursued on an
international basis,

HEALTH

The major commitment wiil continue to be in population as a prime deter-
minant of health, but we shall renew and expand our traditional, broader
fnterest in health. We plan major new efforts in the improvement of health care
delivery systems, with specific reference to the less-developed countries. Public
health programs have not received the emphasis they deserve in the less-
developed countries, partly due to the feeling that economic development per se
will “trickle down” and improve health. Economtc planners, and populations at
large, do not place health in"its proper context; recent development planning
has not been integrated to include health. Whether on moral or humanitarian
grounds, or purely utilitarian and practical grounds, this defect can no longer
be defended.

The Pearson report to the World Bank in the early 1970’s, entitled "“Partners
in Development,” almost totally neglected the relationship of health to economic
development, whether in the adverse effect of ill-health on development or the
{nadvertent intensification of health problems through the development process.
In the first instance, the inability to develop the fertile lands along the Volta
River, due to the presence of onchocerciasis, led the World Bank to organigze a
consortium of agencies to eradicate the disease as the first step in development.
In the second instance, the development of hydroelectric power stations and
drainage and irrigation systems has spread the transmission of such diseases as
schistosomiasis and malaria—either directly, through the new water systems,
or through the massive relocation of human settlements to regions previously
uninhabited.

Continued efforts to reduce and stabilize the world's population must in-
clude attempts to reduce infant mortality. Of ths world’s 60 million annual
deaths, it i8 estimated that 30 million occur in children under the age of five
years. Families in the less-developed countries may suffer 50 percent infant
mortality rates and, therefore, bave many children to ensure a sufficient number
of survivors, who provide their only form of social security. High morbidity and
mortality are due primarily te communicable diseases sown on the fertile soil of
malnutrition, -

It is clear that a substantial effort in health—directed primarily at problems
of providing potable water, sewage disposal, immunization, adequate caloric and
protein nutrition, and the production of medlieal auxiliaries—is needed to create
the conditions required to: (1) make high fertility disadvantageous to the individ-
ual family, (2) remove barriers to primary education, (8) improve the produc-
tivity of existing human capital, and (4) facilitate economic development without
intensifying public health problems.

Involvement in the improvement of health care delivery systems will be con-
fined to our overseas operations, since within the United States these problems
are now the prime concerns of a number of other large foundations, as well as
government at all levels. The renewed emphasis on health will be pursued not in
isolation but in close conjunction with other major Foundation programs.

Education for Development : The most important contribution to the health of
people in the less-developed countries is to introduce simplified methods of deliver-
ing health services, concentrating on the relatively simple factors that are the
chief causes of morbidity and mortality. This goal requires the training and
extensive deployment of health auxiliaries at a number of levels—no easy matter,
Tralning will require the type of experimentation and demostration which the
Foundation can best assist through its own fleld staff. The Foundation’s past
experience in the development of community medicine programs connected with
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university centers in various parts of the world will be useful in this context;
support for this type of program will be extended.

Quality of the Environment : The Population and Health program will be con-
cerned with those undertakings in which the Quality of the Environment program
deals with toxic pollutants and other factors which constitute health hazards;
basic research will be emphasized. The possibility of training physicians in en-
vironmental mediclne will be explored.

The Arts, the Humanities and Contemporary Values: The range of ethical
moral, and value issues as related to sclentific advance and the use of medical
technology needs intensive study. Likewise, in proposing population and health
programs to less-developed countries, methods must be developed to minimize
conflicts between cultures.

Conquest of Hunger: Population and Health will take part in the health, nutri-
tion, and family planning components of any rural integrated development project
which is supported under the Conquest of Hunger program.

Tropical Medicine, with special reference to Schistosomiasi{s: We plan also a
modest exploratory effort in the fleld of tropical medicine, with specific reference
to bastc research in the major human parasitic diseases indigenous to the tropical
regions of the world. A center in a United States medical school for research and
postgraduate training in tropical diseases is being established with Foundation
support. A program to study control of schistosomiasis began in 1967 on the island
of St. Lucia. Early results are encouraging. The Foundation is also supporting
basie studies in other locations on the~snail vectors, new drugs, and immunology.
There are at least 200 milllon people afilicted with schistosomiasis, and some
observers belleve the figure is closer to 300 milllon. The disease is prevalent in
Africa, the Middle East, Brazil, several Caribbean islands, China, Thailand, and
the Philippines; and it Is spreading because of the altered ecology of hydroelec-
trie, drainage, and irrigation development.

Most of the new programs under consideration involve pilot-scale demonstra-
tion projects and can be achieved at modest cost. They offer opportunities to
carry forward the Foundation’s long tradition of work in population and health,
especinlly in the less-developed parts of the world.

QUALITY OF THE ENVIRONMENT

Man's increasing capability to mass-produce energy and goods, his evergrowing
consumption of the earth’s resources, and his increasing numbers have mutliplied
the size and severity of the world’s environmental problems. But conflicts over
solutions to these problems have arisen between those concerned with environ-
mental protection and those favoring an expanded economy. For one urgent ex-
ample, the task of increasing food production faces & constraint in the damage to
environment and to health that could result from vast increases in the use of
chemical pesticides and fertilizers.

The goals ofthe Foundation’s Quality of the Environment program are to speed
the solution of important environmental problems, and in so doing to assist in the
creation of institutional capabilities to deal with them, and to build better bases
for public understanding of environmental issues. -

To these ends, five types of activity have been chosen for support from the
Foundation: -

1. Cooperative efforts by public and private organizations which are searching
for solutions on an interdisciplinary basis and addressing themselves to specific
environmental problems with biological, economic or other social components.
The increased importance accorded environmental issues has caught major
segments of the sclentific community 111-organized and inexperienced in dealing
with complexities which require coordinated efforts by specialists in diverse
fields. Many universities have their expertise scattered over many departments
and faculties. There I8 little traditlon behind close collaboration among diverse
disciplines. Thus, both conceptual and organizational difficulties in dealing with
environmental problems on an interdisciplinary basis must be overcome,

2. A comprehensive environmental study of the New York City metropolitan
area and the area to the north (the Hudson Basin). This study will involve
the cooperation of scientists and other specialists in the region. Its outcome
should reveal the status of knowledge of the region, indicate priorities for re-
search. and point the way toward methods of cooperation among institations
and individuals for anticipation and resolution of environmental issues. Depend-

\
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ing upon accomplishments, reglonal studies of this sort may become a major
thrust of the Quality of the Environment program.

3. The development of understanding of environmentally significant alterna-
tives in the management of both toxic pollutants and nutrients affecting the
quality of ground and surface waters, the productivity of land, human health,
and the survival of biological communities. This will include a search for better
understanding of the major food chains. These interests will be developed in
conjunction with the Conquest of Hunger program.

4. International collaboration on environmental problems. Some major dif-
ferences in priorities between more- and less-developed nations emerged in the
Stockholm Conference on the Human Environment. Many of the problems are
of such magnitude and complexity that major responsibility for their solution
must rest with United Natlons organizations and with governments. The uses
and management of the oceans and their living resources is emerging as just
one of the major challenges facing the world community. However, there remains

-a need for private organizations to help develop linkages among the world’s
institutions and scholars through unofficial muitilateral conferences and the
sponsorship of studies under nonpolitical auspices. This interest will be developed
in conjunction with the Foundation’s Conflict in International Relations program.

5. An improved understanding of the nature and sources of public. perceptions
of environmental problems through careful, sharply focused opinion studies.
The results should assist both the Foundation and public action agencles to
fdentify major gaps in public understanding and enable public agencies to pursue
activities that will lead to a better informed citizenry. -

CoNCLUSION

The general objectives and chosen areas of activity described in this report
are the result of a year and a half of prolonged and intense thinking, discussion,
and planning by the officers and staff of the Foundation and by its Board of
Trustees.

In that process of review, of evaluating what has been done and planning for
what is to be done, we were continually guided by the commitment to service
which motivated the men who launched the Foundation upon its course, In
1900, John D. Rockefeller, Sr,, signed a deed of trust which first set forth the
purposes of The Rockefeller Foundation: “To promote the well-being and to
advance the civilization of the peoples of the United States and its territories
and possessions and of foreign lands in the acquisition and dissemination of
knowledge, in the prevention and rellef of suffering, and in the promotion of
any and all of the elements of human progress.”

That mandate was shortened in 1018 to become: “To promote the well-being ot
mankind throughout the world.” Throughout its history since then, the pro-
grams which the Foundation has designed and supported to carry out that pur-
pose have been shaped by the condition of the world : the phenomenal industrial
growth in this country and Europe and the consequent social problems, the two
World Wars, depression, famine, the emergence of newly independent nations
and their rising expectations, the increasing interdependence of the world, the
denlal of equality to disadvantaged persons and their drive to secure it.

The review just completed was substantially influenced by events and up-
heavals of the past decade calling for fresh solutions and fresh ways of thinking.
At the same time, the expansion and proliferation of social programs by gov-
ernments led some Americans to question the role of and (e :ieed for private
philanthropy. They doubted the eficacy of pluralistic approaches and challenged
the propriety of tax exemption for voluntary initiatives. On the occasion of the
fiftieth anniversary of the Foundation, in 1963, the trustees spoke of the unique
place in soclety of the private foundations:

“The rote of a private foundation is in meeting contemporary human need. A
private foundation can take initiative; it can ploneer; and by mustering avail-
able knowledge and human competence, it can ldentify causes and experiment
with solutions, It can move without the political complications created when
governments are involved with other governments. It can encourage cooperative
effort across national and political boundaries. It can bring a high order of
individuality and diversity of viewpoint into the fleld of human betterment. It
can provide a decentralization of soclal initiative and responsibility. And it can
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enlist the interest and support of vigorous, enterprising, and public-spirited
benefactors.” - -~

We believe that this statement {s as true today as it was then.

More recently, the revelation of abuses of the tax exempt privilege by a few
foundations led to widespread criticlsm of the roles of all foundations, as well
as some plain misunderstandings of their assigned functions. This culminated
in Congressional hearings and the passage of the Tax Reform Act of 1969 to cor-
rect these abuses. The standards imposed by that Act are constructive and ‘are
eliminating the abuses which were of concern to many officials of American
foundations, But, in some quarters, misunderstanding and criticlsm continue,
in large measure because most people are ill-informed about what foundations
are and what they do.

The Rockefeller Foundation has, since its beginning, accepted an obligation
to tell the people of the United States how and why it spends money the way it
does. But it 1s plain, given the continuing public misunderstanding of the func-
tions of foundations, that much remains to be done. To help alleviate this situa-
tion the Foundation is spreading the knowledge of its efforts to a substantially
larget public than it has in the past and-will, in the future, distribute even more
widely a full accounting of its work.

The Foundation can be proud of what it has accomplished. But this painstak-
ing review by both staff and trustees-has shown us that we have much more to
do to improve our work, to fit it to the ever-changing, ever more complex prob-
lems of the nation and the world. If we can accomplish this, we will more effec-
tively reach our goal of promoting “the well-being of mankind throughout the
world.’ -

"~ [Whereupon, at 1:10 p.m., the subcommittee adjourned, to recon-
vene at 2 p.m. the same day.]

AFTERNOON BESSION

Senator Curtis (presiding). The committee will come to order.

Our next witness is Robert Goheen, chairman of the Council on
Foundations. )

Do you have a prepared statement, Mr, Goheen ¢ _

STATEMENT OF ROBERT F. GOHEEN, CHAIRMAN,
COUNCIL OR FOUNDATIONS

Mr. Goneen. Senator Curtis, I do have a prepared statement, but
in order to stay to my alloted 10 minutes and use a number of
other people will be speaking more fully about most of the points I
wish to cover, I shall be summary and brief.

Senator Curtis. All right. Your entire statement will be reproduced
in the record. )

Mr. GoHeEN. I do welcome the opportunity, sir; to appear here and
comment on the impact of the current economic situation on founda-
tions and foundation beneficiaries and to speak to some of the policy

. isSues that are highlighted thereby.

With the steeper turndown of the stock market that has occurred
over the past 12 months or so, as you are aware, many foundation port-
folios, including many that are broadly diversified, have declined
sharpiy in values. A recent sample survey conducted by the Council on
Foundations involving 80 sizeable foundations showed them to have
had $10.87 billion in assets at the end of 1973, Eight and nine months
later {he figure was $8.04 billion, a decline of 26 percent overall for the
sample. -
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Incidentally, that $2.8 billion drop in asset values is somewhat more
than all estimated foundation giving for all purposes in 1973, an
amount which was estimated at $2.38 billion. ]

Fortunately, so far, most of these are paper losses because earnings
and investments generally have held up well to date. A comparison of
adjusted net income figures for 1973 and 1974, for a sample of 21 foun-
dations, shows an overall estimated increase of almost 4 percent and in
only three cases is income for 1974 expected to be less than in 1973.
That is, of course, without taking into account the effects of inflatior
on what the foundation dollar can do.

In these circumstances and because of the beating that grantee
organizations are taking from current inflation rates, some founda-
tions are seeking to maintain past levels of giving and even to increase
them despite the market decline.

In other cases, to offset the shrinkage of assets, foundations are
planning to expend no more than the law requires in the remainder of
- this year and in 1975, This will generally mean lower levels of grant-
making than had been planned or would have been thought to be
regll‘tired a year ago. ] AR )

he erosion of assets is particularly telling in the case of foundations
that have in the past regularly made contributions considerably ex-
ceeding the legal requirement. When asset values plummet, as they
have, you can see that a distribution of what was last year say, 8 per-
cent of assets, can become 12 or 14 percent or an even higher percentage
of assets this year.

Senator Curtis. May I ask you right there, do you have any infor-
mation on what portion of foundation income in the past has been
attributed to capital gains?

Mr. Goneen. No, sir; we do not have that information.

Senator Curtis. But it is a fact with every foundation, is it not ¢

Mr. Goreen. Well, not in every foundation because——

Senator Cortis. Well, most of them where, if they have a diversified
ortfolio, the chances are they now and then choosé to sell something
ecause there is a substantial profit and reinvest in something that

holds some promise, and they show capital gain.

Is that correct$” '

Mr. Gonren. That is correct.

Senator Curtis. So the fact that in the dividends held up in many
cases, it does not follow that income of the foundation is held up.

Is that not right

Mr. Goneen. If you think of income as total return, sir; that is
correct, absolutely.

Senator CurTis. And if in order to meet the statutory requirements
of payout, if that has to be met in part from corpus, it will take more
shares with the depressed stock market than jt would otherwise.

Is that rightt -

Mr. GoreeN. Well, sir; as the asset values go down, the percentage
requirement, or minimum investment return is 5.5 percent this year,
of course becomes a smaller amount because it is a percentage of those
asset values,

Now what you are finding in some cases—and I am sorry to say
we cannot give you numbers as to what proportion of cases—is that,
as asset values have gone down the minimum investment return has

42-903—75—6
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one down, but earnings, if the investments have been in high grade
gonds and things of that sort are now higher than the minimum invest-
ment return, so that you have some of these foundations having now
to meet the other requirement of the law, which is to pay out all net
investment income every year.

Senator Curtis. Well, I do not want to sidetrack you from your
statement but I think it is a very important and valid point, in assum-
ing that if a foundation had a major portion of their assets invested in
equity stocks and they had to reach into corpus to meet the mandatory
payout, regardless of what it was, that they are going to have to sell
many more shares than they would have.

Mr. GoHEEN, Absolutely ; yes, sir.

Senator Curtis. Before the stock market decline— _

Mr. Goneexn. They have to sell at a very disadvantageous time,

that is correct.

Senator Curtis. You may proceed. L

Mr. Gonkeex. I shall be coming back on the payout question in just a
moment.

I was pointing out that in the experience of a number of founda-
tions besides the Ford Foundation, with the plummeting in asset
values, distribution levels that they had planned of let’s say 6 percent
or 8 percent have become 10, 12, and 14 percent against the new asset
values, Tt takes little foresight to sce that you cannot spend at those
}cvels and maintain the effective capacity of the foundation very
ong. :

In summary, then, on the economic conditions, they are having
varied consequences for foundations. They are imposing some very
difficult choices. They are likely to pose even more difficult choices in
the future.

To be noted is the double-bind in which many foundations find
themselves between significantly reduced asset values on the one hand
and, on the other hand, the effects of rampant inflation on the services
and institutions with which foundations normally work. In other
woxgls, shrinking dollar holdings are confronting mounting dollar
needs. .

I would point out that the funding problems of the whole non-
profit, charitable service sector, including the foundations, relate in-
exorably to the problems of the economy as a whole. The economic
problems of the philanthropic, charitable sector are fundamentally
going to be resolved only as the economy’s general problems of infla-
tion and recession are corrected. Yet, the circumstances I have just
outlined, do, I submit, make timely a fresh examination by Congress
ggﬁghree other sets of requirements placed on the foundations by the

9 act. -

The first of those limits is the 4 percent excise tax imposed on the
net investment income of private foundations. Almost infinitesimal
In relation to the Federal budget, these dollars taken into the general
revenue by the tax could have made a real difference to many of the
charitable organizations for which they otherwise would have had
to be available, : ‘ '

In October, this subcommittee issued an admirable statement out-
lining the legislative history of the 4-percent tax and recommending
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its reduction to 2 percent. We strongly favor that change in public
policy because it will help the foundations to better help those with
whom they work.

Second, I wish to submit that the down-slide of equity values since
1968 and 1969 and especially the sharp decline of the past year raise
serious doubts about some of the assumptions on the gasis of which
the current minimum investment return requirement was legislated
in 1969. There are really two sets of problems here. '

First, as the subcommittee’s own statement of October 4, 1974 rec-

ognizes, the method for setting and adjusting the MIR fails adequate-
ly “to take into account the equity side of foundation investment
{)olicy,” and apparently Treasury’s interpretation of the statutory
anguage has been to emphasize money rates represented in 5-year
maturity Treasury bonds. We would favor, as the subcommittee’s
statement does, the use of h composite of indicators and suggest in
addition that these should include the total return performance of
equity holdings. A further difficulty is that the present formula
involves considerable volatility, because it depends on very short
timeframes—the current year compared to 1969. Averaging over
longer periods would bring more stable results and permit better
planning.

But beyond those considerations is the matter of the height of the
norm. By whatever indicators the annual requirement is set, 6 percent
of assets is an excessively high measuring stigk.

You will recall that in 1969 the Treasury, the Senate Finance Com-
mittee, and the House Ways and Means Committee all recommended
a 5-percent norm, a figure that I personally would regard to be fairly
reasonable, but that ﬁﬁure was raised on the floor of the Senate to 6 per-
cent on the basis of the high total returns produced by mutual funds
during the 1950’s and early 1960’s. There is now FOOd evidence, rein-
forced by the record of the past 5 years, that over long periods of time
well-managed funds invested broadly in American capital markets
have yielded 414 to 5 percent in real returns, not the 6 percent and .
upward which experience drawn only from the 1950’s and early 1960’s
seemed to make predictable. '

Now to ask for a more realistic adjustment of the MIR, on the basis
.of the long-term real experience of invested funds, is not to argue that
any foundation should be allowed to pile up income or otherwise act
cavalierly toward the current pressing needs of the educational and
other charities.

'We have previously stated to this subcommittee our strong support
for the requirement of a substantial annual payout, and I reemphasize
that support today. I submit, however, that an MIR in the 414 to 5 per-
cent range would meet that test of substantiality and would also be
consonant with the long-term real experience of invested funds, More-
over, the fact that foundations must expend annually all of their net
investment income, where that exceeds the MIR, provides a further
galutary check against any excessive accumulation of foundation dol-
larstotheneglect of current needs. - - . s s

'Third, a progressive forced diminution in the capability of existing
foundations is, we believe in no one’s interest, unless perhaps substan-
tial offsetting infusions of new funds-were to be occurring. Probably it
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1972. the death-rate of foundations far exceeded the birth-rate.
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would not be in the general interest even then, but if existing founda-
tions are to be consigned to lessening roles, the capability for a con-
tinuing flow of new funds into the foundation field becomes an
especially critical matter.,

nfortunately, it is difficult to get accurate measures of what the
Tax Reform Act of 1969 has meant to the death- and birth-rates of
foundations, - -

In a letter of October 2, to you, Senator Hartke, Commissioner
Alexander reported that foundations established after the 1969 law
went into effect represent holdings of $977 million in ternis of rela-
tively current values.

Now I do not know whether the computer lost some digits off of one
end or the other here too, but so far as we have been able to verify and
cross-check that figure, it appears to represent much less in the way
of new money available for charitable purposes than it would seem to
on its face value.

For example, our investigations quite strongly suggest that that fig-
ure inludes many pre-1969 grant-making organizations with nothing
new about them except that they received the IRS exemption letter
after the 1969 act took effect.

The most comprehensive collection of the available evidence on death
and birth rate matters remains the testimony of Professor John Simon
before this subcommittee on October 1, 1973, and you will remember
that it led him to doubt that the private foundation species will be able
to reproduce its kind at a level sufficient to offset the losses.

A more recent analysis of the creation and dissolution of private
foundations in a 12-State area, a study conducted by the foundation
center here in Washington, tends to confirm that judgment. It show a
very sharp drop in the number of new foundations created from 1968
to 1970, with some leveling off at the lower level after 1970. There was

a similar sharp increase in the number of dissolutions in the Fel:iod l())f
ining by

Indeed, sir, if you see the phenomena in this study put on a graph,
it is just like an x, with the creation of new foundations going down
from 1969 and the number of foundations going out of business going
up. The lines cross almost like a perfect x. .

All of this leads us to urge a reexamination and correttion of the
several major statutory provisions that are discouraging the establish-
ment of new foundations and the augmentation of existing ones. Of
particular significance are the limits which the 1969 act imposes on the
tax deductibility of gifts to private foundations as against gifts to
public charities. .

In contlusion, Mr. Chairman, let me say that we agree with you when
you wrote that foundations are “an important alternative to govern-
ment.” and when you cited them as critical “expressions of voluntary
effort” aimed to help meet “the many difficult social problems facing
our nation.” ) .

It is in that perspective that we believe-that their treatment as sec-
ond- or third-class philanthropic citizens calls for reconsideration. This
reconsideration is opportune just now not only because of the sharp
erosion - being experienced in existing foundation assets, but also
because of the extent to which the hyperinflation is daily increasing
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the financial needs of the many, varied private agencies and institutions
with which foundations normally work. Clearly, their needs are for
more, rather than less, of the kind of support that foundations have
extended to them in the past.

Sir, that concludes the summary of my written statement. I would
like to say next, if I might, that Mr. Vernon Jordan executive director
of the Urban League cannot be here this afternoon. He was here this
morning. He asked me to convey to you and to Senator Curtis his regret
at not being able to stay to testify personally, and he asked me to sub-
mit to the committee for the record the written testimony which he has
prepared.

Senator HArTkE. Yes, that certainlyv will be part of the record and
will come after your presentation, not in the middle of it.

Iet me ask you during the last 5 years, do you think that the invest-
ment of the foundations has been wise{

Myr. Gongen. Have the investments been wise?

Senator HArRTKE. Yes. .

Mr. Gouren. Well, I guess in hindsight those who had the most

" conservative investment policies at the moment feel themselves very

wise indeed. But I would think that overall most foundations, like
most other private endowments, have found that the future of the
market is a very difficult thing to predict and many of them have taken
quite a licking.

Senator Harixr. Do you think that the 1969 act has had any effect
which has forced or required or encouraged foundations to invest in
securities, which have been especially sensitive to this economic
downturn? -

Myr. Gonerx. Well, the 1969 act, including the minimum investment
return, brought in an assumption that a foundation, or at least strongly
suggested that a foundation, normally should be required to pay out
something more than its earnings just from dividends and interest.
In other words, some of the annual capital appreciation was regarded
a proper annual expenditure, a contribution to current charity. I think
that did help to bring about a greater movement toward broadly
diversified portfolios with heavy equity components. But there were
other things in the investment climate that were pointing that same
wag' at that time,

‘Senator Hartke. Well, you said in your statement now, for example,
that most of the losses so far in these investment portfolios have been
pal{?r losses.

r. GouegN. So far; yes, sir.
Senator HArRTkE. And that the earnings on income has remained

- pretty well up.

Mr. Gouren. Earnings considered as yields on equities and on bonds.

Senator Harrke. Why has it been especially hard to keep up the 6
percent pay-ont if that is the case? ‘ '

Mr. GoHEEN. You can pay 8 percent and more when your stocks are
appreciating and you have some gain there to expend. But when your
stocks are depreciating as rapidly as some of them have, you are
forcing, as Senator Curtis was pointing out to me & little bit earlier,
you are forcing foundations to get rid of equity holdings at a very
disadvantageous time in the market to meet these obligations.
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Senator HArTkE, Has it had that much effect ¢

Mr. Goneex. I think it certainly has had.in some cases. We are,
again, in an area where it is very difficult to have all of the informa- -
tion that one svould like, but I have reported some examples for you
in my written testimony. -

Senator HarTKE. You had this example of the survey, the study
you did, of 30 foundations.

Is that correct ?

Mr. GonEeeN. Yes, sir.

Senator Harrke. Do you think that survey is representative of the
foundations, generally speaking ?

Mr. Gonreen. We think it is representative of medium-size and large
foundations.

Senator Hartke. That is what I was going to say.

Mr. GoHEeN. Yes; and it is partly representative because if you
look at it there is a great deal of variety in it. As I also cite in my
testimony, the economic downturn has had varied consequences for
different foundations. If you get a 26-percent decline overall—I do
not have the figures right at hand but if there were 26-percent overall -
decline—for some it is not more than 12 percent, for others it is a lot
more than 26 percent. That is an overall figure,

Senator HarTkr. Do you have any idea what the Treasufy Depart-
ment will establish as the minimum requirements for their distribution
level next year?

Mr. Goneen. Well, we had strong suspicions of a possibly very high
requirement which were confirmed by the letter addressed to you from
Mr. Hickman which I just was shown this morning. Using the formula
in the way that Treasury has been using it, the 1975 requirement is
likely to be over 7 percent. That would be very severe indeed on
foundation holdings.

Senator HarTgE. Do you have any recommendations or any informa-
tion that would be helpful to the subcommittee on how you would
change the minimum distribution rule in the code?

Mr. GonEeN. I think there are two ways that one could do it. One
way would be to take the long-term real experience of funds broadly
invested in American capital markets and say that through good times
and bad that that guideline should prevail. That long-term experience
is in the 414- to 5-percent range. That would be one way to do it. In
bad times it would mean losses for foundations, but in good times
assets would build up to compensate. Here I am talking about long-
term experience over 60, 70 or more years: Mr. Roger Kennedy, who
will be appearing before you shortly, can Speak more knowledgeably
and in more detail about these matters if you wish.

The second way to do it would be to take the notion of a formula,
and, as your own statement of October 24 indicated, make it a broader
composite of different ingredients. It should include, we would urge,
total returns as well as yields and long term bonds as well as 5-year
treasuries, and should relate them to longer timeframes. The example
your statement cites from the pension bill involves 10-year periods. In
the current formula for foundations it is only two selected years, 1969
as against the current year, and that gives you very volative effects. —

So, those would be ways in which the MIR could properly be ad-
justed, we beliéve, sir.
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Senator HaRTKE. In your testimony you said you believed that the
IRS figure, which represents the asset value of foundations formed
since the 1969 act, actually included some pre-1969 Tax Reform Act
oi'gani-zations which merely received their exemption after the act took

ace. .

P Do you have any information or would you supply us with informa-
tion so that we can really check to see whether or not the IRS figures
are correct, or whether your assumption is correct ?

Mr. GouEeeN. Yes, we have a small sample that we can share with
you.* In addition, Mr. David Freeman, who is scheduled to testify

~ tomorrow, will be talking more about this subject. —

Senator HARTRE. All right. Are you telling me that you think foun-
dations are a dying institution ¢ .
- Mr. Goneen. Well, I think that they are not a growing institution:
They are not growing proportionately to the tremendous needs of this
country.

Senator Curris. Will you yield right there? I do not know whether
they are dying or not;-but none of them are being born, are they ¢

Mr. GoneeN. Very few are being born. s o

Senator CurTis. Do you know of any foundations of any real signifi-
cance that have been created since 1969¢

Mr. GoneEN. There are several, as indicated in the Treasury state-
ment, some of which, quite clearly, go back to bequests that were writ-
ten before 1969. The Geraldine I;ogge Foundation, which got a lot of

ublicity a year or so ago, is reported by the press to be worth about

¥80 million. But it comes from a bequest written before 1969 and the
testator has also been declared non compos by the courts before that
time.

Thus there are a few cases, sir, but I would say not many.
b Sqn?tor Courris. It has not been nearly up to their normal growth,

as 1t

Mr. Goueen. It has not. I wish I had the chart with me covering the
12-State area foundation study to which I referred earlier. If you look
at this 12-State area and take that as representative, the number of new

- —foundations being created annually from 1969 on just plummets down-

ward and the number ggoing out of existence goes the other way.
Senator Cuorris. Well, when individuals wish to give something awa
for a good-cause;the logical thing is for them to give away that whicﬁ'

—— ~"they have, which is stock-in their own company. And that is frowned
on in the 1969 act with all of the emphasis on a diversified portfolio.

—— ——

(4]

And there are many features of the 1969 act that have definitely cur-
tailed the foundation movement. | -
Mr. GoHEEN. Yes; that is right. ' —

words, what evidence is there that it is as a result of the law?$ -
Mr. Gonxzen. Well, you have gotthe numerical evidence that Pro-
fessor Simon put together for you and this other evidence here.
Senator Harrke. In other words, what you have there is the numeri-
cal evidence but thatisnot-identified as to cause. What you are dealing
with there are results. R ' ‘

—

*See p. 90.

Senator Hartre. What evidence is there that that is true? In other”
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Mr. Goneen. You also have the evidence that you get from talking
with law firms about how they are advising their clients and so on, and
you find that most of them—— _

Senator HArTKE. They are advising them not to create them, right?

Mr. GonEeN. Yes.

Senator HARTKE. On the basis of the law ¢

Mr. GonreN. Yes: usually not to create them.

Senator HARTKE. Pardon me? -

Mr. Gongen. On the basis of the various complications or disincen-
tives in the current law. -

Senator HarTkE. Now wait a minute. I want to identify this. In other
words, I am not saying the culprit is not the 1969 act, but I am asking,
and I think it is open to serious question, whether that is the cause of it.

The fact of it is since 1969 the economic conditions in this country

" have had a steady downturn. You cannot say that the fact that that

average wage earncr has had a steady decrease in his income since 1969
was caused by the fact that we passed a law on foundations. You can-
not say if there had not been a new issue on Wall Street in the last 2
years, that that is a result of the 1969 act. You cannot say that the
present inflationary spiral is due to the 1969 act. You cannot say, for
example, that the present increase in unemployment is due to the 1969
act, _ )
Senator CurTis. Oh, yes, I can. The 1969 act included a lot of things

besides foundations. It set the ceiling for a_good portion of the eco-
nomic trouble that we have riﬁht now. It wasa bad act, the whole thing,

Senator Hartke. Well, like what?

Senator Corris. Well, we will debate that sometime when we do not
have all these fine witnesses waiting to enlighten us.

Mr. GonreN. Mr, Chairman, may I——

Senator Harrke. What I am saying to you is that I think what we
are operating here is an area in which I have a very definite view of
the fine work that has been done, but as Dr. Goheen knows, I want to
know how taxpayers’ money is being utilized.

Let me ask you—do you know how much is the annual revenue loss
to the Government as a result of foundations$

Mr. Gomneen. No. You have asked me that question before.

Senator HARTKE. I know it:

Mr. GoHeeN. In October of 1973,

Senator HARTKE. I still think it is a good question.

Mr. Goneen. My observation is that many people who have tried
to work it out, including the people in Treasury, have not been able

" to do it. .

Senator HARTEE. Do you not think that in itself is very significant,
that you have an outflow of money from the Federal Treasury and we
are not able to identify how much it is?

Mr. GoHEeeN. Sir, as you know very well, I do not regard it as an
outflow of money from the Federal Treasury; I re, rdg it as money
which the Congress, in its wisdom, decided not to take away from the
{)eop!e, considered as individuals and in voluntary -associations, but

eft in their hands to administer and run under nongovernmental
auspices, :

Senator HARTKE. Wait a minute. Let me explain something first lest

—1 be misinterpreted.
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If there were no exceptions, if there were no subsidies, no tax avoid-
ance, then there would-be a different amount of revenue coming into
Uncle Sam’s Treasury. Now that does not mean that I am opposed to
those operations. Frankly, I am probably one individual who is not
opposed to subsidy, as much as some people, even though I know polit-
ically it is not good to be for a subsidy. But the fact that there is a
subsidy for a purpose which, in the jutfvgment of the people is needed,
then I think we should do it.

But I do think that it is imperative that we come forward with some
type of clear-cut understanding, not alone in the field of foundations
but probably more so in the field of other charitable organizations of
what the actual revenue loss is. And any good tax man will tell you it
is a revenue loss. It is a revenue loss that may be a revenue loss for a
very salutory purpose, which you may be able to say in the long run
provides a benefit back to the people. That may be true, but that is not
what has been the common terminology of revenue loss, or what a tax
accountant would tell you is a revenue loss.

They will tell you also, and T will tell you quite honestly that a tax
deferralTis also a revenue loss. We can argue all we want to that a tax
deferral is a revenue loss. It may be recouped at a later time partially,
but it still is a revenue loss at that particular time. -

Now, what I am saying to you is, that I do think somebody, and
after all, you are chairman of the Council on Foundations, that I think
some place along the line it is imperative that you insist that the
Treasury come forward, and as I will insist, and make the best deter-
mination as to what the facts are as to the revenue lost.

Do you know what the stated assets of the foundations are?

Mr. GoHEEN. We know better than the IRS. —

Senator HARTKE. I would not be a bit surprised about that. I think

" that might be true.

Mr. GoreeN. We know that 24,000 foundations whose IRS records

la)yﬁ.with the Foundation Center, in 1972, had total assets of $31.5
illion. .

Senator HarTkE. How much ¢ )

Mr, GonEeeN. $31.5 billion. At that point in 1972, They are probably
considerably less than that now. ’

Senator HarTEE. I would think that is a fair interpretation.

Mr. GoHEEN, It is in that order of magnitude.

Senator HArTKE. But that lessening of the asset valuations is due
to economic conditions? ’

blg{r. GoBEEN. Yes, sir, I agree with that ; that is what I was testifying
about. : ‘
- Senator HArTKE. I understand that.

Mr. GoreeN. Could I go back on the earlier point, to the things you
quite rightly said were not a result of the 1969 act? I think that none
of those things bears on foundations very much.

What you have in the case of foundations is that before 1969 under
certain tax laws, many foundations were being created: that is well
known and documented. Since 1969, many fewer have been created.
When you ask people why that is—people who advise the g‘eople in
imsition. to set up foundations or donors who potentially might set up

oundations—you find that they are troubled that if they go this in
their lifetime, they cannot give away as much as if they gave it to a
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public charity. They find that they would have to an a tax on
the appreciatioi of their holdings. They find that if they gave to a
foundation stock in a family-held company, in 5 years it would have
to be diversified and spread out. I think those are the main discourage-
ments. Moreover, there is no carryover on these gifts. o

Senator HarTke. Well, let me say to you, though, Dr. Goheen, it
may be true, that foundations may not be the best utilization of that
$31.5 billion from a viewpoint of an individual if he is going to make
decisions regulating the use of his money. It may be true that a char-
itable organization at this time still provides for the type of windfall
operation which ought to be closed. :

Now the fact is that we have closed some of those windfall opera-
tions. We may have deterred some individuals from setting up new
foundations because the tax avoidance game is no longer available to
them. That is like saying, for example, that the Ways and Means Com-
mittee has decided to eliminate depletion, that may just discourage
some people from going into the oil business, but it may not be a bad
thing simply because it does.

Mr. GoHeeN. Well, as I have said to you before in this room, there
clearly were, before 1969, certain inappropriate uses of the tax privilege
associated with foundations, Those were proFerly closed off in the
1969 law. I am not speaking against that at all. I am speaking rather
about the experiences of what seem to us to be very responsible, pub-
licly-concerned people.

ne of the interesting pieces of missing information that, let us hope,
under your prodding IRS will be able to give us 1 year and 2 ycars
hence is whether more money has really flowed to the public charities

___because of the tightening up on giving to private foundations. Right

now from the available data, you cannot answer that question. There is
some evidence, fragmentary, that there has not been an appreciable
shift at all. :

Senator HARTKE. All it serves to do is to point out how far we are
from really knowing what we are doing.

.~ Mr. GoHEEN. Yes, sir., . -

Senator HARTKE. Let me say to you, I would hope in your respon-
sible position that you would continue to make the efforts inside your
own organizations and work with us and with the Treasury Depart-
ment and the IRS to come forward with some of this factual informa-
tion so that we can continue this pluralistic approach in a fashion
which can be demonstrated to be useful, on the basis of facts other
than rhetoric.

Mr. Goneen. I find the most frustrating thing about this whole
business, Senator, is the lack of really hard information bearing on
some of these important policy questions. I have spoken to you about
that before, andl} certainly think the kind of pressure this subcom-
mittee is now putting on the IRS has already started to give us hape
for the future. o

Senator HarTke. All right.

I have no further questions.

Senator Curtis?

Senator Curris. I have no questions.

Senator HarTkE, Thank you, Dr. Goheen.
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[The prepared statements of Messrs. Goheen and Jordan and infor-
mation subsequently supplied by Mr. Goheen follow:]

PREPARED TESTIMONY OF ROBERT F. BOHEEN, CHAIRMAN, COUNCIL ON
FOUNDATIONS

I. INTRODUCTION

Mr. Chairman, members of the Committee, my name Is Robert F. Goheen and
I represent the Council on Foundations, a membership organization of some 738
grant-making foundations, small and large, located in all parts of this country.

I welcome very much the opportunity to appear before the Subcommittee
to comment on the impact of the current economic situation on foundations
and foundation beneficiaries and to speak to some of the policy issues that are
high-lighted by the current state of these affairs.

There is a good deal of ground which I would like to cover. I shall speak at
points in rather categorical or summary terms because others will be elaborat-
ing those points and offering additional evidence in the course of these two days.

I1I. ECONOMIC EFFECTS

With the steeper down-turn of the stock market over the past 12 months or
80, many foundation portfolios, including many that are broadly diversified,
have declined sharply in value. An instance that has drawn particular press
attention because of its very size is the Ford Foundation, which experienced a
decline in asset value from about $3 billion to about $2 billion in the year end-
ing October 15, 1874. Some $700,000,000 of that decline was due to the market
drop. Such, however, is not the Ford Foundation’s experience alone.

A recent sample survey conducted by the Council on Foundations, involving
18 of the largest and 12 middle-sized foundations, showed them to have had
$10.87 billion in assets at the end of 1978. Eight and nine months later, the
figure was $8.04 billion. This $2.8 billion drop, incidentally, is somewhat more
than all estimated foundation giving for all purposes in 1972-73, which was
$2.38 billion. The average decline for these foundations was 2607% of assets.
Of the 30 foundations in the sample, a few k1d done considerably better than
that; some had fared far worse.

Fortunately, most of these are “paper losses”. Earnings on investments have
by and large held up well, even while earlier expectations of capital apprecia-
tion bave turned to ashes. Thus a comparison of adjusted net income figures for
1978 and those estimated and available for 1974, involving 16 of the large founda-
tions are seeking to maintain past levels of giving and even to increase them
of 3.95%, or an increase of $12 million for an estimated -total of $318 million.
le:coml% _?sf only three of these 21 foundations appears likely to be lower in 1974
than . ‘

Buoyed by relatively good continuing ylelds in the form of dividends and
interest and responding to the critical need of grantee organizations, for most
of which the effects of the current hyper-inflation are very acute, some founda-
tions are.seeking to maintain past levels of giving and even to increase them
despite the market decline. Some foundations are sustained in so doing because
they are now finding that the required pay-out as a percent of assets (5.56%
for accounting years beginning 1974) is belng exceeded by their dividend and
interest income. As you are aware, the law requires that the greater of these
two amounts must be distributed.

In other cases, to offset the shrinkage of assets and to preserve for the future
so much of their support power as is allowable, foundations are planning to ex-
pend no more than the law requires in the remainder of this year and in 1975. -
This will represent in many of these cases substantially lower levels of grant-
making than had been planned, or than would have been thought to be required,
" a year ago when the asset values of these foundations weré¢ a good deal higher.

The problem is particularly difficult for foundations which have in the past
regularly made contrlbutions considerably exceeding the legal requirement.
The Ford Foundation is again the salient, but not the sole, example. You will,
I think, be hearing about its éxperience in someé detail from Messrs. Howe and
Kennedy In the course of these hearings, and so I ghall not dwell on it. -
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In better economic times, when you can expect equity assets to appreciate,
you can face with equanimity a pay-out somewhat above the yleld you are
getting from dividends and interest. The Minimum Investment Return require-
ment of the 1969 Act, of course, is pegged on that assumption. When, however,
asset values plummet as they have, what was, say, a distribution last year of
8¢% of assets can become a 129 to 149 distribution or even higher percent-
age this year. Such in fact has been the experience of a number of other foun-
dations besides the Ford Foundation, and it takes little foresight to see that
it they were to continue to maintain these expenditure levels, their effective
capacity would soon be greatly reduced.

Faced with this situation, foundation trusiees are having to declde betiween
a number of alternatives, none of them particularly pleasant:

Whether to cut back significantly on past levels of giving. If 8o, to what
levels? to the minimum which the law allows? or where?

Whether to maintain something like their past giving levels, even where
greater than the legal requirement, and hope that the market will ball them
out in a not-too-distant future.

Or whether deliberately to undertake progressive liquidation of the foun-
dation by a spending program that continues to be well in excess of fore-
seeable Income and capital gains.

In summary, the current economic conditions are having varied consequences
for foundations; they are posing some very difficult cholces; and they are likely
to pose more. Particularly to be noted in the double bind in which many foun-
dations now find themselves between significantly reduced asset values on the
one hand and, on the other, the effects of rampant inflation on the services and
institutions with which foundations normally work. Shrinking dollar holdings
confront mounting dollar needs. Even where foundation income has held up
well, future prospects are not reassuring. Typically during a recession earnings
of companies fall off and dividends decline, Nor does the reduction of inflation
to a point where gains in productivity are able to approximate cost increases
seem to be anywhere near at hand,

These circumstances make timely, I submit, a fresh examination by Congress
of three of the sets of limits that were imposed on the private foundations in
the 1969 Tax Reform Act.

III. THE 4% EXOCISE TAX

The first of these is the 4% exclse tax imposed on the net investment income
of the private foundations. At a time when growing human needs and hyper-
inflation are combining to strafn to the limit the institutions and services which
foundations normally support, the aid which foundations might be extending
to them i8 being further reduced by this tax. Last year the tax collected over
$30 million above what the IRS needed to audit and supervise all tax exempt
organizations. Almost infinitesimal in relation to the federal budget, these dol-
lars could have made a real difference to many of the charitable organizations
for which they otherwise would have had to be available.

On October 4, 1974 this Subcommittee 1ssued an adwmirable Statement out-
lining the legislative history of this tax and recommending its reduction to 29.
We strongly favor that change in public policy because it will help the foun-
dations to better help those with whom they work. - :

IV. THE 6% MINIMUM INVESTMERT RETURN

Secondly, 1 wish to submit that the down-slide of equity values since'1968
and 1669, and especially the sharp decline of the past year, raise serious doubts

‘about some of the assumptions on the basis of which thé current minimum in-

vestment return (MIR) requirement was legislated in 1969. There are really
two sets of problems here.

First, as the Subcommittee’s own Statement of 4 October 1974 recognizes,
the method for setting and adjusting the MIR fails adequately “to take into
acc(’mnt the equity side of foundation investment policy,” and apparently Treas-
ury’s interpretation of the statutory language has been to emphasize money
rates represented in 5-year maturity Treasury bonds. We would favor, as the
Subcommittee’s Statement does, the use of a composite of indicators and sug-
gest in addition that these should include the total return performance of equity -
holdings. A further difficulty is that the present formula involves very short

E._T
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time-frames—the current year compared to 1969. Because capital markets are
very volatile, there is thus considerable imstability built into it. This plus a
heavy reliance on money rates could in combination give us an MIR rate as
high as 7% or T%% in 1975—a level that I believe anyone would agree to be
much too bigh, except those who do seek the dissolution of foundations, Messrs.
Jacquette of the Carnegie Corporation and Huffaker representing the Pew
Memorial Trusts are, I belleve, prepared to speak in more detail about this
roblern. .

P The second difficulty lies in the height of the norm set by the statute for the
MIR. By whatever method the annual requirement i3 set, 6% of assets i{s an
excesr.vely high measuring stick. Because the Subcommittee has earlier received
congiderable testimony on this problem and others will be addressing themselves
to it further today or tomorrow, I shall again be very summary here,

You will recall that in 1969 the Treasury, the Senate Finance Committee, and
the Ways and Means Committee all recommended a 5% iorm, but this was
raised on the floor of the Senate to 69 on the basis of the high total returns
produced by mutual funds during the 1950's and early 1960’s. There i8 now good
evidence, reinforced by the record of the past § years, that over long periods of
time well-managed funds invested broadly in American capital markets have
yielded 434 to 5% in real returns, not the 6% and upwards which cxperience
drawn only from the 1950's and early 1960's seemed to make predictable. What
this means is that this year and henceforth a progressive annual deterioration
of the support-power of existing foundations is embodied in the current MIR,
with its requirement of a 5.6% pay-out this year and the possibility of that rising
well over 6% fn 1975.

. To ask for & more realistic adjustment of the MIR, based on long-term real
experience with Irtvested funds, is not to argue that any foundation should be
allowed to pile up income or otherwise act cavalierly toward the current pressing
needs of the educational and other charities. The Council on Foundations has

-~ previously stated to this Subcommittee our strong support for the requirement
of a substantial annual pay-out, and I ré-éimphasize that again today. I submit,
however, that a MIR that operated in the 414 to 6% range wonld meet, that test,
as well as being consonant with the long-term real experience of invested funds.
Moreover, the requirement on foundations to expend annually all net invest-

' ment income, where that exceeds the MIR, provides a further check agaist any
-excessive accumulation of foundation dollars to the neglect of current needs. And
ihat is certalnly a feature of the law that should be retaledex.

V. THE BIRTH/PEATH BATE PROBLEM

A progressive, forced diminution in the capability of existing foundations, is,
be belleve, in ho one’s interest, unless perhaps substantial oftsetting infusions of
new funds were to occur. Probably it would not be in the general interest even
then, but if existing foundations are to be consigned to lessening roles, the capa-
bility for a continuing flow of new funds into the foundation field becomes an
especiaily critical matter. e R

- Unfortunately it appears to be very difficult to get acturate and comprehensive
measures of what the Tax Reform Act of 1969 has meant to the birth- and death-
"~ rates of foundations, T S

In a letter of October 2, 1974 to Senator Hartke, Commissioner Alexander
reported that foundations established since the 1969 law went into effect repre-
sent holdings of $977 miilon in relatively current values. However go far as we
are able to verify or cross-check that figure, we do not believe that ‘ft represents
-as much in the way of new money avaflable for charitable giving as it might
-seem to. For example, our research quite strongly indicates that the IRS figure
includes mapy pre-1869 Tax” Reform Act grant-making organizations with noth-
ing new about them'except that they received an IRS exemption letter after the
Act took effect. ' L S :

The most comprehensive collection of the available evidence on the death/-
birth rate question remains the testimony of Professor John Simon before this
Subcommittee on October 1, 1978, and you will remember that it-led him to doubt
‘that the private foundation species will be able to reproduce its kind at a level
sufliclent to offset its losses. S o e

‘A more recent analysis of the creations and dissolutions of private foundations -

_ in & twelve-state area conducted by The Foundation Center in Washington shows
that & very sharp drop occurred in the number of new foundations éreated from
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1968 to 1070, with leveling off at the new lower level after 1970. There was a
similar sharp increase in the number of dissolutions in the period 1869 to 1972,
and although dissolutions were dcclining by 1972, the “death-rate” of founda-
tions far exceeded the “birth-rate”. (These trends are in sharp contrast to the
situation prior to 1969. In the 12-state area examined by The Foundation Center,
1,228 foundations were established in 1968 as opposed to 71 terminatlions. In
1972, 128 foundations were established, while 605 foundations were terminated.) _
All of this leads us to urge re-examination and correction of the several major
statutory provisions that are discouraging the establishment of new foundations
and the augmentation of existing ones. Of particular significance here are the
limits which the 1969 Act imposes on the tax deductibility of gifts to private
foundations—and especially with respect to gifts of appreclated securitics -
as against gifts to public charities. But these are matters on which other wit-
nesses, including the President of the Council on Foundations, will be testitying
more fully at other points in this hearing, and therefore I shall not dwell on them

further here. -
VL. CONCLUSION

In conclusion, let me say, that we agree with the Chairman of this Subcom-
mittee when he wrote that foundations are “an important alternative to govern-
ment”, and when he cited them as critical “expressions of voluntary effort” aimed

-to help meet “the many difficult social problems facing our nation”. It is in that
perspective that we believe that their treatment as second- or third-class philan-
thropie citizens calls for reconsideration. This reconsideration is opportune just
now not only because of the sharp erosion being experienced in existing founda-
tion assets, but also because of the extent to which double-digit inflation is daily
increasing the fluancial needs of the many, varied private agencies and institu-
tions with which foundations normally work. Clearly their needs are for more,
rather than less, of the kind of support that foundations have extended to them
in the past. .

PrePARED TESTIMONY OF VERNON E. JorDAN, JR., EXECUTIVE DIRECTOR,
NatIoNAL URBAN LEAGUE, INO.

Mr, Chairman and members of thls subcommittee, I am Vernon BE. Jordan,
Jr., Executive Director of the National Urban League, Inc. I am pleased to be
here today in response to Senator Hartke's invitation to share with you the
vlews of the League as a reciplent of many foundation grants over the years
on the impact of the prevailing and forecasted economic conditions_in this
country. - ) . o

The National Urban League is a non-profit, non-partisan charitable and edu-

~cational organization which was founded in 1910 to secure equal opportunities
for black Americans and other disadvantaged minorities. It is governed by an
interracial board of trustees, and it seeks to improve race relations among ali
people of the United States. . : e ‘

Among the League’s pursuits are programs to enhance equality of employ-
ment: and housing opportunities, to provide alternatives to -traditional educa-
tional methods which have failed minority youth, to develop and strengthen
family life, to encourage active and responsible citizenship by miunorities, and
to assist individuals in solving their problems in the ares of employment, edu-
cation, health, and economic development. The gue also acts as an advocate
to present the minority point of view on matters of.concern to its constituency.

Operating through its 103 local afiiliates in 38 states and the District of Co-
lumbia, the League maintains a national headquarters in New York City with™
regional offices in Akron, Atlanta, New York, Saint Louis, and Log Angeles. A’

- Washington Bureau and a Research Department are located here in the nation’s

capital. The National Urban League and jts afiliates have a combined staff of
more than 2,500 assisted by approximately 20,000 volunteers who bring exper- '
tise and experience to the resolution of the problems facing minorities. =«

" My comments today wil] be in the context of the Tund raising effort required
to support the activities of the National Urban League itself rather-than to.4fi
clude the variety of situations facing each -of our local afiliates. To a greafer
or lesser degree, I am sure that my comments apply to our local affiliates.as
well if for no other reason than some of the funds raised by the National Urbgn
Leagug directly benefit the afillates, ;. .. R A

— - . PR RN




89

During the last three fiscal years, the funds raised by the League from private
sources have included a high percentage from various foundations. The percent-
age from foundations has ranged from approximately 30% to approximately 43%
of the private funds raised. Some of the foundation funds have been earmarked
for specific uses, but the trend over the last several years has been an increase in
the percentage of foundation funds which can be used for the support of the
League’s general operations. During the last three fiscal years, the League
has received over six million dollars in grants from various foundations. Suffice
it to say, the League is heavily dependent upon foundation grants for the con-
tinuation of its operations.
The League, un’ike most of its sources of private funds such as corporations
and foundations, has no reserve of assets upon which it éan draw in times of ad-
versity. It {» wholly dependent upon current income to continue_ its operations.
An interruption of that income not only causes an immediate cessation of some
portion of the League’s operations, but it has an impact that can linger for years
in the future because valued staff members and program momentum are lost.
Most of the foundations from which the League derives support in the form of
granis rely on their income from investments rather than an invasion of the
foundation corpus to meet its commitments. In a sense, this is double jeopardy
of a sort for the League because other types of fund sources such as corpora-
tions rely on the same capital investment base as do the foundations. A slacken-
ing of income to the foundations transiates rapidly into a decline in the level
of grants to the League while alternative sources of funds dry up silnultane-
ously. Of course, many foundations could invade corpus to continue making
grants, but that isn’'t a practical alternative in today’s investment market be-
cause the corpus has already beemdrastically reduced by deflating investment
market values. Even if lowered investment values were not as great a con-
-~ sideration as they must be today, the habltal invasion of corpus would result
in a borrowing from future needs which do not appear to be declining.
Except for such foundations such as Ford which have regularly invaded
corpus in the recent past, most foundations have been able to maintain the
current dollar level of their income and grants, That has meant that the League
has been fortunate enough to maintain its income, The impact of inflation,
however, makes maintenance of income an illusory comfort. The costs of opera-
tion have risen sharply over the past several years, and I suppse that they will
continue to do so for the next several yeara. The League has managed to hold
- the line on its general budget, but that has meant that the real purchasing
. power of that budget has declined at an ever increasing rate. During the last
fiscal year and during this fiscal year we have had to allow some rises in budget-
" ary level just to maintain our effectiveness, The most unfortunate aspect of
- * this is that times of economic adversity such d8 we are experiencing now creates
a higher-demand-for the kinds of services that the League provides, .
I hope that my outline of the League's sitiiation has been sufficient to sug- :
gest that the government should adopt a flexible policy with regard to the fi-
. nancial aspects of private initiative to solve the pressing problems of our society.
You must not wait until the crunch of declining foundation and corporate in-
come 18 upon us. It will be too late to prevent curtajlment and disruption of the
- services rendered by private organizations such as the League.
.. One of the most obvious measures to mitigate the impact of continuing inflation -
and pogsible diminution of income that this subcommittee could recommend to
-, Congress is the reduction of the current 4% excise tax imposed upon the founda-
_tions. It s my understanding that a reduction in that tax rate to 295 would resuit
in an increase of about $35 million gvailable for grants, Such a reduction, I am :
informed, would still generate more tban enough™Yévenue to fund the legitimate
~ audit operations of the Intérnal Revente Service, This single-reform would go a '
long way to mitigate the impact of inflation on the flow of grants from founda-’
. dtions. There is an immediate and pressing need for such relief because other
. Bources of income:to the League_are not likely to increase their donations by an
- amount sufficient to offiiet the increase in infidtionary costs. - ° e
Racial minorities bear a disproportionate amount, of the burden of onr times.
». I am sure thatthe unemployment rate for blacks and other mingrities will be no
.. 3" . less'than 11.5% when this month’s statistics are released. We muat all constantly . *
- strive to Temove this sort of:inequity from otir soclety:We need relief now, be. -
- «,~fore the dominoes fall to stifie our resources when we need them most, © - -
: - RS} PR B E
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Thank you, Mr. Chairman, for having solicited the views of the National Urban
League. I will be happy to answer any questions that you or your colleagues may
have.

CouxciL oN FoUNDATIONS, INC.,
New York, N.Y., January 20, 1975.

Hon. VANCBE HARTKE, ~
3818 Scnate Ofice Building,
Washington, D.C.

DEeAR SENATOR HARTKE: During Mr. Goheen's recent testimony before the sub-
committee on Foundations, he agreed to have the Council supply a small sample
of information that might help analyze I.R.S. figures for current assets of new
foundations formed since the Tax Reform Act of 1969, as to whether their figures
include foundations established before the Act took effect.

As stated in the testimony of David F. Freeman, Prestdent of the Council on
Foundations, The Foundation Center bas identified only about 50 organizations
qualifying for the size limitations of The Foundation Directory, Edition § ($1
million or more in assets and annual expenditures of $500,000 or more) with
possible post TRA creation dates. Total assets for this group were about $180
million.

However, a spot check of a few of the organizations in this group produced
information suggesting that a majority of mew organizations in the Center’s
list may have been established under pre-1969 TRA trusts and wills. The two
specific examples cited in Mr. Freeman'’s written testimony where we were advised
organizations had filed returns with state offices for years prior to 1969 are the
Josephine G. Russell Trust and the George and Beatrice Sherman Family Charita-
ble Trust, both of Massachusetts. }

It should be noted we cannet be certain these organizations or others identified
by the Center are included in the LR.8, asset figure of $977 million for post-Act
foundations. The LR.S, data provided only a cumulative asset figure, and the
number of organizations involved, their names, and their status as operating or
non-operating foundations were not available to us. )

Sincerely,
’ Epwarp G. THOMSON,

Ezccutive Associate.

Scnator Hartke. The next witnesses are Roger Kennedy and
Harold Howe. These gentlemen are from the Ford Foundation.
. Harold Howe is placed in the position of defending riot alone the
foundations, but defending the sharp criticism Dr. Knowles had about

the decline in the quality of education in the United States. How about * -

that, as a former educator?
Mr. Howe. I look forward to it. -
Senator Harrxe, Well, let us proceed.

STATEMENTS OF ROGER G. KENNEDY, VICE PRESIDENT FOR
FINANCIAL AFFAIRS, FORD FOUNDATION; AND HAROLD HOWE

II, VICE PRESIDENT, DIVISION OF EDUCATION, FORD FOUNDA-

TION S
S'mn:nti;x'r oF Roerr G. KenNNEDY

Mr. Kenxrpy. My name is Roger Kennedy. We filed testimony
earlier which we Im})e we could submit for the record. In the interests
of time I thought all I would do is say very quickly that Ford Founda-
tion expended for program pitrposes about $250 million in this last
year, about 14 .percent.of its assets, which comes at the end of the
decade in which'its average annual expenditures have been 814 percent

of its assets, Within the context of very adverse capital markets, if you
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add 14-percent payout to 12-percent inflation, you have a pretty sick
situation, -

We share the views of a number of other people who have testified
here this morning and this noon, We also feel that the beneficiaries of
charity should be given, & good deal of the tax money that now is sup-
posed to go for auditing foundations, so we favor a reduction of the
excise tax. We also favor strongly a reappraisal of the payout
provisions for the reasons that have been suggested here earlier, and
we do think there are some deterrents in the act for the formation of
new foundations, though we also find it difficult to get hard data about
foundation “starts.” )

Senator Hartir. Mr. Howe?

SraTemeENT oF Harorn Howr 1T

Mr. Howe. Mr. Chairman; I, too, would like to submit my formal
testimony for printing in the record and f'ust make one or two observa-
tions from-it, if I may. It is entirely on the subject of the effects of the
current economic situation of foundations on their grantees. I am not
an economic or fiscal expert, and I will turn your questions of that
nature to Mr. Kennedy. :

In addressing the question of the effects of the current economic
situation on grantees, I found myself forced to look at the whole field
of philanthropy, of which foundations are only a part, because
hospitals and colleges and universities, which depend eavily upon
philanthropy, depend not only upon foundations but upon individual
donor and bequests and corporate giving. In looking at that broad
arena, it became clear that foundations constitute only about 10 per-
cent of the total philanthropic effort in the United States in any given
year. So that the institutions that you and the rest of us are con-
gerned about have to look at the total philanthropic world; and I
would submit that the total philanthropic world is as heavily affected

_as is the foundation reaction of it by the combination of inflation and
recession that we are experiencing, I submit also that the total decline
of philanthropic resources for thesa needy institutions impacts them

‘more_heavily than other élements of the socicty are impacted by
inflation and recession combined. A -

I think that the institutions served by philanthropy get hit three
~ways: They are hit first of all bgv the simple fact of inﬂ%tion, which
means that the dollars they get do not go as far; they are hit by the
fact thait their donors, the foundations and others, cannot give them

.as many dollars because their donors are not in as good condition as

they were; and third, they are hit'by the fact that most.of these orga-
nizations that de ,en&, upon philanthropy are of a_particular nature.
‘They, provide ‘himan services of ‘one. sort.or another, education-or

_health care or artistic Ferfdmangep,fTheSe'_kindslgf endeavors are

Avhat the’ ecoriomists call “labor intensive.” They. 4Ye not subject: to

the application ‘of labor saving machinery and capital investment, to
wmake major changes in efficiency. Theso labo intenisive enterprises— -

“hospitals, colleges, énd, symphbny  orchestrag=—suffer from inflation

_fiore seriously than those that caniss labor Baving investrients' to -

promoteﬂemcj‘en9y“ : ) ’,5: = ',‘l- ,{' ’ - Lol I‘""‘
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Now, with that as background, I explore in this testimony the special
situation of private educational institutions in the United States,
which I think 1s serious.

Private colleges and universities have only two sources of private
income, the fees they charge their students, and the money they get
from private philanthropy. If they push their fees to students too
high, they price themselves out of the market. They are having a very
difficult time getting the increase in donations from foundations or
other sources of philanthropy that they need to E:eserve quality and
that some of them need to survive. I happen to believe that this pri-
vate sector of education is a significant-sector, particularly in the
higher education realm. =

he argument is sometimes made that the private philanthropic
sector is not very significant. Looking at this philanthropic sector, the
best estimate I could come to was that it amounts to somewhere around
$25 billion a year, a great deal of money, that is distributed each year
by individual donors, by bequests, some 10 percent of it by founda-
tions, and about 3 percent of it by corporations. It adds up to & mas-
sive private system of human welfare in the United States, unique in
this society. There is nothing like it anywhere else.

The massive private system of human welfare that parallels our
much more massive public system is to be treasured. We would be
much worse off were we without it, and ours is a less healthy society
when it is unhealthy.

So it seems to me that we are wise to address ourselves, as we are
in these hearings, to at least a segment of the private sector of philan-
thropy,-and to ask questions about its health, the foundation sector.

Mr. Kennedy and I will try to answer your questions.

Senator Hartke. The role of the private college, as you have indi-
cated,-has been a very profound one throughout the history of our
country, I believe, = =~ . ‘

Are t e; destined to become extinct, I mean, except for Harvard
and Yale -

Mr. Howe. Mr. Chairman, my cloudy crystal ball on that subject
is no better than an(fbody else’s. They are certainly in serioug trouble,
and you and I read every month or so about the failure of another
private educational institution. .

I do not believe that the private philanthropic sector alone will be
able to rescue these institutions.”I believe that it will be a combined
effort of new Government policy and the private philanthropic sector
that will do the job. - . . o

I think, however, that the privacy of these institutions and their
- capacity to do the kinds of things they want to do, whether they seek

& religious bent, as many of them do, or whether they seek a particular
innovation that}"‘is.:not typical of public education, as some of them:
. do, give them their distinctiveness. The private philanthropic sector

wﬁﬁ;el'p them to preserve that distinctiveness which makes a, spécial
contribution to the quality of education in this country. I see great.
" value in private higher education, and I think a c ;ﬁbmati,on‘,o,‘ new-

Government policy ag:i the help and health of the philanthropic séctor

isneeded to preserveft. = o0 Tt L . o
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Senator Harrge. Do you know what the dollar value is of the con-
tributions and the grants made to private colleges from foundations
last year, for example?

Mr. Howe. I do not have that figure with me, but I can get it for

ou, but I can tell you that in foundation giving generally education
18 the single largest category. If you take the three broad categories
of education, welfare and health, they account for about 70 percent
of foundation giving, and education is certainly the leader in attract-
ing foundation dollars.

[The following material was subsequently supplied by Mr. Howe :]

During the school year 18972-73, the latest year for which figures are available,
private foundations contributed approximately $525 million for higher education;
approximately 75% was for private institutions and 25% for public institutions.

Senator Hartre. You know, if the programs which the Ford
Foundation has supported over the last decade were really worth-
while—and I would assume that you would say they were——

Mr. Howr. We certainly would agree.

Senator HArTKr. Are these programs that should be continued on
a higher level?

Mr. Howe. Are the programs that we now maintain programs that
should be continued ?

Senator Hartke. The type of program that you have been support-
ing over the past decade, you said that those were worthy programs.
‘Viat I am asking now is whether they should be continued at that
same high level.

Mr. Howe. Let me pick up some of your conversation this morning
with John Knowles, president of the Rockefeller Foundation. When

ou and he were talking together about the importance of foundations

ooking toward the future, you certainly struck an important theme.

I do not think that any of us ia the foundation business should argue
that the pro%rams that we happen to have supported for the last 5 or
10 years are better than those that other people may devise in the years
ahead. So I would see changes in foundation programs occurring. But
I think that if you are merely asking about the next 2 or 3 years——

Senator HarTkE. Let’s take the next decade.

Do you feel that your participation in philanthropy should continue
at about the same level ¥ In other words, I am not saying that you do
not change them as you have changed in the past 10 years, but as I
understand you to say, you consider the past decade, at least projects
of worthy concern, amf 1 would imagine that you would feel that
within the framework of a continuing change in society, that you
would also say that you ought to continue them at the same high level
in the next 10 years, 18 that right ¢

Mr. Howe. I would hope that we might have the capacity to con-
tinue somewhere near the same lgvel of gollars, if that is what you are
driving at, but right now a considerable reduction in our annual grant
giving appears a more likely outcome.

Senator HarTke. I am driving at something entirely different,
which is—I wanted to get you firmly fixed before I got you > ou
the deep end. :

Mr. Howe. 1 see.
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. Senator HartrE. What I am saying to you is if you really are mak-
ing such a valuable contribution in the past, and if that same level of
contribution should be made in the future, and if, as a result in say,
the next 10 or 20 years you dissolve yourself, is it more important to
preserve the Ford Foundation or to continue the programs?

Mr, KennNepy. Dissolution just means that you will not be able to do
these valuable things 10 years after that, or 10 years after that?

Senator HarTrE. I understand that. I hear you. I hear you very
clearly. I just asked you, and I think it is a rather difficult question
to answer.

Mr. KenNepy. Very. ) .

Mr. Howe. That is a very difficult question to answer, and one that
our trustees have recently addressed. I can report to you that they have
decided for the Ford Foundation that the problems of the year 2000
are probably going to be just as tough if not tougher than the problems
that we have now. They believe, therefore, that 1t will be useful to have
at that time an instrument like the Ford Foundation to make its con-
tribution to work on those (E»roblems. So they are moving in the direc-
tion of saying that the Ford Foundation should not spend itself out of
business but should curtail some of its spending and stay in business
over time. . L. ) .

Senator HarTre. Well, I think at this time it s sufficient to permit
that tostay whereitis. o )

I would like to put in the record, in line with that, my letter of
September 23 to McGeorge Bundy, stating my concern over this
very situation which you have identified, and the plight that is being
faced by the foundations, and his reply to me.

[The information referred to follows:]

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C., September 28, 1974.
McGEorge BuUNDY,
Prestident, The Ford Foundation,
NewYork,N.Y,

Dear PRESIDENT Bunpy: I was deeply concerned to note wire service storles
which appeared in newspapers yesterday and today concerning the reduction
in the Ford Foundation's assets. '

As you are aware, the Senate Subcommittee on Fonndations, of which I am
Chairman, has been studying the role of private foundations in American
soclety. From the time of our first hearing, nearly a year ago, I have been
impressed by the many worthwhile projects which responsible and innovative
foundations such as yours have funded. These have been people oriented pro-
grams which have concerned themselves with the many difficult social problems
facing our Natlon today. :

Foundations serve as an important alternative to government initiative, As
such, they have the freedom and the financial resources to act when government
is reluctant to act, to probe into subjects which have not attracted the interest of
government officials, and to question ideas and values which government refuses
to question. Most important of all, they depend on a voluntary effort.

At a time when the recession in our economy and rampant inflation are causing
some leaders of our government to suggest cutbacka in programs which affect
people directly, we cannot afford to have one “of the major alternatives to
government support forced to reduce its involvement in those very areas of social
concern.

There are presently more than 28,000 private foundations in the United States
holding some $28 to $30 billion in assets. Together, these foundations made
more than $2 billlon in grants in 1972. If the experience of these other founda.
tions is anyth*ng like yours, they can expect their assets to be diminished to $18
to $20 billion und the public can expect as much as $1 billion less in foundation

e
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grants. Clearly, this will be a tragedy for the cause of soclal and economic
Justice at a time when the need is for more—not less—financial support,

Because of my concern about the impact which the current economic situa-
tion is having on private foundations and the activities they support, I would
greatly appreciate any Information which you may be able to supply about the
causes of the Ford Foundation's present financial status. It is possible that the
Subcommittee on Foundations will hold hearings on the impact of the current
economic crisis on private foundations, and your contributions will be most
welcome.

With my best wishes, I am

Sincerely,
VANCE HARTKE,

Chairman, Subcommitice on Foundations.
N

THE FoRD FOUNDATIOR,
Nciw York, N.Y., November 1, 1974.
Hon. VANCE HARTKE,
Chairman, Subcommitiee on Foundations, Senate Finance Committce, U.S.
Senate, Washington, D.C.

DEAR VANCE: I am pleased to respond to your request of September 23 for
information on the financial status of the Ford Foundation. At the outset, let me
say that we share your concern about the diminution of assets of foundations as
a whole. We also share your strong expressed concern over the effects of this
situation on “programs that affect people directly” at the very time when there
are reports of likely reductions in government outlays in areas of social concern.
We hope the information contained in this letter and its enclosures will be help-
ful in your inquiry.

To provide a comprehensive analysis of the present financial condition of the
Ford Foundation, I am enclosing a paper prepared by my colleague. Roger
Kennedy, vice president for financial affairs.! The analysis examines the Founda-
tion’s condition in four respects, and can be summarized as follows:

1. THE DECLINE IN NOMINAL VALUE OF THE FOUNDATION'S ASSETS

The norainal portfolio value of the Foundation's investment assets, in current
dollars, has declined by more than 50% in the past de:ade, from $4.1 billion in
1964 to $2.0 billion at present. This decline has been due mainly to two factors:

the high rate of expenditure (averaging more than 8 per cent of assets
per year) set by our Trustees over the years in recognition of the special
obligations arising from our size and the pressing claims of the flelds we
have worked in,

the weak condition of the capital markets over the last nine years, and
especially during the past eighteen months,

2. THE EFFECT OF INFLATION ON ASS8ET VALUE AND THE VALUE OF OUR
PHILANTHROPIC DOLLAR

In terms of 1963 prices, inflation during the past eleven years has eroded the
real portfolio value of our assets by more than $625 million beyond the decline
in nominal value described above. It is estimated, furthermore, that the prices of
the goods and services that foundations generally purchase through grant-making
have increased by two percentage points per year more than the increase in the
Wholesale Price Index. At this rate, the purchasing power of a grant awarded
five years ago has declined by an average of 8 to 7 per cent per year.

3. THE PATTERN OF PAYMENT OBLIGATIONS8 REMAINING FROM PAST COMMITMENTS

More often than not, the kind of philanthropic work the Foundation supports
requires development and maturation over sustained periods of several years.
As a result, most of our grants obligate us to make payments for periods of more
than one year—in fact, unpaid balances of grants approved in prior years now
stand at approximately $259 million. This fact of life imposes a constraint on the
speed with which we can adjust to severely changed financial conditions; any
major decision to raise or lower the level of new grant commitments will take
several years to be fully reflected in changes in the rate of expenditure.

1 This paper was made a part of the official files of the committee.
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4. THE EFFECT OF THE FOUNDATION'S FINANCIAL CONDITION ON IT8 PROGREAM AND
INVESTMENT POLICIES

In order to maintain the Foundatlon as a continuing and active force in private
philanthropy, it is clear that we must now slow down the rate at which our
assets are being eroded by expenditures in excess of real returns. Thus, thé deci-
sion facing the Trustees is not whether to reduce our commitments, but how
much of a cutback is necessary and how heavily this cutback should fall on each
of our programs. These issues will be addressed by the Board in the months
ahead. Meanwhile, in an effort to sustain the earning capacity of our assets and
to hedge against inflation, we have diversified our investment pgrttolio into
bonds, real estate, and a wide variety of separately managed portfolios of equity
and debt securities. Presently, almost 30 per cent of our assets lie outside equity
holdings.

Let %ne turn, in conclusion, to the implications of current economic conditions
for foundations generally since the double-barreled impact of deteriorating
capital markets and two-digit inflation—as distinct from high payout—is by no
means unique to the Ford Foundation. As you noted in your letter, ‘“‘founda-
tions serve as an important alternative to government initiative.” It should be
a matter of some concern, therefore, that the strength of that alternative is
diminishing, not only in this foundation but in others. This means there will be
fewer funds from private foundations for experiments, demonstration projects,
the nurture of creative talent, and the high-risk testing of imaginative ideas and
approaches, Moreover, some provisions of the Tax Reform Act have both dis-
couraged the formation of new foundations and led a number of existing founda-
tions to dissolve.

The decline of private philanthropy is a sobering reality, deserving examina-
tion not only by those directly affected but by society at large. It is particularly
significant, therefore, that the Subcommittee on Foundations of the Senate
Finance Committee is planning to hold hearings on the impact of the current
economic crisis on private foundations. It is also our hope that your committee
will broaden its inquiry into voluntary philanthropic effort generally, because
the role and condition of private foundations should properly be considered in
the larger framework of which it is a part. In this respect, we are hopeful that
the work of the Commission on Private Philanthropy and Public Needs (the
Filer Commission), organized in 1973 and scheduled to present its findings in
1975, will contribute to Congressional review of the subject.

We are encouraged by the fact that the Congress already is considering what
we regard as two important steps toward mitigating some of the effects of the
financial crisis among private foundations. I refer to the proposed reduction of
the 4 per cent excise tax, for the reasons you have set forth persuasively (Con-
gressional Record, October 4, 1974, pp. S-18313-818318), and to the proposed
reduction in payout requirements. With respect to the tax, in the government’s
fiscal 1973, private foundations paid taxes totaling some $76.6 million, while
the IRS operating costs relating tc¢ its audits of all charitable organizations,
fncluding foundations, totaled approximately $18.6 million. With respect to pay-
out, modification of the present requirements would be particularly timely in
view of the financial strains under which foundations are laboring because of
the decline in the capital markets.

We hope that from your bearings may emerge other proposals for arresting
the decline of the private philanthropic sector. One proiuising area, we believe,
is the removal of disincentlves that the Tax Reform Act of 1969 established to
the formation of new foundations and the reinforcement of existing ones. In
particular, this would be a propitious time tc remove the limitations which the
Act places on the tax deductibility of gifts to private foundations as against
gifts to public charities. These limitations have created a second-class philan-
thropic citizenship for private foundations, to the disadvantage of the creative
enterprises that must look to foundations for their seed money. i

Indeed we hope that the present adversity may encourage Congress and others
concerned with the vigor of a pluralistic system to devise afirmative incentives
to private philanthropy.

We would be glad to furnish any additional information or to respond to
questions on the information here submitted.

Respecttully,

pe—

McGeorge BUNDY,
President.
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Senator HARTEE. In your statemnent are you telling us that while the
Ford Foundation’s assets have diminished substantially over the past
10 years, the likelihood is that the asset performance of most other
foundations has even been worse ?

Is that true?

Mr. KenNEDY. Senator, would you restate that ?

Senator HARTKE. In other words, you say that the value of the assets
(i(f) the Ford Foundation have substantiafly decreased over the past

ears. :

L}ir. Ken~EDY. Yes, sir.

Senator HARTKE. But you say that the assets of other foundations
have even decreased more, is that correct ?

Mr. Kexnepy. Yes, sir, that is correct. We were speaking of per-
formance measurement, which tells us what happens to the given
amount of money that you have when you start measuring. We weren'’t
talking about absolute size, because, of course, some foundations have
additions from new gifts during a period and some don’t.

In the case of the Ford Foundation, its assets were pretty well fixed,
that is, what it had to work with was pretty well fixed 10 years ago,
and what has happened, per dollar invested, has been that it has done
relatively well per dollar invested. .

On a basis of performance per dollar, yes, relatively speaking the
Ford Foundation has done well.

Senator Hartke. What I am really asking you is, what advice
do you have to those who have not done so respectably well, and I
know I am putting you in the box of trying to brag about your own
house, but you know, if you have done a good job, why not go ahead
and tell us why and how it could be done by others.

Is that not what you are saying

Mr. Kexnepy. No, sir, I guessit is not.

Senator Harrke. No, I did not say you wanted to tell others. Are
you not really saying you have done a pretty good job ¢

Mr. KenxEpy. No, I cannot even say that. We have done the best
we could, and it is relatively OK, but surely in ten years experience
we and everybody else, professional investors in this country, could
have done a whole lot better. We are just not too proud of ourselves.

Senator HarTke. All right. We have a letter from your president,
McGeorge Bundy earlier this fall in which the position of Ford
Foundation was that more time was needed before there could be
any change in the minimum distribution rule which was contemplated.

Now, today you have said that a modification at this point would
be especially timely.

What has happened in the interim period to have that change of
position ¢

Mr. KexNepy. Well, we all learn as we go along, and we keep on
learning.

Senator HARTRE. You learn that you should not have made that
statement in a letter, is that what you are trying tosay {

Mr. Kex~NEpY. No, sir, we hope we keep on learning. )

The body of information we have available and experience keeps
changing and we learn with it. o

Senator Harrke. Well, is there anything special that has hap-
pened in 2 months that has made you——
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Mr. Kenneby. No. I do not have the text of the letter in front of
me, but what I understood it to say was that there was a body of data,
being developed, and had been developed in recent years, which is
very important in what it tells us about what total returns had been.
Dr. Goheen presented a lot of that this morning, and some of it is
in our prepared testimony. We figured the best thing we could do
today was to state the facts of history as we now know them and try
to get those clearly established in the record.

gure, we think that that formula needs adjustment, but we think
it ought to be done on the basis of long term experience.

Senator HArRTKE. Mr. Howe, let me ask you, if therve is this reduc-
tion in grants by the foundations, will it have a sharp impact on
what we call socially oriented programs?

Mr. Howe. Since a fairly high proportion of our grants are for
what you would call socially oriented programs, certainly the re-
duction that will come in our annual spending will have that effect,
and it will be true of a number of other foundations.

I think also it is important to point out that almost any founda-
tion has what I call in my testimony future commitments, which are
not firm promises but which are obligations of an informal kind to
organizations with which it has had grantor-grantee relationships.
As our annual spending declines, those future commitments use up a
larger proportion than usual of our annual funds, so that the money
available for what we might call new starts or responses to bright
ideas from outside is smaller. There is some tendency, therefore, as
annual eernditnre declines, to continue in the lines we are in be-
cause of the obligations we have, and to be less responsive to livel
ideas that really need backing, not because we do not want to respond,
but because we don’t have the capacity.

Senator Hartke. All right.

Let ;ne ask you, will the innovative programs be the real first
victim

Mr. Howe. No; I do not think it is fair to say that because I think
some of the continuing programs you would describe as innovative

rograms, but I think new starts, be they innovative programs or

e they bread and butter programs——

Scnator Hartke. That is what I really mean. In other words, an
ongoing program which is innovative will continue, but really the new
starts in innovative programs will be the first to go.

Mr. Howe. They will have a more difficult time, sir.

Senator HarTrE. And those who are socially oriented would be in
that line. They would have a tendency to go back to the more tradi-
tional approaches.

Mr. Howe. I would not necessarily agree with that last point. I
think that our broad policy directions, for instance, a major concern
for racial equity in American society is going to continue. We will
have programs that are concerned with minority groups and their
problems in this society, and we will continue to support them, but
]vy]((a will not be able to give them as many new starts as we would

ike.

Senator Harrke. Which may have an effect on achieving that racial
equality that you were talking about.

Mr. ﬁown. It might have some effect.
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Senator HarTkE. We have a vote going, but in line with that, I might
just say that my own judgment is that the first great experiments in
racial relationships on a massive scale is occurring in the United States,
and those who criticize what is going on here frequantly ought to think
twice : if we are not successful in this experiment here, then the tragedy
of racial differences which would occar when it is not a black-white
situation but a white-yellow situation would be even more severe than
anything that has traumatized us in this generation.

I do not have any more questions, and I am fomg to recess to go
vote. Scnator Fannin is going to continue these hearings, and I want
to apologize for the fact that I have got to leave, but my choice is not
one of my own. _

Senator FANXIN. Mr. Chairman, I would just like to say, as far as
further questions to the gentlemen that are testifying at this time, I
have no further questions because I did not have the privilege of being
here during this time and I do not want to hold you any further.

Senator HarTkEe. I really want to thank you. You will be in good
hands with Senator Fannin. I just want you to know he is a good man.

Mr. Howk. Thank you.

Mr. Kexxeoy. Thank you. A

[The prepared statements of Messrs. ennedy and Howe follow.

Hearing continues on p. 107.]

Tie PREPARED TESTIMONY OF ROGER G. KENNEDY, VICE PRESIDENT ¥OB FINANCIAL
APrars, THE Forbp FOUNDATION

Mr. Chairman, I'm grateful for the chance to respond to your invitation to

_ testify.

This is written at the end of a year in which the Ford Foundation expended
$250 million, more than 14% of its assets as of the end of our fiscal year, Septem-
ber 80. This completes a decade in which average annual “payout” was about
814% of assets at the end of each fiscal year.

That has dlminished our size. About $2 billion in excess of interest and dividend
income has been expended for charitable purposes since the Foundation became
a large philanthropy in 1950,

During the last five years capital markets, both stocks and bonds, have produced
substantial capital losses. Within these markets the Ford Foundation's portfolio
performance wasn’'t bad: we were diversified among stocks, bonds and real estate
and were probably in the top quartile of managed funds over-all, slightly better
than that in comparison to mutual funds alone, including balanced and growth
funds.! Yet today, in terms of the real purchasing power of its assets, the Founda-
tion is less than 179 as big as it was a decade ago. The complex cumulative story
can be summarized in & sentence: we have expended at an average annual rate of
8149, of our assets for a decade while total returns have been very, very small
antd while inflation has eaten away purchasing power at a 49, annual average
rate,

When we began the decade we had assets of $3.8 billion. Today we have $2
billion. With that amount of money we can buy less than 359, of that market
basket of goods represented by $38.8 billion in 1965 and 17% of that of the sort
of services upon which most nonprofit institutions actually spend most of their
money (according to the Malkiel study for Princeton or the Glauber and White
study for Harvard).

All during this period we have accelerated our efforts to diversify our port-
folio into real estate, managed bond portfolios, and out of Ford Motor Company
stock : we husbanded rererves and set our sights on lower budgets; but we could
not do enough. From 1968 through 1973 the dollar raté of expenditure fell but the

1¥Ve're talking here of “managed assets”—about half the Foundsation’s assets were not
fully manageable until the late 1960’s. The Foundation has been divesting itself of ‘‘un-
manageable” Class A Ford stock, which was unregistered and not readily marketable,
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percentage rate of expenditure did not. Here are the dollar expenditure rates
and the percentage of assets expended :

1974 1973 1972 1971 1970 1969 1968 1967 1966 1965 1964

Total expenditures.. 300.3 244.0 263.0 268.0 285.0 287.0 270.0 192.0 229 ol 22.0 216.0
Total portfolio (Oct. ~

15). . .. 200003049l32798326002,533529!59360003538l3015438468 4073l
Percentage payout.. 14.4 8.0 8.0 8.2 9.9 1.5 6.8 53

The point to be stressed is that our average annual rate of expenditure was
about 85%, a very high figure for philanthropy, much higher than the 5149
characteristic of most other large foundations or university endowments.

With a portfolio manager's hindsight, it’'s obvious that was too much. But
from a social historian’s point of view, it may not have been. There can be no
such thing as “overexpenditure” if the money goes to achieve the purposes for
which the institution exists, and if it is spent today to meet needs greater in
importance than those for which it might be spent tomorrow-——the beneficiaries
of charity would hardly argue that at least in their own cases the giver had been
improvident. Four and a half billion dollars of the Ford Foundation's money has
heen expended to serve the needs of the country and the world, much of it in the
last decade.

So much for expenditure : now let’s look at the history of returns.

The long-term history of investment returns must be stated at some length
because much of the data have not been available and widely accepted unti] quite
recently. In their absence all investors had inadequate statistical material with
whick to extrapolate into the future the experience of the past. We are all pain-
fully aware that total returns—dividends and interests plus capital gain or
loss—have been dizappointing for the past five years, but it is useful to draw
back from recent turmofl and observe that the gap bas been widening for quite a
while between great expectations and what investors actually got. Here is the
record of total returns from common stocks in the Standard & Poor’s 500 list at
five-year intervals over the past twenty-five years:

Nominal Inflation
total retum (GNP Real total
(percent) deflator) return
21,0 2.5 18.5
18.5 2.5 16.0
10.3 1.4 8.9
5.8 3.5 2.3
—.1 5.7 —5.8

Let us see how a portfolio distributed 50% in stocks and 509 in bonds would
have fared over the same spans:

Nominal Infiation
total return (GNP Reat tots?
(percent) defiator) return
1.5 2.5 8.0
8.6 2.5 6.1
7.3 1.4 5.9
1.9 3.3 —~1.4
2.2 5.7 -3.5

I've added bar charts to show the relationships of stocks and bonds (both ex-
pressed through the Standard & Poor indices) and inflation (expressed through
the GNP deflator) not in five but in ten-year recent spans—Afirst before deduct-
l(ng t{:e) inflation rate from total returns (“nominal”), then after doing so

“rea ”

What about a stlll longer perspective? What has been available for payout
of real total return (dividends plus interest plus capital growth, less inflation)
over fifty or a hundred years? The story is not much different. Funds invested
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broadly in Amerjcan capital markets over long periods have ylelded 4%4% to
5% in real total returns,

The well-known Lorie-Fisher study for tune University of Chicago showed
total returns from an unweighted “index” of all New York Stock Exchange stocks
from 1926 through 1968 of 7.3% without reinvesting dividends. The rate of
inflation was about 2.3% annually for that period. Roughly extrapolating the
same data base to the present would bring total returns to less than 65%. A
capitalization welghted index (the Standard & Poor’s 500 Stock Index) shows
real total returns of 5.29 from 1929-1973. Nicholas Molodowsky's data for
1871-1970, extended into 1974 by applying to them relevant portions of Peter
Bernstein’s study of the span from 1001-1973, indicates real total returns from
a broader list of stocks over a longer period between 4349 and 5%. All these
figures, clustering in that range, are consistent with Philip Cagan’s recent work
on real total returns for the NBER reported in their Supplement #13,
March 1074,

It is quite natural that we should ask, after a year of disaster in capital mar-
kets, whether we are teetering into the future without pausing to recover our
nerve and perspective. Why won’t it all come back quickly? It may, but we have
seen that in the U.S. total returns have been declining from common stocks
and from balanced portfolios for twenty-five years, not just one year or five.

It is not just the past year which has led us to reconsider our targets and our
total return expectations, but all that we have learned over a decade or more.

Is it true, as is so often said by eager brokers, that “price/earnings multiples
are at an all-time low” ? The answer is: it is not true. Nor is it true that “stocks
are cheap by any historic standard.”

The facts are that common stock earnings are much more expensive today
than they were, for example, in the period 1948-538; price/earning multiples
on the Standard & Poor’s 500 Stock Index are about eight times today, and
they were as low as six times during that period. They were often in the present
range during each decade of the 20th century.

It is also true that stock ylelds are today, seen against history, In a normal
range relative to their primary competition, yleld from bonds. It has taken
a long readjustment to that competition to bring us here, and a further upward
movement in bond yields could force even more. .

Comparative figures for all endowments, collated with mutual funds, are pro-
duced only at six-month intervals by the computer at the Tuck School at Dart-
mouth, and the most recent figures are for June 80, 1974, before the deepest pit of
the year in stock market action. For the five years ending then, the total Ford
Fourdation portfolio ranked ninth out of 167 endowments reporting. This result
was enhanced by the relatively strong record of the Ford stock during the early
part of the period. Omitting Ford stock, the Foundation’s manged portfolio was
twenty-eighth out of 168. The Standard & Poor’s 500 Stock Index would be in
position forty-six. More recent Becker numbers indicate those managed assets
would have been in the top quartile, had it been a pension fund, over five years.
We know that ours has performed as well as or better than any other large diver-
sified philanthropic endowment for the past year or for five.

From the narrow perspective of a portfolio manager, it might be said that
the Ford Foundation has given away more money than it should over the years;
but it has done so for the purposes for which the Foundation was created. Infla-
tion has eaten away even more of the Foundation’s assets, a story twice and
thrice told by now. And capital markets haven’'t helped enough to restore those
losses. Better than average performance wasn't enough to compensate for both
inflation and expenditure. Looking back, philanthropy can be proud of what it
has contributed (to pick a few beneficiaries which come to my mind) to the
defense of constitutional rights, to black colleges, to food and family planning
(inextricably intertwined), to ballet, symphony and decent housing. These con-
tributions have been at the expense of assets, and future contributions must
therefore be reduced. Harold Howe will talk about where that is likely to hap-
pen, but on the financial side, let me suggest a few things Congress can do to help
diminish the injury to philanthropy which has been wrought in i¢cent years:

First, it's encouraging that you are examining a reduction of the 49 excise
tax, for the reasons you have set forth persuasively (Congressional Record, Octo-
ber 4, 1974, pp. 8-18313-S18318), and a reduction in payout requirements. With
respect to the tax, in the government's fiscal 1973, private foundations paid taxes
totaling some $76.6 million, while the IRS operating costs relating to its audits
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gts g)l ;:lharltable organizations, including foundations, totaled approximately
18.6 miltion.

Second, with respect to payout, modification of the present requirements
would be particularly timely in vlew of the financial strains under which founda-
tions are laboring because of the decline in the capital markets.

Third, ft would be very helpful to charity if there could be removed those dis-
fncentives that the Tax Reform Act of 1969 established to the formation of new
foundations and the reinforcement of existing ones. In particular, this would be
& propitious time to remove the limitations which the Act places on the tax
deductibility of gifts to private foundations as against gifts to public charities.
These limitations have made private foundations into second-class philanthropic
citizens, much to the disadvantage of the creative enterprises that must look to
foundations for help.

These three steps, if taken, could help these private institutions continue to
serve the public welfare. They would be: reduction of the tax on foundations,
modification of the payout requirement, and removal of disincentives to the -
formation of new foundations.

TCTAL REAL* RETURNTee
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PREPARED TESTIMONY OF HAROLD HowE II, VICE PRESIDENT FOR EDUCATION
AND RESEARCH, THE FORD FOUNDATION

The notice announcing these hearings points out that the Senate Finance
Committee Subcommittee on Foundations is concerned not only about the effects
of the current economic crisls on foundations but also understandably about the
effects on the recipients of foundation grants. My observations are entirely about
the latter—the problems of non-profit institutions that depend upon philanthropy
in a time that combines both inflation and recession. This statement addresses
itself to the following points:

1. The scope and role of philanthropy in general and of foundations in particu-
lar in the United States;

2. The impact of the current inflation/recession on philanthropy and on its
beneficiaries;

3. Examples of the kinds of activities that are suffering and that will suffer
in the future as foundations curtail their giving; and

4. A brief comment on remedles that would help the sitvation.

Although this hearing is specifically focused upon the problems of foundations
and their grantees, I have to use the broader concept of philantkropy, a term
that covers all private giving from individuals, corporations, and foundations, to
give any sense of the impact of our current economic crisis upon a variety of
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agencies and institutions that are vital to this country's future and freedom.
One of our most treasured traditions in the generous application of private funds
to the needs and problems of people as well as to the maintenance of religious,
educational, civic, and cultural institutions and services. In 1972, private giving
in the United States for these purposes totalled $22.7 billion *—more than double
the philanthropic dollars of ten years earlier. In the current year, a reasonable
estimate for philanthropy in the United States is about $25 billion. Based on the
figures from 1972, this vast sum to support a variety of religious, educational,
charitable, and sclentific purposes will come from the following sources (the
percentages are approximate) :

from individuals—75 percent

from bequests—12 percent

from foundations—10 percent

from corporations—3 percent

The existence of this $25 billlon annual philanthropic sector in the United
States is unique in the world. No other country has anything like our record of
spending annually about 2 percent of our gross national product in tax exempt
funds through decentralized, private decision making. While this is not the place
for a review of all the activities this money supports, it is important to respond
here to those who claim that private money is not significant and could be better
expended by public agencies. The fact is that if the tax exempt funds distributed
by foundations and other philanthropies were to accrue to government, there is
simply no possibility that they would be used to benefit many of the deserving
and needy organizations and individuals that depend on thein. Their use would be
decided by the political system we have for determining public priorities which
could not and would not use them in the way private philanthropy does. We are
fortunate in the United States to have a dual system for applying resources to
human needs—a public system and a private one. These two systems complement
and strengthen each other, and the decline of elther would be a tragedy for our
society.

As more and more public money has been used by cities and states and particu-
larly by the Federal Government in recent years to work on the economic and
social problems of people in the United States, private philanthropy has had a
parallel, healthy growth. The need for it seems to have increased rather than
declined with the development of publicly-supported social programs. Sometimes
it has augmented public funds as in the matching provisions of the Arts and
Humanities Endowments; sometimes it fills the gaps left by inadequate income
from public funds and from client fees as in the great private voluntary hospitals
of the country or the private colleges and universities; sometimes it provides
funding that leads the way for larger government funds as in the Children’s
Television Workship that produces Sesame Street or the grants from the Rocke-
feller Foundation that led to scientific breakthroughs in wheat growing and thefr
spread around the world with help from public funds; and sometimes private
funds are the only possible source of support for independent analysis of the
effects of large-scale government efforts or for research on social problems that
need clarification before government can act on them. Particularly in this latter
area, foundation funds are especially significant. Gunnar Myrdal, a Swedish
economist, was supported in his broad study of the racial issue in American
society by a private foundation—the Carnegie Corporation, and he made & major
contribution to social progress in this country. The recent Energy Study sup-
ported by the Ford Foundation has both admirers and critics, but few deny that
it has advanced public understanding of one of the most crucial issues before us.
Without laboring the point further, a case can clearly be made for the special
contribution of private philanthropic funds to the diversity, the quality, and the
relative equality of life in the United States, though it is abundantly clear that
much remains to be done in all these respects. Today about 10 percent of these
funds come from some 25,000 private foundations.

This discussion puts the foundation dollar in the perspective of the country’'s
total philanthropy, of which foundations are a small but important part. All of
philanthropy is under special stress in today’s economic crisis, and the bene-
ficlaries of philanthropy are what I would describe as “double losers.” First,
their benefactors in general have reduced incomes and reduced capital gains and
can give them less money. Second, the money that they get will buy them less

11973 Annual Report of American Assoclation of Fund-Ralsing Counsel, Inc., 500 Fifth
Avenue, New York, New York.
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than it did before because of inflation. Indeed, it would not be inaccurate to
describe hospitals, colleges, performing aris companies, and other such benefl-
claries of philanthropy as ‘“triple losers.” Kor not only do they face the hazards
of smaller grants and higher costs, they also have bullt into their operations what
the economists call a “labor intensive” characteristic. This means that they
cannot realize many efficiencies by investing in labor-saving devices. Any labor
intensive enterprise has a doubly difficult time during an inflationary period. But
there isn’t any other way to run a dance troupe or a symphony orchestra or a
hospital or a university. '

During the ten-year period from 1963 through 1972, the annual increase in
philanthropic giving in the United States was large enough to protect the bene-
ficiaries of philanthropy from infiation and to provide some small additional
funds each year for expanding services. Using 1967 constant dollars as a measure,
there was a growth in all philanthropy from $11.64 billion in 1963 to $18.1 billion
in 1972, Figures are not yet available for the years 1978 and 1874, but my estimate
would be that inflation has been so rapid in those years that philanthropic giving
has almost certainly fallen behind and failed to maintain a growth rate that will
give its beneficiaries the same income in constant dollars that they received in
prior years,

These generalizations about the broad field of private philanthropy apply to
that portion of philanthropic activity that is supported by private toundations.
In addition, there are some points that can be made with specific reference to
the grantees that are particularly served by foundations. Thelr largest benefici-
aries are in the fields of education, welfare, and health, which together attract
about 70 percent of foundation money, with education getting the largest slice.

The funds that go from foundations to education support a great variety of
purposes and activities. Some of them provide scholarships and fellowships for
deserving young people. (In the Ford Foundation, we are spending about $10 mil-
lion annually for this purpose.) Other funds build buildings, pay salaries, go into
endowment, encourage particular reforms and experiments, or support research.
Sometimes foundation funds are the most useful money & college or university
has because they are quickly available to do something important for the institu-
tion at a time when the idea and the people to carry it through are ready.

For the next five years and probably for longer than that the Ford Foundation
will be forced to do less for education. While our future expenditure plans are
not yet firm, they clearly will involve reduced annual budgets for education, just
as they will for the other major areas of work in which we have been engaged.
I expect that other foundations may face similar problems though perhaps to a
lesser degree. This difference grows primarily from our rather heavy expenditure
of capital in recent years.

One effect of declining foundation funds for education i{s to reduce what I
would call the ‘‘venture capital of education”—the money available to try some
idea or project or to promote some study that might help-education to do a
better job, to serve its varied constituencies more effectively, or to adapt itself
to a changing employment picture. For example, a significant portion of the
Ford Foundation's education funds are used to promote both efficiency in the
management of schools and colleges and equity in the distribution of public
funds for the benefit of portions of the population that have long been treated
unfairly. While we plan to meet all the commitments we have made in these
areas, we shall inevitably do less than we currently are and less than is desirable.

The fact that we have some future commitments illustrates another point
about the limitations of foundation funding during a period of economic strin-
gency. We and many other foundations tend to have such commitments. These
are frequently not formal promises, but they are obligations in the sense that
we have helped to launch programs in schools and colleges or in other agencies
that cannot succeed unless they receive continued support. At any given time
we try to avoid having these future commitments dominate our budgets go that
we can have adequate funds each year to support interesting new ideas that
come to us. But with declining annual funds, our obligations to existing grantees
tend to dominate our spending and bright ideas from potential new grantees
have tough sledding. I know of a number of other foundations that have similar
problems, and I suspect that the domination of grants by existing granteer and
the rejection of new and interesting possibilities is carrently a feature of many
foundation programs. The result may be that foundations as sources of innova-
tion and change become less significant during a period of declining budgets.
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Not that every foundation is engaged in the business of promoting innovation—
many are simply helping institutions to survive by granta that pay their bills
or assume some of their capital costs for construction and equipment. Some
of the activities of the Ford Foundation bave this bread and butter aspect, and
are, we think, worthwhile because of the significance to human welfare of the
agencies involved. But it is obvious that these activities also are handicapped
by the joint effects of inflation and lowered foundation income,

Private colleges, which depend upon & combination of donations and student
tuition to pay their bills, are facing increasingly serious problems. The donations
are inadequate and pushing tuition higher can only result in enrollment declines
that will be self defeating. Every month or so another private college goes under.
Eisenhower College was recently rescued by the Congress probably because of
affection for the man the College memorializes. New College in Florida, a private
institution to which the Ford Foundation gave $1 milllon several years ago,
was not so fortunate; it has gone under and been absorbed by the State.

Private universities face erosion of quality and possible major surgery. as
in the case of New York University. Some are conducting massive drives {o raise
private futds, but even if those drives are successful, the eroding effects of
new levels of inflation will make them less useful to the universities than when
they were originally planned.

I do not believe the private philanthropy by all sources put together will be
able to solve all the problems of the private educational institutions of this
country; but I do believe that a healthy and vigorous phfianthropic base is
necessary if those institutions are to continue to serve the special and unique
purposes that so many of them do.

There are other examples outside the realin of education to illustrate the
effects of the economic crisis on foundation programs. For the past two decades
the Ford Foundation has supported programs to assist state and local govern-
ments to deal more effectively with the multitude of new problems which they
have had to confront in recent years. In this connection, the Foundation has
given shbstantial support to the work of the Citizens Conference on State Legis-
latures, League of Cities, Conference of Mayors, International City Management
Association, National Association of Counties, National Civil Service League,
Council of State Governments and to various academic centers working directly
with local governments. Illustrative of the purpose of these grants have been
efforts to modernize the structure and operations of state legislatures, experi-
ments in ways of using new technology in local government operations, the estab-
lishment of standards and techniques for measuring and improving productivity
in local governments, the assessment of the importance of the new federalism in
revenue sharing and explorations in regilonalizing various governmental func-
tions. Ford Foundation support for all of these programs will be terminated in the
next year or so in order to permit the Foundation to concentrate its limited
resources in other more critical program areas.

As for the creative and performing arts, it is too early to tell whether the
economic cris{s will mean an overall national decline in foundation giving. There
is a speclal—and intrinsically not helpful—reason-for this. Few national founda-
tions have made the arts an important priority. The largest of these, the Ford
Foundatlon, is currently budgeted in the arts about one-guarter below its aver-
age for the 19608 and early 1970s. The Ford Foundation surely will not be
able to play again the kind of one-time role cxemplified by its capital grants
to symphony orchestras, or its sustaited long-term grants to selected non-profit
theaters and ballet companles. It {s not yet clear whether and how it will
be able to help with any operating budgets even selectively, '

Local and family foundations are often the medium for private patrons,
and thus far private patronage of the arts has held up fairly well. But as has
been noted, the arts are also labor intensive and therefore are meeting a rate
of inflation somewhat higher than that in the economy generally. The most
heavlly documented of recent national studles, the Ford Foundation’s study of
the financing of the non-profit performing arts, shows that by 1981 every poten-
gg‘l'eiglg&eugi sl;pport-—ptxilvate paironage. foulndatlons, federal, state and local

d corporations must engage in lar
cu;’rentdle‘;el of activition. gag ger efforts just to maintain the
oundation work in the international fleld is handieap also, At a time when
this country and the world are deeply concerned about tll:ergats of famire, ?az::rgy
crises, a tottering international economic order and recurrent threats 'of war,
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mall pumber of foundations like ours that have been engaged in interna-
ttil:n:l activities seek to keep up our help where we can. We are seeking to
maintain at the best level we can our help to those struggling with-the linked
problems of food and population around the world, but to do so means that
other support must diminish. In particular, we have had to diminish our support
to the great centers of international studies which equip this country to under-
stand the wide world; there was a time when we could provide great universities
like Chicago, Berkeley, Columbla, or Harvard with as much as $1 million a year
each for these studies, but now can forsee only very small fractions of such sums.

Mr. Chairman, philanthropy is no different from any other economic activity
in the United States—when the economy is reasonably healthy and when infla-
tion is under control, it can play its part responsibly and effectively. When the
economy is in a decline and inflation is rampant, philanthropy suffers and so do
its beneficiaries. So the basic remedy for today's problems in the world of
foundations and of benefactors generally is the same as the remedy for business,
for finance, and for the individual citizen. It involves mounting on a national
scale appropriate efforts to slow the rise of prices and wages, to encourage
savings, to meet special emergency problems like that in the energy fleld, to
ward off recession, and to build citizen support for these endeavors so that they
will succeed.

Aside from large-scale actions and government policies that will help to re-
turn our economlic system to some degree of order there are two actions that
you might consider to help those who are helped by philanthropy. One is to
make sure that tax policy does not inhibit giving to non-profit agencies by indi-
viduals and corporations, and the other is, as you have previously recommended,
to reduce the levy on the income of philanthropic foundations that the Congress
placed in the 1969 Tax Reform Act. This tax at its current level i1s not serving
the public interest, while a reasonable fee to cover the costs of regulation would
be quite sensible,

Senator FANNIN. The hearings will come to order. The next witness,
Mr. John Huffaker, attorney.

Myr. Huffaker, I want to apologize to you and to the other witnesses
for this delay. You have been very, very patient, and I hope that we

can move along rapidly. I do not say that in trying to rush you, but
I hope we can hear all of the witnesses this evening.

STATEMENT OF JOHN B. HUFFAKER, ATTORNEY

Mr. Hurraker. We are all aware of the hour, Senator, and I will
be asdbrief as we can. Please include my printed statement in the
record.

I am John B. Huffaker, a partner in the law firm of Pepper,
Hamilton & Scheetz. In my practice I have been closely involved with
foundations; some of whom are members of the Council on
Foundations.

I am going to focus solely on the procedure by which we vary the
required payout by foundation from year to year. The statute provides
a 6-percent rate and then a percent referring to changes in money
rates and investment yields, so that the payout in any year is to be
a relationship between money rates and investment yields in the imme-
diate preceding year and those of 1969.

Through the sharp eyes of Senator Hartke’s staff, there has been
made available to us a letter to the Senator dated November 22, 1974,
from Mr. Hickman, Assistant Secretary of the Treasury Department.
This letter points out that the Treasury Department’s view of this
year-to-year adjustmer:t is that it should be made by relation to the
changes in the value of 5-year Government bonds.

42-403—75——8
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Therefore, the rate for next year is expected to be 7 percent or a
little bit more. This represents approximately a 25-percent increase
in the required payout rate.

For private foundations, we feel that this requirement of a 7 percent
plus Fayout next year represents a misinterpretation of the congres-
sional intent when the minimum payout rules were enacted.

I will ask the Senator to remember the hearings before the Finance
Committee when Mr. Peterson presented the Peterson report. You
remember, sir, he put it up on slides on the wall and so forth.

Senator FANNIN. Yes.

Mr. Hurraker. Now the Peterson report had an excellent analysis in
it in some ways and not so excellent in others. It purported to demon-
strate that the foundations could pay out 6 percent per year. Now this
was based upon two elements.

It was based upon an element of about 314 percent or 4 percent of
ordinary income, and about 2 percent or 214 percent of capital gain.

Now attached to my testimony is a table, Senator, that shows—the
first table, Mr. Marlowe——

Senator FANNIN. What pageisitont

Mr. Hurraxer, It immediately follows page 11, which would be

page 12.!
enator FANNIN. All right, sir, we have it. Thank you. If you would

roceed.
P Mr. Hurraker. This table is based upon the Standard and Poor 500-
stock average, which is a very representative average. The figure all the
way over in the right-hand column, “Net Annual Return,” takes into
account three elements: ordinary income capital growth, and infla-
tion, well I will just summarize.

Senator FaAnNIN. All right, please.
Mr. Hurraker. This column of this table shows that based upon the

Standard and Poor average, if you take into account three things: the
ordinary income, the growth in value or loss in value during the year,
and inflation, that for the period, from 1958 through 1968, there was
actually an average real income this year of more than 6 percent. If we
take that up to date, it is only 4.5 percent.

But this is based upon the income equivalent composed of the two
factors, ordinary income and capital appreciation. Now I think that
Senator Curtis will remember that following the report of the bill,
when the Finance Committee stayed with 5 percent, Senator Percy of-
fered an amendment to the floor to raise it to 6 percent. Senator Curtis
unsuccessfully opposed it, but Senator Percy stated, this is not in-
tended to be a death-wish for foundations, but if you invested your
money wisely, you should realize a real return of 6 percent.

Now let us look for 2 moment at what the Treasury Department is

roposing in a letter to Senator Hartke today. The letter to Senator
artke says that for next year we are probably going to have an income
minimum payout of 7 percent or more. ~

Now, then, this is at a time when our ordinary income has certainly
gone up as a percentage yield. Common stocks are now yielding 5 per-
cent on the current average, rather than 314 percent, gut when they
raise the income payout by 114 percent, what they are telling is that

1 See page 114,
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in a very bad market, when we are all having decreases in value, we
must invade corpus more-or-less the same amount that we would have
been invading corpus in basically a good year.

Senator Curris. Now by the same amount, you mean the same dollar
amount.

Mr. Hurrakger. No, sir, the same percentive amount because what
they have done is propose to increase the minimum payout percentage
by {ust about the same amount that our ordinary income did increase,
so the difference between the income we will be getting and the required
distribution will remain about 2 percent of corpus, and I think that is
wrong because if Secretary Cohen and Mr. Percy knew what they were
talking about when they were here, they said we are looking at your
total income, and that is your ordinary income plus the growt%].

Now the Treasury Department does not propose to take in account,
i;l1 ﬁx}i)nlg the payout, the complete lack of growth. This really threatens
the ability—

Senatm)-y Curris. In other words they are following a rule that if
growth increases the payout, we consider it. Lack of growth we will not
consider in order to lessen the payout.

Mr. Hurraker. I am not certain that is true, Senator. What they
are saying, at least, where there is lack of growth, they are not cutting
it down for any lack, The formula itsélf has built into it an assumption
of a certain amount of growth.

Senator Curtis. Well, it does amount to this, that growth or the lack
thereof is considered a factor to increase the payout, but not considered
a factor to decrease it.

Mr. Hurraker. They seem to be relying completely on current in-
come, compared with current income in 1969, whereas the committee in
fixing the percentage was looking not only to current income, but also
to capital appreciation.

Now I would like to commend to the committee’s attention your bill,
Senator, S. 3927, which would, among other things, have substituted
exact percentages for those which would be flexible from year to year,
and I think that would go a long way to removing the very difficult
problem that we will be confronted with next year. I would be hopeful
that there would be a chance for an amendment or something like that,
even this year because there is a technical gaffe in the statute. The for-
mula just does not work. The formula does not respond to the lack of
appreciation. The formula as construed by the Treasury reacts only to
income, and that simply is not the way the committee was thinking.

There is another graph * here that shows—just behind the one before
you, Senator Fannin——

Senator FANNIN. This graph?

Mr. HUFFAKER. Yes, sir. Now that shows the basic fallacy in the
way the Treasury is thinking. The real line that starts at the bottom is
the gross national product deflator. The line just above it, prime com-
mercial paper—you will notice how generally how the prime com-
mercial paper rate and the GNP deflator move the same way.

Now that really reflects interest. That reflects—now you will notice
the corporate bond line, which would be very similar to the 5-year
government line, moves with, but shows greater stability. But you will
see toward the end, the dramatic increase in yield in corporate bonds.

9 See page 113,
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Now you will see all of these things really are not a function of your
ability to grow. It is a function of inflation, and inflation is reflected
in money rates. What we are seeing right now are high yields because
people fear inflation. '

Senator FANNIN. Of course, we did not anticipate, as you well know,
what has happened. The tremendous change that has come about,
especially in the last few months and year, was never anticipated when
we were writing this legislation. I am very concerned as to just what
can be done to make changes because you know, we are coming to the
end of this session. Is your thought that something should be done
immediately? We are up against a time schedule that is almost
prohibitive.

Mr. Hurrakrer. We have in the Peterson report, an assumption of
inflation of 1.6 to 2 percent which now seems like it must have been in
another world completely. What we are hopeful could be done would
be a very simple time buying bill, such as Senator Curtis S. 3927, that
would take us out of the variable percentages for a few years. If it
were 4.5, 5 percent, almost any fixed percentage for a number of years,
at least it would take us away from dependency on a formula that does
not reflect this new world of inflation.

Senator FANNIN, Well, I certainly understand the seriousness of
this change that has come about, but I am just hesitant to make any
commitments as to what can be done in the time remaining. I do not
know what Senator Curtis has in mind in his legislation or whether
or not he had in mind anything being done this year.

Senator Curtis. Well, it was my hope, but realistically, I do not
know what is ﬁoing to happen. We are about to go on recess again,
but certainly this is urgent. We are aware of that. I believe that the
mandatory payout, if it is going to be continued, must be lowered, and
I also am indebted to you for calling attention to the fact that a fixed
rate is advantageous. It would enable foundations of all sizes to more
wisely manage their portfolios, but that is a fixed figure that they
could rely on.

Mr. HuFrakzr. I think it would be a major improvement, Senator,
and we hope you have a chance to consider it as early as possible.

Senator Curris. I hope so, and I hope we can reduce it.

Mr. Hurraxer. Thank vou, Senator.

Senator FaNNIN. Mr. Huffaker, we greatly appreciate your recom-
mendations to substitute a fixed formula for the variable formula.

It seems sound as far as we have gone and I understand as your re-
port shows that the Ways and Means Committee had reported to a
prior Congress, so we have precedent for that, and I would just say
that this information will be carried to the chairman and fo other
members of the Committee. We cannot make any commitments about
what we will be able to do in this session.

Was there anything further?

Mr. Hurraker. Noj; that is fine.

Senator FANNIN. We certainly apreciate it. Thank you very much
for your testimony.

Mr. Hurraker. Thank you very much.

[The prepared statement of Mr. Huffaker follows:]
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PREPARED STATEMENT OF JOHN B. HUFFAKER

I am John B. Huffaker, a partner in the law firm of Pepper, Hamilton &
Scheetz. I have been deeply involved in matters relating to private foundations,
both through the affairs of our clients, some of whom are members of the
Council on Foundations, and as 8 member of various professional groups.

The minimum payout percentage for private foundations is fixed by the
statute at 6% of corpus value for 1970 with special transition rules for existing
foundations. It is my purpose to examine the mechanism in the statute for the
year-to-year variations in the 695, rather than engaging in the debate whether
starting point is too high. My testimony will be concerned solely with the statu-
tory provision for year-to-year adjustments in the minimum distribution require-
ment for private foundations. It seems to me that the statute possibly reaches a
result contrary to Congressional policy, and one that threatens to irreparably
damnge the ability of foundations to meet their future obligations.

A. CONGRESSIONAL INTENT

Section 4042 (e) (3) of the Code provides:
Applicable Percentage * * * The applicable percentage for any taxable year
beginning after 1970 shall be determined and published by the Secretary or
his delegate and shall bear a relationship to 8 percent which the Secretary
or his delegate determines to be comparable to the relationship which the
money rates and investment ylelds for the calendar year fmmediately preced-
ing the beginning of the taxable year bear to the money rates and investment
yields for the calendar year 1969. , : .

In order to test the validity of the formula in the statute, we must start with the
purpose of the minimum payout rule. -

A review of the statutory history shows a focus on fixing the percentage and &
dearth of attention t6 the mechanics for adjusting it. The original 1965 Treasury
Report (page 6) advocated: “An ‘income equivalent’ formally should be provided
to place them [non-operating private foundations who would minimize thelr
regular income by concentrating their investments in low. ylelding assets] on a
parity with foundations having more diversified portfolios.”

The percentage mentioned in the report is “In the range of three to three and
one half percent.” (Report, page 80.) Thus, at that stage the income equivalent
was to avoid artificial levels of payout through investment in low yield stocks.

In the period between the 1965 report and the statement of Secretary Fowler
on December 11, 1968 there had been some shift in this philosophy and the Secre-
tary uses one example assuming a 5% equivalent. The Ways and Means Com-
mittee did adopt the 5% rule and it's Report stated that the minimum payout rule
is adopted *“‘to prevent avoidance of the ‘current-—benefits—to—charity’ rule pro-
bosed through investments in growth stock or non-productive assets.” The report
merely paraphrases the provision in the statute that the 5% rate is to be adjusted
from time to time based upon money rate and investment ylelds. (Ways and
Means Report, page 25.) ‘

Before the Senate Finance Committee, Assistant Secretary Cohen stated that
the 5% rule took into account long term appreciation and he recognized that 59
would require distribution of some amount of principal. (Senate Hearings, p.
677). He also pointed’ out that a different approach would have been to require
distribution at the time gains were realized, but this would have inhibited the
turnover of Investments by foundations. He specifically stated that the rule
“would not be a death sentence to a foundation ;" also “it imposes some burden -
above what might be the recurring income * * ¢, He recognized it would keep
the foundations from “growing constantly” but made no mention of causing them
to wither. The Finance Committee continued the provision in the House bill and
the Finance Committee Report sheds no light on the year-to-year adjustment,

However, the Peterson Report (officlally the Commission on Foundations and -
Private Philanthropy) had been recelved by the Committee and Senator Percy
moved on the floor to increase the payout percentage from 5% to 6%. The Peter-
son Report contained statistical dath showing that: ' .

Current fncome - aimual appreciation >89,
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This analysis is somewhat suspect due to the base used, Table 1 attached in-
dicates a better number would be about 4.5%. However, our attention is on the
year-to-year adjustment.

In arguing for his amendment Senator Percy’s key comment was, “The pay-
out requirement should be high enough to require them [foundations] to invest
their funds productively, but the percentage should not be so high as to amount
to a delayed death sentence.” In debate with Senator Curtis, Senator Percy
stated that colleges do earn on their endowments “better than 6% including ap-
preciation.” See Cong. Record, Dec. 6, 1967 at p. 51695 et seq. The Peterson Com-
mission Report is of particular importance in discerning intent because it is the
only published rationale of how a payout percentage was determined. Over a
period of years it determined the average ordinary income of mutual funds, the
average per annum appreciation and reduced this total yield by the prevailing
rate of inflation—1.6% to 29%,.

Conclusion Concerning Congressional Intent

It appears evident that all legislative history includes a desire to require the
distribution of an amount approximating true net income, i.e., the sum of current
ordinary income plus appreciation less an adjustment for inflatlon of such
amount was more than current income,

B. THE STATUTORY MECHANICS

The next step in thé analysis 18 to compare the Congressional intent with the
mechanics of Section 4942 (e) (8). As a starting point, let us consider the mean-
ing of the terms “money rates” and “investment ylelds.” The term “money rates’
ordinarily refers to the interest rates that current loans will carry. The term
“investment yields"” probably can be read either as referring to current dividends
or the total investment yield, i.e, ordinary income plus or minus capital appre-
ciation less an adjustment for inflation. Thus far, the Treasury Department
appears to have made the year-to-year adjustments by reference to current ylelds
;m m;w short term bond issues, but it has never published the formula that it
8 using. -

We belleve a persuasive case can be made that “investment ylelds” should be
construed as "total Investment ylelds;” however, there is a good case based on
the literal reading of the statute that both terms should be read as referring to
current yields. If we assume that the percentage change will be based upon

changes in money rates (i.e., that the Treasury continues to follow the policy

it appears to have followed thus far) then we have a dramatic increase in the
8% rate between 1978 and 1974, See Table 2.

By reference to the attached Table 1, it is noted that the Standard & Poor
600 stock index produces a yield before inflation adjustment in 1969 of 3.439%
and in 1973 of 3.46%. The current stock market disaster now has the 500 stock
index showing a yield of 5% (Table 2). Thus, we have an increase of an amagzing
45%. This is one of the incidental impacts of the unforeseen and unprecedented
inflation. As shown by Table 8, short term interest rates always follow infla-
tion because a man will generally lend his money for a premium of 2% to 3%
plus an amount to offset inflation. We have recently seen a prime rate of 129,
which reflects the predictable desire of lenders. Of course, the yleld on com-
mon stock would also move in the same direction as the interest rates as common
stocks compete with fixed return investments for the available funds. As we all
know, stock prices have moved down and many stocks now sell at unprece-
dented levels in terms of earnings. Table 8 shows a greater stability in long
term bond ylelds because the investor theoretically takees .into account the
anticipated inflation over the entire period that the bond is outstanding and
therefore discounts what he regards as abnormal situations. Based solely upon
the change in money and dividend yields the Treasury Department could Justity
a rggyuirement for distribution for next year based on 1974 experience of 8149
or 0. B '

It is noted that this approach completely ignores two of the three significant
items that were taken into account in fixing the original minimum of 69 :

(a) Unrealized appreciation increased the amount that in 1969 Assistant
Secretary Cohen visualized as being available for distribution whereas most
investors experienced a significant capital depreofation during the current
year;
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(b) The inflation factor mentioned in the Peterson Report was in the
2% range, whereas the current rate is 129 or so; thus the formula might
be construed to produce a required distribution of 9% with an invasion of
principal (assuming a realization of the §% current income yield) of 4%.
Also, the portfolio probably suffered a loss in excess of 30% (again based
upon changes in common stock indices).

Previously we summarized the Congressional interest as follows:

(1) Current income plus capital growth minus inflation loss equal minimum
payout
(2) Minimum payout minus current income equal corpus invasion

Now in the statute capital appreciation and inflation loss are not expressly
recognized as variables in the formula :

(1) Minimum payout equal corpus value multiplied by .08 multiplied by current
rates and ylelds, divided by 1969 rates and yields
(2) Corpus invasion equal minimum payout minus current income

If we assume that the portfolio held its values, then there would still be a
negative yield for the year, since the inflation exceeded the return on invest-
ments, This would seem to clearly indicate that the formunla as construed in
this manner reached the result contrary to Congress’ intent,

While in the current climate it may seem an academic exercise, the applica-
tion of the formula to a bull market produces the wrong result also, When the
world 18 bright and gay and the investors optimistic, the yield on stock (as a
percent of current value) tends to go down as the values go up. Stocks may sell
for an average multiple of earnings of 18 or so as compared with a recession level
of 8 or lower, This would reduce the 8%, since the current yield would have
slipped from the 3.43% of 1960 to perhaps 3.09%. At.the same time the stock
market might be realizing a 309% appreciation, yet the foundations would only
be required to distribute about 29 of corpus in excess of an average current
yield. Thus only a small portion of the large real growth would be distributed.

CONCLUBION

If the statute is construed to fix the minimum current distribution level by
reference to money rates and current yleids on stocks then an absurd result
threatening forced liquidation of foundation principal would be required next
year, If the statute is construed to require reference to total current yield and
the reference to money rates is construed to refer to an excess of interest over
inflation, then Congress’ intent would be effectively fmplemented, at least in
the current market. This takes an interpretation that emphasizes Congressional
intent—a possible result but certainly not an assured one, However, a year-by-
year test would require distributions when capital appreciation is being generally
realized aithough it is merely recouping capital losses in & prior year.

1t should be noted that the 6% figure is applicable only when current income
is below this figure, Thus when the true economiec return of the foundation is a
negative figure (or virtually so) by reason of inflation and capital depreciation,
then the distribution would be based on the current fncome figure. There is no
quarrel with a requirement of distributing current income currently but require-
ments for greater distributions shoutd reflect bad years as well as good ones,

C. RECOMMENDATION

It is urged that the statute be clarified so that the Treasury Department will
take into account true total yield for the year prior to the beginning of next year,
It Is an axiom that a statute should not be construed to reach an absurd result
if another construction is possible, The Treasury Department might reach this
result in any event, but the clarification would be an important immediate con-
tribution to the orderly functioning of the private foundations.

However, even this will leave two severe problems:

(1) The 6% as a hase is too high, .

(2) The use of the percentage of corpus limitation on minimum distributions
does not permit an offset of good results in one year by poor results in another.

Legislation similar to the bitl (H.R. 11197) reported by Ways and Means in
the last Congress would seem to be a simple way to get the time required to
prevent irreparable harm while the problem receives the study it deserves, This
bill substituted 5% for 8% and fixed percentages for tie variable amount for a
period of about 6 years, ' ‘
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TABLES

TasLE 1.—True Yield on Common Sttocks )1958—73 (prepared by Glenmede
Trust Co. '
TaBLE 2.—Current Yields on YVarious Stocks and Bonds (from Philadelphia
Inquirer, November 18, 1974)
TABLE 3.—Graph Showing Relation of Interest Rates and Inflation (prepared
by B. Zumeta, First Pennsylvania Banking & Trust Co.)

TABLE 1

Standard & Standard & Percent
Poor 500 Annual Poor 500 total Annual Annual Net
year-end growth current Annual  year-end infiation loss due to annual
closing rate yield return  holding to rate infiation return
price  (percent)  (percent)  (percent) . beginning  (percent). (percent) (percent)
Year ) @) ® ) %) (6) @ ®
855, 21 L. i.iiiiiiceaseazeees-mmezeszesceseszzessen geeretcersemsesasasoszoasacsennaacs
58. 89 6.67 3.06 9.73 09.73 4.16 4,56 5.17
58.11 —1,32 3.35 2.03 02.03 - L12 175 0.28
71.55 23.13 2,82 25.95 25.95 1.23 1.55 24.40
63.10 —11.81 3.3 —8. 43 91,57 1Ll 1.04 —9, 47
75.02 18.89 3.04 21.93 21.93 +-1.28 1.56 20.37
84.74 12.96 2.95 15.91 15.91 1.56 1 8; 14.10
92.43 9.07 2.94 12.01 12.01 1.90 2.1 9,88
80.33 —13.09 3.57 —9,.52 90,48 2.80 2.53 —12.05
96. 47 20.09 3.03 23.12 123.12 314 387 19.25
103. 86 1.66 2,96 10. 62 110:62 3.99 4.41 6.21
92.06 . ~11.36 .4 —7.93 92.07 4.88 4,49 —12, 42
92.15 .09 3.4 3.50 03. 50 5,46 5.65 —2.15
102.09 10.27 3.01 13.78 13.78 471 5.36 8.42
118.05 15.63 2.67 18.30 18. 30 3.15 .13 14.57
97.55 -—17.37 3.46 —13.91 86.09 5.40 4,65 —18,56

Note: Average 4.53 percent.
' TABLE 2.—CURRENT YIELDS

AVERAGE ANNUAL RETURNS CURRENTLY AVAILABLE ON INVESTMENTS IN VARIOUS GROUPS OF STOCKS AND

BONDS
[In percent]
Latest Previous Same week
- . week week last year
Standard & Poor's stocks: -
425 industrials. . ... o il 4.62 4.52 3.02
20 rails........ : 6.23 6.15 5.05
55 utitities 9.95 9.9 .11
500 composite. .. 5.00 4.9 3.3t
Prefer 8.61 8.69 2.35
Philadelphia bank stocks L ... iieiii i 7.38 1.21 3.8
Standard & Poor’s bonds:
AAA rated:
Industrials. . o.o.c.n e ereceereeaaaaaaa 8.36 8.28 7.63
Utilities. - oo oo fearescnsrenea 8.85 8.87 1.93
8.61 8.63 7.78
AA
8.58 8.52 .79
H A I
8.9 9,00 7.%
8,78 8.80 1.95
9.41 9,31 8.35
9.23 9.25 8.29
9.15 9.12 8.20
BBB .
9.36 9.38 8.63
10.90 119 9.43
9,61 9,63 8.49
- Oompo'si&..._.l:). ......................................... 9.9 10. 07 8.69
ernment (taxaole):
[y UL T RPN 6.5 . 6.66 5.91
1.46 1.5 692
7.64 .28 L ;0
6.37 6.54 524

1t Compiled by H. N. Nash Inc.
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Senator Faxnin. The next witnesses will be Dr. Russell G. Mawby,
Mr. William Baldwin, Robert Smith, and Lawrence Fox from the Ad
Hoc Committee on Family Foundations.

So we can clarify, it was my understanding that Dr. Landrum Boll-
ing of the Lilly Compan{ Endowment was either filing his statement
or 18 not here. Oh, he will be here tomorrow ¢ All right, he will testify
tomorrow. :

Dr. Robert Bonine, Minnesota Council on Foundations, tomorrow ¢

Mr. BoNINE. Yes, sir.

Senator Fannin. All right.

And F. Lee Jacquette? .

Mr. JacQUETTE. Yes. I would prefer today, if I might be heard after
these gentlemen.

Senator Fan~in. All right, fine.

1 just want to apologize. I did not know just exactly where we stood.
I thought we were down to this Ad Hoc Committee, but we will hear

- you immediately after they complete their testimony.

Gentlemen, we welcome you here today, and apologize for the late
3011}', commend you for your patience, and you may proceed as you so
esire.
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STATEMENTS OF H. LAWRENCE FOX, THE PEW MEMORIAL TRUST;
_ROBERT SMITH, THE PEW MEMORIAL TRUST; DR. RUSSELL G.
MAWBY, PRESIDENT, THE KELLOGG FOUNDATION; AND JAMES
W. RIDDELL, THE KELLOGG FOUNDATION

- Mr. Fox. We are grateful t6 be here.

"Mr. Chairman, members of the subtommittee, I am H. Lawrence
Fox, and I am acting as moderator for the following foundations who
are represented by the Hormel Foundation, Raymond Ondov; the
Kellogg Foundation, Dr. Mawby and James Riddell ; the Kresge Foun-
dation, William Baldwin—has izft to catch a fljght, I am sorry to say;
the MacLellan Foundation; the Pew Memorial Trust, Robert Smith
and myself; and the Woodruff Foundation.

For purposes of brevity, only four of our group will testify. How-
ever, all of us are available for answering questions.
s+.Since our primary concern is with the economic impaect of the mini-
mum distribution rule, our testimony will be restricted to section 4942
of the code. However, we would like to state that we concur with the
analysis and conclusion of your subcommittee that the excise tax in
Settion 4940 should be reduced from 4 to 2 percent. Throughout our
testimony, we will refer to your subcommittee report, which was dated
October 4, 1974, as “the report.” '
... Mr. Smith will testify on why section 4942 is operating to the detri-
fient of private foundations. Dr. Mawby will illustrate the erratic
Aapplication of that section, and Mr. Riddell will testify on the process
for determining the applicable percentage in 4942(e) (3), and I will
conclude our testimony.
“"The testimony being given is supported by a study entitled “The
Impact of the Minimum Distribution Rule on Foundations” by Dr.
Norman B. Ture,' which was a part of this group’s testimony and state-
ment before the House Committee on Ways and Means on Apri] 10,
1974. That testimony and study, as well as detailed submission for this
subcommittee, is submitted for incorporation into the record.”

Sel:lator Fannin. The full testimony will be made a part of the
record.

Mr. Fox. Thank you, sir. Our first speaker is Mr. Robert Smith.

STATEMENT OF ROBERT SMITH, PEW MEMORIAL TRUST

Mr. Sarri. Mr. Chairman, section 4942 requires private foundations
to make annual distributions at a prescribed level, based upon endow-
ment value. F'rom our experience, this approach is not only unrealistic,
but is forcing most private foundations to invade their corpus. The
resulting decrease in endowment value, coupled with decreasing mar-
ket values and double digit inflation, is detrimental to the future ex-
istence of private foundations. In addition to forcing an encroachment
on capital, section 4942 does not give recognition to the fact that many
private foundations that are currently able to support major charitable
programs are only able to do so because their assets have been histori-
cally invested to provide a reasonable appreciation in value as well as

1 See page 152.
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a fair current return. Thus, the group is concerned with the method of
determining such a distribution as set forth in section 4942, since 1t
effectively prevents equity type investments. But the group is not
philosophically opposed to the concept of a minimum annual charitable
distribution.

Your subcommittee’s statement that, “In our pluralistic society, we
should never depend on Government alone to support research and in-
novation. Foundations offer an alternative to that dependence, and as
such they should be welcomed and encouraged,” is totally inconsistent
with the operation of section 4942, which will bring about a slow but
certain death sentence.

A 6 percent or higher rate is not realistic. Standard and Poors
(1969) indicates that dividend paying stocks will pay less than an
average of 4 percent in dividends. Using this as a measuring stick,
most foundations will be forced to reduce principal assets. Obviously,
a high distribution rate serves charity today, but also equally obvious-
ly, reduces charitable distributions for the next year and subsequent
years by virtue of corpus shrinkage. In our statement to the House
Committee on Ways and Means, we set forth several examples which
showed that if a 6-percent annual payout requirement for foundations
had been in effect since their creation, charitable distributions would
have been greater than those actually made. However, because manda-
tory invasions of capital would have been required to meet the 6
percent standard during some of these years, the present value of
the foundations’ assets would have been reduced, with the result that
current distributions would have been severely reduced. In other
words, the present cost to charitable recipients would have been stag:-
gering. Even without considering the current inflation problem, if
history repeats itself, the future of private foundations and their
charitable recipients is bleak, This is totally contrary to the congres-
sional intent, as indicated by the legislative history of section 4942.
For example, in defending his amendment on the Senate floor, Senator
Percy states: “The percentage should not be so high as to amount to
a delayed death sentence.”

From the legislative history, it is clear that section 4942 is premised
upon a foundation’s total rate of return being the sum of its dividends,
interest and capital gain realized and unrealized, divided by the
market value of the assets, The statutory formula may be stated as
follows: current net income plus capital growth minus inflation equals
proper distribution, -

A simple example, applying this formula, illustrates why today the
mandate may be a death sentence. Even assuming an unrealistically
high current net income of 6 percent and a capital growth of 2 percent,
and an inflation rate of only 8 percent, the application of this rationale
shows that a zero distribution rate is appropriate—6 percent plus 2
minus 8 equaling the zero distribution. Obviously, the group is not

~ desirous of an amendment requiring no distribution, but we wish to

make it clear how unbalanced the statute is. -

The failure of the statutory framework to include actual corpus
growth and actual inflation, currently causes an automatic distribution
in excess of current income which results in a corpus reduction. In
addition, these results occur because the minimum investment return
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rule is expressed as a fixed percentage of the fair market value of the
assets held by a private foundation.

Often this fair market value is established by a public market, as
in the case of common stocks of companies listed on a national stock
exchange. In these instances, the traditional indication of value is the
public’s expectance of future earnings. Therefore, increased current
earnings by the companies involved produce a proportionately greater
increase in traded value, necessitating a greater invasion of principal
to comply with the payout requirement, assuming no increase in
dividends.

No matter how the problem is stated. under the 1969 Tax Reform
Act, foundations must tap their capital resources for the difference
between the required distribution rate of 6 percent and their actual
cash income, This is unfortunate for foundations and bad for charity.

Mr. Fox. The next member of our group to testify is Dr. Russell
Mawby, the president of the Kellogg Foun(ﬁtion, Battle Creek, Mich.

STATEMENT OF DR. RUSSELL @. MAWBY, PRESIDENT, KELLOGG
R FOUNDATION

Mr. Mawsy. Thank you, Mr. Chairman, Senator Curtis.

My remarks will describe the interrelationships of economics and

philanthropy, as illustrated in the experience of one foundation. We
think that our case represents very well that of hundreds of founda-
tions across the country, though most of them are relatively small,
grew out of a family-established business enterprise.
- Because of the Kellogg Co. common stock held by the W. K. Kellogg
Foundation Trust, the trust’s market value since inception in 1935 has
appreciated over tenfold,-and has far exceeded the appreciation and
income production which would have been realized if the assets had
been in a 50-percent diversified portfolio, a 3314 percent diversified
portfolio, or in an all-bond account.

From original gifts from our founder of $45 million, which in
1973 had a fair market value of $590 million, distributions to charity
then totalled $272 million; 1973 income from our continued holdings
of Kellogg stock was 66 percent greater than in 1967, compared with
an increase of only 12 percent from our diversified portfolio, and this
favorable comparison continued in 1974,

Now, such a record of increasing philanthropic support could not
have been achieved under the 6-percent minimum distribution rule of
section 4942 in TRA 1969, since that rule mandates arbitrary and
continuous invasions of corpus, which to us is an unsound practice in
prudent fiscal management.

- To illustrate, had the 6-percent distribution rule been in effect con-
tinuously since this Kellogg trust was established, the following would
have occurred. First, from 1934 through 1974, the trust made an actual
distribution of $243 million. Had the minimum distribution rule been
applicable, distributions of $271 million—or an increase of $28 mil-
lion—would have been made. Second, to meet that payout require-
ment, the trust would have had to sell the equivalent of 18 million
§hares with & market value of $201 million. Therefore, the trust’s hold-
ings would have been reduced to a market value of about $206 million,
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and thus in summary, the short-term higher return to charity of $28
million would have cost $201 million in corpus value, thereby reducing

_the current size of the trust by about 50 percent.

Further, for 1974-75, the distribution from the reduced assets would
have been only $10.9 million, rather than the $21.7 million which will
in fact be distributed. Thus, in addition to reducing the principal
fund, the Tax Reform Act distribution provisions, had they been in
effect, would have cut in half the income dollars available for distribu-
tion. Consequently, of course, the benefits of about half of the projects
actually supported in recent years would never have been realized, and
would have been lost forever, because it is unlikely there would have
been any other source from which they could have been financed.

To illustrate this briefly in another way, if Congress had mandated
the 6-percent payout, effective immediately, when the Tax Reform Act
was passed in 1969, and therefore the full effect of the law had been in
operation over the past 5 years, our corpus by now would have been
reduced to the extent that this year’s income would be reduced by $1.9
million, or about 10 percent. )

Now, in the current market situation, in spite of havoc being played
on portfolios of mutual funds, pension funds, and endowments, the
return to charity from our investment in Kellogg continues to in-
crease, as evidenced by the fact that our gross income from Kellogg
stock 1n the fiscal year just completed was 104 percent greater than
just 10 years ago, having risen steadily each year. Further, the market
value of our holding of Kellogg stock at October 31 was 42 percent

_ greater than at December 31, 1969, and down only modestly—about

614 percent—from last December 31. By comparison with that 6.5 per-
cent decline, the decline in the Standard and Poor 500 stock index
since last December 81 has been 24 percent, and the Dow Jones indus-
trial average is down 21 percent. Mutual fund performance generally
has been even worse. I would think that the efforts of some foundations
to meet the high payout requirements of the law have no doubt re-
sulted in an increase in portfolio risk taking to increase income. In the
current economic decline, those kinds of investments have suffered the
most, both - from the decline in stock market values and from reduced
or omitted dividends.

During the period 1965 through 1973, Kellogg Foundation grants
increased an average of 714 percent per year. T)uring that time, the
annual crosion due to inflation averaged 3.9 percent. Thus, it can be
seen that through prudent fiscal management and the distribution of
all of its income to charity, the Kellogg Foundation has been able to
more than counter the forces of inflation in its philanthropic endeav-
ors. Specifically, its annual grants outpaced inflation through 1973
by an average of over 3 percent per year. However, because of Federal
wage and price controls which limited dividends, Kellogg Foundation
%rants in 1974 were only 3.8 percent greater than in 1973. To have
tept up, of course, with the double digit inflation during 1974 would
have required massive invasions of corpus. ’ -

In 1975, we expect continued improved earnings from our Kellogg
holdings, to the extent that our 1975 return to charity will be over
$23 million—after excise taxes—or.534 percent greater than in 1974.
And throughout this period, and in spite of increasing administrative
<osts caused most foundations by the Tax Reform Act and by in}lation,
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Kellogg Foundation administrative costs have been held to under 5
percent, thus further maximizing our return to charity.

Looking at the current economic crisis of our grantees, accurate
statistics are not yet available reflecting cost increases in the educa-
tional and health sector. 1lowever, when the 1975 increasce of 514 per-
cent in Kellogg Foundation grants is contrasted to the double digit
inflation figure of 10 to 1214 percent for the economy in general, it is
apparent that wo will not now be able to provide charitable funding
either to counter or exceed the general level of inflation, let alone the
even greater cost increases being experienced in the nonprofit sector.

Even so, the picture would have been far worse if the Tax Reform
Act distribution and investment provisions had been in full opera-
tion in recent years, resulting in deep cuts in principal, and therefore
the income available for distribution to charity.

Under the current law, the time will very soon come when drastic
erosions of our foundation’s corpus will be necessary. Recent history,
from the experience of those foundations which have consistently in-
vaded corpus for payout purposes, has proved that such continuous
invasions, in either bull or bear markets, will drastically erode the
continuing capacity of foundations to carry on their philanthropic
activities. It is therefore apparent that if private foundations are to
be a continuing and vital part of our society’s approach to its prob-
lems, a change In this provision of the law must be made.

Mr. Fox. The next memkher of our group to testify will be Mr.
James Riddell, the Washington counsel for Kellogg.

STATEMENT OF JAMES W. RIDDELL, KELLOGG FOUNDATION

Mr. Ropern. Under section 4942(e)(3), the Secretary of the
Treasury is authorized to establish the applicable percentage in
determining the minimum investment return. The Treasury last
exercised this power on April 24, 1974, in T.I.LR. No. 1288. ile
no public information has been made available as to what information
the Treasury utilized in determining the appropriate rate, it is our
understanding that it was based upon U.g. Treasury intermediate
obligations. The statute mandates that the Secretary consider “money
rates and investment yields.” Based upon the legislative history, it
must be assumed that investment yields is the equivalent of dividend
yields: In this connection, the report’s conclusion that “the adoption
of a reasonable standard in the case of section 4942 would seem both
appropriate and wise” is wholeheartedly endorsed.

Moreover, in light of the fact that time may not permit legislative
relief this year, it would be appropriate for the Committee on Finance
of the Senate to direct the Secretary to include investment yields as
well as interest rates in its calculations for section 4942((3(3). In
fact it would be approgriate for this subcommittee and the Committee
on Finance to direct the Secretary to take into account the full for-
mula as expressed in the complete legislative history of the statute,
Senators, and to make the formula turn on current net income, plus
capital growth, minus inflation, and that would give us a proper
distribution figure which we could all live with,

The ‘report also recommended that 4942 be amended to give the

publi¢ opportunity to comment on proposed changes in the applicable
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ercentage. We obviously endorse this recommendation but also would
Fike to point out to the committee that the Secretary, without legisla-
tion, could propose the standards to be applied by regulation and give
the public an opportunity to comment by promulgating such rules in
a notice of proposed rulemaking.
I will now give you back to Larry Fox.

STATEMENT OF H. LAWRF;NCE F0X, PEW MEMORIAL TRUST

Mr. Fox. Because of the effective date provision of the Tax Reform
Act, we feel the Congress must make an attempt to amend section 4942
this year. If not, private foundations may be faced with the minimum
investment percentage of 8 percent or more by 1975, particularly if the
action called for by Mr. Riddell is not taken. In addition to your sub-
committee’s statement indicating the need for a reexamination of the
operation of section 4942, the Committee on Ways and Means, with

reasury concurrence, has proposed specific amendments.

H.R. 11197 was previously discussed by Mr. Huffaker, and therefore
I will not make any note of that bill other than to again emphasize that
8C. similar bill, S. 3927, has been introduced by Senator Curtis in this

ongress.

Oﬁ September 23, 1974, the Committee on Ways and Means tenta-
tively decided that for a 5-year period beginning December 31, 1973,
the private foundations’ charitable expenditure rules would be modi-
fied so that a foundation would not be required to reduce its endow-
ment below tho value on December 31, 1970. However, this Fule did not
reduce the exgenditure requirement below the greater of 4 percent or
the value of the endowment or the foundation’s income for the year.

Such an amendment has merit in that it recognizes that there are
inequities with the application of section 4942, but provides absolutely
no substantive relief to this group by virtue of the valuation date or
freeze base, being December 31, 1970.

The following example illustrates this type of an amendment. As-
sume that private foundation A and private foundation B each have
an endowment value of $100 million on December 31, 1970, On Decem-
ber 31, 1975, A’s value is still $100 million and B’s is $150 million.
geg;thegl lzgssume that A’s income for 1975 is $414 million and B’s is

4 million.

Applying the amendment, both A and B have a freeze base of $100
million. Since the apghcation of section 4942 (e) (3) would cause A to
fall below its freeze base, it would be required to pay out the greater
of its income or 4 percent of the freeze base. Thus, the amendment pro-
tects A’s endowment, not including any shrinkage due to inflation. In
B’s case, the application of 4942(6%(3) would not causs it to fall below
its freeze base and, accordingly, it would have to pay out the full
$101%5 million, which would result in an endowment loss of $3384
million plus inflation.

In brief, a freeze base amendment is welcomed because it indicates
that the Treasury and the Committee on Ways and Means recognize
that section 4942 must be amended. However, if this type of an amend-
ment is enacted, it must be modified. The example amply illustrates
this point, that is, foundation A, whose endowment remains stable, has
properly benefited, whereas B, whose endowment value had risen, was
not. In fact B would be forced to divest assets even though it may be

¥
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assumed that its endowment from charitable distributions steadily
increased over the years. ) o
A refinement of the freeze base, if it is possible to have legislation
in the near future, would be to have a moving annualized base. That
is, instead of a constant endowment value, after December 31, 1970,
the base for each year should be the endowment value as of December
31 of the previous year. This concept may be illustrated with the prior
example except that A’s December 31, 1974 endowment value is $100
million and B’s is $148 million. For A che result would be the same
as the previous example. However, for B the minimum distribution
wonld be its income of $6.75 million. .

After almost 5 years there has been time to examine how section
4942 will operate to undermine overall foundation grants, and an
opportunity to further examine some of the assumptions of the
Peterson report. For this purpose, as we mentioned earlier, we have
had an independent study prepared by Dr. Norman Ture. The ﬁndmﬁs
snd conclusions of that report, as briefly summarized, are first, the
minimum distribution rule may possibly have a capricious impact on
foundations and on their long-term capacity to support charities.

Second, the investment performance of foundations is not poor.

Third, there is no soung evidence to support the view that the
allegedly poor investment performiance of foundations is related to
the concentration of the investment assets.

Fourth, a minimum distribution rule will not result in significant
increases in the rate of return on foundation investments.

Finally, the tax savings allegedly realized -by those establishing
foundations are, in all likelihood, every small. In addition, foundation
distributions to charity have represented a sizeable amount of benefits
relative to the foregone revenues.

From all of the foregoing, three things are apparent: The under-
lying premise of a 6-percent minimum distribution was predicated
upon false assumptions; the statutory formula forces endowment
shrinkage which operates to the detriment of charity; this rule must
be changed.

The requirement of distributions to charity at a fixed or variable
rate of 6 percent of the current market value of the foundation’s
asscts, confront foundation managers with difficult decisions that do
not necessarily relate to the well-being of charity. For example, many
foundations hold all or substantial portions of the original gifts from
their founders. This is often consistent with the founders’ expressed
desires, and more importantly, the long-term performance of the
donated holdings of justified continued retention rather than ventur-
ing into unknown territory through diversification.

If section 4942 is not amended, the effectiveness of all foundations
will be eliminated to the detriment of charity. This position is amply
supported by the group’s accomplishments and experience as well as
by the Ture study which indicates that private foundations can give
a better return per dollar to charity than the Federal Government.

Our conclusion that séction 4942 must be revised is not inconsistent
with our opening statément that private foundations have a moral
and should have a legal obligation to make minimum annual chari-

~ table distributions. After al, that is their function; The group merely

Kl
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- wishes to insure that they will exist in the future so that they will

have such a function.

Thank you.

Senator Corris. Mr, Chairman, I think these gentlemen have made
the case very clear. There are a number of ideas that might be stressed
by questioning, but due to the lateness of the hour and other wit-
nesses to be heard, I think I shall pass.

Senator FANNIN. Thank you, Senator Curtis.

The only question I would ask would pertain to some of the other
members of the committee and some of the members of this subcom-
mittee have recommended that the Standard and Poor’s other aver-
ages be used when setting the minimum distribution level.

Do you think that the use of averages such as Standard and
Poor is a good way of setting a standard for foundations assist
performance?

Mr. Fox. I think that certainly would be more appropriate than

. what we now have.

Senator FANNIN. Would you like to elaborate #

Dr. Mawsy. Well, it would seem to me, Mr. Chairman, that that is
a much more realistic reflection of market performance and therefore
is a realistic standard which might be used in setting minimum dis-
tribution requirements. _ )

Senator FANNIN. Well, thank you. If you are all in agreement——

Mr. Sumrra. I would concur with that also, Mr. Chairman.

Senator FanniN. Well, thank you very much, but do you think
there is any way short of amending the statute that Congress could
make clear its intent that the impact of inflation be taken into account
when setting the minimum distribution level ¢

Mr. RmbELL. Yes, Senator, I think that it could. As I stated, I think
it is within the power of this committee, this subcommittee and the
full committee, to instruct the Joint Committee on Internal Revenue
Taxation to draw attention to the Treasury Department of the legis-
lative history of the 1969 act which, after all, was fully stated in the
reports of this committee, of the conference committee of the two
legislative bodies and the floor debates which were very, very full on
the subject and which make it clear that in addition to interest rates,
that investment return and inflation should be taken into account.

Now I have not-seen the letter alluded to here earlier by Mr.
Huffaker in which it is stated that Assistant Secretary Hickman of
the Treasury Department has informed Mr. Hartke, the Senator from
Indiana and chairman of this subcommittee, that it will, under its
present plans, issue a statement next year stating that the minimum
investment return is 7 percent.

Mr. Fox. Or higher.

Mr. RmopeLe. Excuse mef Seven percent or higher, and it will relate
only and rely only upon the then rate at which intermediate Treasury
obligations are selling.

So I believe that even if Kou do not have time to address the prob-
lem legislatively, you still have the %Eportunity to make known the
will and sense of the Senate and of the Congress through the Joint
Committee staff, and that the Treasury Department has adequate
opportunity to act to ameliorate this situation éven though you do
not have time to address yourself to it legislatively.

—. 42-903—T78——9
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Senator FanNIN. Thank you.

Just one further question tonight. You say that the minimum dis-"
tribution rule must be changed by Congress this year but will a new
rate be set by Treasury before next spring ?

Mr. RmobeLL. Yes.

Senator FANNIN. Then why must we act now ?

Mr. RopeLL. Because of the method that the Treasury Department
is utilizing. It will be so hard that it is going to cause irreparable
harm to many foundations, including all of the foundations repre-
sented here.

Mr. Fox. To this date Treasury has not gone over 6 percent because
of the transition rules provided in the Tax Reform Act. But starting
next year, then the fuﬁ 6 percent or a variable rate goes into effect
and that is why we said legislation this year, and that is why our
concern that if the Treasury is not brought to address itself to the
facts of life, if you will, to what is happening in this country, we
will be irreparably harmed.

For example, a foundation must make its determination or guess
as to what it will be paying out and then it will encourage that many
recipients come in and ask for grants. So that if the Treasury came
in with a lower percentage, I do not believe that any of the founda-
tions here would cut back on those grants, and therefore, they would
have that reduction in corpus that we so greatly fear.

Senator FANNIN. Thank you kindly. We certainly do not want to
cut down on any testimony that we would like to get, so if you have
further information that you would like to furnisﬁ to the committee
in writing, we would appreciate receiving it from you.

I want to express the appreciation of the committee for your pa-
tient understanding and for your very valuable contribution.

Thank you, gentlemen.

Mr. Fox. Thank you very much, -

Mr. RiopeLr. Thank you.

[The prepared statement of Mr. Fox with attachments follows.
Hearing continues on p. 162.]

PREPARED STATEMENT BY H., LAWRENCE FoXx, oON BEHALF oF THE HORMEL FOUNDA-
TION, THE KELL0OGG FOUNDATION, THE KRESGE FOUNDATION, THE MACLELLAN
FouNpaATION, THE PEw MEMORIAL TRUST, THE WOODRUFF FOUNDATION, ON THE
IMpACT OF THE CURRENT EcoNoxic CrisIs OF THE MINIMUM DISTRIBUTION RULE
(SECTION 4042 OF THE INTERNAL REVENUE CODE OF 1954) ON FOUNDATIONS

Summary

I. INTRODUCTION

On April 10, 1974, the Group testified before the House Committee on Ways
and Means. That testimony, written statement and a study by Dr. Norman B. Ture
are & part of this presentation. We support the action taken by the Congress in
the Tax Reform Act of 1969 to eliminate certain abuses previously associated
with certain foundations, but two of the rules adopted in 1969 unduly restrict
legitimate foundation activities and, accordingly, we urge that they be reex-
amined and changed—the 4 percent excise tax, and the requirement that the
annual distributions of private foundations must be at least equal to a certain
percentage of the current value of their investment assets (hereinafter referred
to as the “minimum distribution rule’).

A, Section 4940, § peroont exolse taw’

We concur with the analysis and conclusion of the Statement of the Finance
Subcommittee on Foundations (hereinafter “The Report”), dated October 4, 1074,
that “. .. the load of the excise tax should be reduced from 4 to 2 percent.”
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B. Section 4942, the minimum distridution requirement

Section 4942 was not intended to be detrimental to the future existence of
private foundations; but it is because it is forcing most private foundations to
invade their corpus; this decrease when coupled with decreasing market values
and double digit infiation will eventually eliminate private foundations. In addi-
tion, Section 4942 does not give recognition to the fact that many private founda-
tions that are currently able to support major charitable programs are only able
to do so because their assets have been historically invested to provide a reason--
able appreciation in value as well as a fair current return.

In brief the Group is concerned that one, Section 4942 effectively prevents

_equity type investments; two, the 6 percent rate set forth in Section 4942(e) (3}

is too high, and three, the method for determining the applicable percentage by
the Treasury has to be amplified. Notwithstanding these comments, the Group
is not philosophically opposed to the concept of a minimum annual charitable
distribution.

C. Foundations are imporiant to America

We hardly endorse the Report’s conclusion that ‘. .. we should never depend
on government alone to support research and innovation. Foundations offer an
alternative to that dependence and—as such—they should be welcomed and en-
couraged.” This conclusion is totally inconsistent with the operation of Section
4942, {.e,, a slow but certain death sentence.

II. THE SUBSTANTIVE PROVISIONS OF SECTION 4042
A. In general

A 6 percent or higher rate is not realistic. Standard & Poors indicates that

- dividend paying stocks will pay less than an average of 4 percent in dividends. A

high distribution rate serves charity today but also obviously reduces charitable
distribution for the future by virtue of corpus shrinkage. If a 8 percent annual
payout requirement had been in effect since the creation of our Group, chari-
table distributions would have been greater than those actually made, but because
mandatory invasions of capital would have been required to meet the 6 percent
standard during some of these years, the present value of the Foundations' assets
would have been reduced with the result that current distributions would have-
been severely reduced. If history repeats itself, the future of private foundations
and thlelr charitable recipients is bleak. See Written Statement for fllustrative
example.

B. Legislative history
1. In general

The legislative history of Section 4642 makes it absolutely clear that the intent
behind the development of a minimum distribution rule was not to require founda-
tions to diminish their endowment as it clearly requires.

2. Statute ignores inflationary impact

Section 4942 is premised upon a foundation’s total rate of return being the sum
of its dividends, interest and capital gain realized and unrealized, divided by the
market value of the assets. The statutory formula is as follows:

Current net income +4 capital growth — inflation = proper distribution

Even assuming an unrealistically high current net income of 6 percent and a
capital growth of 2 percent, and inflation rate of only 8 percent, the application of
this rationale shows that a zero distribution rate is appropriate (6% -|-2—8 =0
distribution). Obviously, the Group is not desirous of an amendment requiring no
distributions to charity, but we wish to make it clear why the statute is a death
sentence,

The fallure of the statutory framework to include actual corpus growth and
actual inflation, currently causes an automatic distribution in excess of current
income which results in a corpus reduction. In addition, these results occur be-
cause the minimum investment return rule is expressed as a fixed percentage
of the fair market value of the assets held by a private foundation.

3. The Statute, Contrary to Legislative Intent, May Force Private
. Foundations to Bliminate Equity Investments

Besides the formula not taking into account inflatlon and capital growth, il
is fllogical because there I8 no general rule to correlate stock prices and earnings
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Increased current earnings by the companies involved produce a proportionately
greater increase in traded value, necessitating a greater invasion of principal
to comply with the payout requirement. The Written Statement contains an
example which {llustrates these points.

C. Legislative Consideration to Correct Section 4942

In addition to The Report recognizing the need for a reexamination of the
operation of Section 4942, the House Committee on Ways and Means, with
Treasury concurrence, has proposed specific amendments:

1. H.R. 11197—unanimously reported out by the Ways and Means Commitiee
tn the 982nd Congress

It would have reduced the income equivalent for foundations from six to five
percent and provided certain transition rules to allow foundations the oppor-
tunity to adjust Section 4942 (a minimum distribution of three and one-half
percent for 1972 and 1973. four percent for 1974 and 1975, four and one-half
percent for 1976 and 1977 and a five percent ceilling thereafter). Its substantive
provisions were the result of coordination with the Treasury. A similar Bill,
8. 8927, has been {ntroduced by Senator Carl Curtis (R, Nebr.) iu this Congress.

8. Ta» Reform Bill of 1574

On September 23, 1974, the Committee on Ways and Means tentatively de-
cided that for a 5-year perlod beginning December 31, 1978, private foundation
charitable expenditure rules in Section 4042 would be modified so that a foun-
dation would not be required to reduce the value of its endownment below the
value on December 31, 1970; however, this rule would not reduce the charitable
expenditure requirement below the greater of (1) 4 percent of the value of the
endownment or (2) the foundation’s income for the year. Such an amendment
(hereinafter referred to as the ‘freeze base amendment”), has merit in that it
recognizes that there are inequities with the application of Section 4942, but
provides no substantive relief to this Group by virtue of the valuation date or
freeze base being December 381, 1870. See Written Statement for valuations. Also
the Written Statement contains an example which illustrates the application of
the freeze base amendment to Section 4942,

In brief the freeze base amendment i8 welcomed because it indicates that the
Treasury and the Committee on Ways and Means recognizes that Section 4942
must be amended. However, if this type of amendment is enacted, it must be
modified, otherwise the same problems that exist with the statute as enacted in
1068 will continue to exist.

3. Action Which Should and Must Be Taken

a. Legislative—In order to prevent irreparable harm to the nation’s chari-
table institutions’ grant-making policy, the Committee on Senate Finance should
tavo;-ably consider taking immediate actlon on amending Sectlon 4042 (this
year),

Since both the staffs of the Treasury and the Joint Committee have worked
on the development of the freeze base concept subsequent to H.R. 11197, it is
logical to assume that this concept is appropriate for immediate consideration
by the Committee. However, it must be further developed.

A refinement of the freeze base concept would be to have a moving annualized
base, {.e., instead of a constant endowment value as of December 81, 1670, the
base for each year should be the endownment value as of December 81 of the
previous year, The Written Statement contains an fllustrative example.

Another alternative to the freeze base as proposed by the Committee on Ways
and Means would be to use the December 81, 1970 base adjusted upwards by
inflation or the May 26, 10690 valuation adjusted upwards by inflation.

With any of the foregoing refinements, the concept applies fairly to all pri-
vate foundatfons, Obviously, such an amendment would be a step toward the
elimination of the slow unintended death of private foundations due to the stat-
uhgryA%eﬂfl?ncieaprevigusly set tt(i)rth.

. Administrative—Under Section 4042(e) (8) the Secretary of the Treasur
18 authorized to establish the applicable pereentage in determining the mlniy-
mum investment return. In this connection, The Report’s concluslon that “The
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adoption of a reasonable standard in the case of Section 4042 would seem both
appropriate and wise,” is wholeheartedly endorsed.

D, Other problems rclated to Section 4942
1. Donative Intent

In addition to the sound economics associated with owning securities, the
trustees may be required to take actions contrary to the desires of the donors as
expressed in original trust documents if they divested stock from corpus. As
long as these provisions were legal when drawn, done in good faith, in the in-
terest of charity, and provide for prompt payout of cash income, we believe
they should prevail and not be subject to change after the program is underway.

Incidentally, the Group takes pride in pointing out to the Subcommittee that
their performance has outdistanced those private foundations who diversified
their portfolios rather than remaining in stock ownership in a few companies.

2. Management Difficultics Caused by 1969 Rules

The monthly valuation requirement consumes time and attention that is non-
productive of charitable benefit. Foundation managers are forced to be con-
cerned with short-term market trends rather than with basic soundness of an
investment.

Second—and probably more important—is the problem associated with han-

dling grants and fluctuating market values,

E. Diversification: Not the answer, case in point
From the foregoing discussion, it should be clear that the inequities of Sec-
tion 4842 are not eliminated by virtue of a private foundation diversifying its

portfolio.

F. Ture economic study
The Written Statement contains a brief summary of the Ture study which
focuses on some of the inaccuracies of the Peterson Report and how improp-

erly Section 4942 operates.
Conclusion

From the foregoing, three things are apparent: One, the underlying premise
of the 6 percent minimum distribution rule is predicated upon false assump-
tions; two, the statutory formula forces endowment shrinkage which operates
to the future detriment of charity; and three, this rule must be changed it pri-
vate foundations are to continue to be permitted to serve their function in the
support of charitable undertakings. -

The requirement of distributions to charity at a fixed or variable rate of 6
percent of the current market value of the foundation’s assets, confronts foun-
dation managers with difficult decisions that do not necessarily relate to the
well being of charity.

If Section 4942 is not amended, it I8 clear that the principles set forth in the
Peterson Report and incorporated in Section 4942 will impair the effectiveness
of all foundations and eliminate many of them to the detriment of charity. This
position is not only supported by the Group’s accomplishments and experience,
but by the Ture study which indicates that private foundations can give better
return per dollar to charity than the Federal Government. No one has suggested
increasing the Government’s role in advanc;ex? philanthropy, which is precisely
what must happen if Section 4842 is not revised, .

Our conclusion that Section 4942 must be revised is not inconsistent with our
opening statement that private foundations have a moral and should have a
legal obligation to make minimum annual charitable distributions; that is their
function, The Group merely wishes to insure that they will exist in the future

80 that they will have such a function,’
Statement '

I, INTRODUCTION

On April 10, 1974, this Group, the Horme! Foundation, W. K. Kellogg Foun-
dation, Kresge Foundation, Lilly Endowment, Inc.!, Maclellan Foundation, Pew

1 The Lm{ Endowment, Inc. concurs in this statement, but will testify lodividually and
file a separate statement.
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Memorial Trust and the Woodruff Foundation, testified before the House Com-
mittee on Ways and Means. Coples of our testitnony, written statement and a
study by Dr. Norman B. Ture have already been submitted tv this Subcommittee.
For purposes of convenlence, they are attached hereto and mnade a part of this
presentation. Accordingly, we will only summarize portions of the foregoing
bresentation. At that time we indicated that as a Group we support the action
taken by the Congress in the Tax Reform Act of 1969 to eliminate certain abuses
previously associated with certain foundations. And, we strongly endorse the
efforts of Congress to assure that Foundations operate properly in the public
interest. We continue to recognize that the abuses of some Foundations necessi-
tated corrective action, both to provide safeguards against the recurrence of
those abuses and also to reassure the public that continued tax exemption for
foundations would serve the national interest. On the other hand, we are con-
cerned that correction of such abuses through undue and unnecessary restric-
tions might well be a disservice to that public interest if legitimate foundation
operations are curtailed thereby.

We are concerned with the fact that two of the rules adopted in 1969 unduly
restrict legitimate foundation activities and, accordingly, urge that each of them
be reexamined and changed. The first rule is the Imposition of the 4 percent
excise tax on net investment income of private foundations, and the second is
the requirement that the annunal distributions of private foundations must be
at least equal to a certain percentage of the current value of their investment
assets (hereinafter referred to as the “minimum distribution rule”). These two
rules are directly related to three issues raised by Chairman Hartke: 1) the
impact which the current economic crisis is having on the Group; 2) the impact
it has had on charitable recipients; and 38) the impact it is likely to have
on charitable recipients.

A, Section 4940, 4% excise taz

We concur with the analysis and conclusion of the Statement of the Finance
Subcommittee on Foundations, together with additional views, (hereinafter “The
Report”) by Chairman Vance Hartke (D. Ind.), October 4, 1074, that *. . . the
load of the excise tax should be reduced from 4 to 2 percent.” \ccordingly, no
further comments will be made in this statement other than to emphasize the
fact that such a reduction would automatically increase private foundations’
grants to charitable reclpients.

B. Scotion 4942, the mintmum distridution requirement

The primary goal of this statement is to make it clear that the statutory
requirement that private foundations pay out a fixed percentage of their invest-
ment assets each year in pursuit of their charitable activities i8 detrimental to
the future existence of private foundations; without a doubt this was not the
intended purpose of Seetion 4942. The rationale behind this novel concept was
apparently one, to insure that current distributions were sufficient to justify any
‘ax-benefit donors might receive from their contributions, and two, to prevent
private foundations from growing iudirectly by investing in the stock of com-
panies which retained most of their earnings and thereby delaying indefinitely
charitable expenditures commensurate with the value of their assets. To satisfy
both of these requireménts, Section 4842 requires private foundations to make
annual distrlbutions at a prescribed level. From our experience, this approach
fs not only unrealistic but is forcing most private foundations to invade their
corpus. The resulting decrease in endowment value, coupled with decreasing
market values and double diglt inflation wHl eventually eliminate private foun-
dattons. Obviously, the Group recognizes that the Committee cannot directly
control inflatlon or stock values, but it can amend Section 4942,

In addition to forcing an encroachment on capital, Section 4042 does not give
recognition to the fact that many private foundations that are currently able to
support major charitnble programs are only able to do so because their asgets
have been historically invested to provide a reasonable appreclation in value
as well as a fair current return. Thus, the Group is concerned with the method
of determining such a distribution as set forth in Section 4942 since it effectively
prevents equity trpe Investments, and even if that method of determination were
acceptable, the 8 percent rate gét forth in Section 4042(e) (8) must be reduced.
Assuming the latter I8 not accomplished, the method for determining the appll-

L
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cable percentage by the T'reasury has to be amplified. In brief, this Group knows
that Section 4042 as enacted in 1969 is detrimental to charity and the well being
of this nation but is not philosophically opposed to the concept of a minimum
annual charitable distribution.

C. Foundations are important to America

We hardly endorse The Report's conclusion that “In our pluralistic society,
we should never depend on government alone to support research and innova-
tion. Foundations offer an alternative to that dependence and—as such—they
should be welcomed and encouraged.” (The accuracy of the statement is under-
scored by the natlonal economic picture where the Federal Government is in the
posture of having to reduce its expenditures in this area. Thus the need for and
burden of private foundations in the nation continues to grow.) This conclusion
is totally inconslstent with the operation of Section 4942, i.e., a slow but certain
death sentence.

Section 4942 is a part of Chapter 42 of the Tax Reform Act of 1969 which ap-
pears to have promulgated a new and unhealthy concept in regard to private
foundations. Instead of regarding those who had transferred their funds to a
charitable trust as persons to be held in public esteem, the attitude seemed to be
that these persons were probably up to nefarlous tax schemes warranting
elaborate safeguards, The implication somehow was that the Treasury was being
cheated, notwithstanding the beneficial role private foundations play {n society.

I1. TIIE SUBSTANTIVE PROVISIONS OF BECTION 4942

A. In general

A 6 percent or higher rate is not realistic, Standard & Poors indicates that
dividend paying stocks will pay less than an average of 4 percent in dividends.
Using this as a measuring stick, most foundations will be forced to reduce
principal assets. Obviously, a high distribution rate serves charity today but also
obviously reduces charitable distribution for the next year and subsequent years
by virtue of corpus shrinkage. In our statement to the House Committee on Ways
and Means, we set forth several examples which showed that if a 6 percent
annugl payout requirement had been in effect since their creation, charitable
distributions would have been greater than those actually made, but because
mandatory invasions of capital would have been required to meet the 6 percent
standard during some of these years, the present value of the Foundations’ assets
would have been reduced with the result that current distributions would have
been severely reduced.' In other words, the present cost to charitable reciplents
would have been staggering. Even without considering the current infiations
problem to be discussed, if history repeats itself, the future of private
foundations and their charitable recipients is bleak.

B. Legislative history
1. In Qeneral

The legislative history of Section 4942 is amply set forth in The Report and
our testimony before the Committee on Ways and Means. Both make it absolutely
clear that the intent behind the development of a minimum distribution rule was
not to require foundations to have such a high charitable distribution rate that
it would be necessary for them to diminish their endowment as Section 4942
clearly requires. For exawmple, in defending his amendment on the Senate flood,’
Senator Percy states: “The payment requirement should be high enough to re-
(uire private foundations to invest their funds productively. The percentage
should not be 8o high as to amount to a delayed death sentence.” [emphasis

added}
2. Statute Ignores Inflationary Impact

From the leglslative hlstory.'it is clear that Section 4942 is premised upon a
foundation’s total rate of return being the sum of its dividends, interest and

of'tg:eolx?oxt}];b" A for revised figures of the W. K. Kellogg Foundation which is illastrative
8 Congressional Record of December 6, 1060, at ?im 815039 through S15064.
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capital gain realized and unrealized, divided by the market value of the assets.
The formula is as follows:

Current net income 4 capital growth—inflation=proper distribution

Assuming dividened or interest income of 4 percent, capital growth at 6 per-
cent and inflation at 2 percent or less, the statute mandates that a private founda-
tion’s minimum distribution should be 6 percent or more without an erosion of
corpus. A slmple example, applying this formula, illustrates why today the
mandate may be a death sentence for private foundations. Even assuming an
unrealistically high current net income of 6 percent and a capital growth of 2
percent, and an inflation rate of only 8 percent, and application of this rationale
shows that a zero distribution rate is appropriate (6%-2—8=0 distribution).
Obvriously, the Group is not desirous of an amendment requiring no distribution
to charity, but we wish to make it clear how unbalanced the statute is.

From the foregoing, it is readily apparent that when the formula is applied
in conjunction with the 8 percent or higher percentage called for in Section
4042 (e) (8), along with little or no capital appreciation and 4 percent current
income, there will be n corpus reduction in direct reationship to the applicable
percentage. (Note that this example illustrates that the statutory formula
unrealistically reduces corpus growth and inflation to constants.)

The failure of the statutory framework to include actyal corpus growth and
actual inflation, currently causes an automatic distribution iu excess of current
income which results in a corpus reduction. In addition, these results occur be-
cause the minimum investment return rule is expressed as a fixed percentage of
the fair market-value of the assets held by a private foundation,

3. The Statute, Contrary to Legislative Intent, May Force Private Foundations
to Rlitminate Rquity Investment -

Besides the formula not taking into account inflation and capital growth, it is
fllogical because there is no general rule to correlate stock prices and earnings.
Often this fair market value s established by a public market, as in the case of
common stocks of companies listed on a national stock exchange. In these in-
stances, the traditional indicia of value is the public’s expectancy of future
earnings. Therefore, increased current earnings by the companies involved
produce a proportionately greater increase in traded value, necessitating a
greater invasion of principal to comply with the payout requirement. In addition
to stocks being valucd upon the basis of earhings, dividend policies require com-
panies, if they are to grow and remain financially sound, to limit their dividened
distributions to a maximum of 50-60 percent of earnings. Many companies, such
as the extractive industries, are forced to retain larger portions of earnings to
underwrite exploration and development programs. Likewlse, other groups, faced
with constant heavy drains for research and development costs, must limit their
dividend payments to small percentages of annual earnings in order to provide
funds for expanding operations. Thus, many sound companies simply cannot pay
out enough dividends to support a 6 percent or higher payment. ‘

This point may be again illustrated by the following example: Assume a stock
carns $5 per share. It would sell at about $75 with a multiple of 16, If it paid 60
percent of its earnings as dividends, the dividend would be $8 or 4 percent (a
little higher than normal) which would still not provide enough income to allow
& minimum distribution of 8 percent or more without a corpus reduction. Hope-
fully, this example should help to make it clear that it is irrational to have a .
general rule requiring payments based on current values that in no way reflect
current earnings.

The irony of this situation is readily apparent. Private foundations are now
forced to sell sound income-producing commeon stocks held over a long perlod of
time only because the investing public places a high value on those same shares
for future appreciation potential. If the rule continues, private foundations will be
foreclosed from investments in marketable securities which would be illogical
and detrimental to the long range responsibility of these foundatlons. (For ex-
ample, The Report notes that private foundations will have equity investments.)

No matter how the problem is stated, under the 1969 Tax Beform Act, founda-
tions must tap their capital resources for the difference between the required
distribution rate of 6 percent and their actual cash income, This is unfortunate
for foundations and baa for charity.
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O. Legislative Consideration to Correct Section 4942

In addition to The Report recognizing the need for a reexamination of the
operation of Section 4942, the House Committee on Ways and Means, with
Treasury concurrence, has proposed speclﬁ_c amendments :

. 1. H.R. 11197

This bill was unanimously reported out by the Ways and Means Committee
in the 92nd Congress. However, no tax bills were enacted by that Congress. It

" would have reduced the income equivalent for foundations from six to five per-

cent and provided certain transition rules to allow foundations the opportunity
to adjust to Section 4942 (a minimum distribution of three and one-half percent
for 1972 and 1973, four percent for 1974 and 1975, four and one-half percent for
1976 and 1977 and a five percent ceiling thereafter). Its substantive provisions
were the result of coordination with the Treasury.

Enactment of this Bfll would have reduced the impact of corpus invasion by
lowering the applicable percentage, but would not have corrected all of the other
problems with Section 4942 as set forth herein. A similar Bill, S. 3927, has been
Introduced by Senator Carl Curtis (R. Neb.) In this Congress.

2. Taz Reform Bill of 1974

On September 23, 1974, the Committee on Ways and Means tentatively decided
that for a 5-year period beginning December 81, 1978, private-foundation charit-
able expenditure rules in Section 4942 would be modified so that a foundation
would not be required to reduce the value of its endowment below the value on
December 81, 1970; however, this rule would not reduce the charitable expendi-
ture requirement below the greater of (1) 4 percent of the value of the endowment
or (2) the foundation’s income for the year. Such an amendment (hereinafter
referred to as the “freeze base amendment”), has merit in that it recognizes that
there are inequities with the application of Section 4942, but provides no sub-
stantive relief to this Group by virtue of the valuation date or freeze base being
December 31, 1970:
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It is belleved that the following example illustrates the application of the
freeze base amendment to Section 4042

Assume that Private Foundation A (hereinafter A) and Private Foundation B
(hereinafter B) each have an endowment value of $100 million on December 31,
1970; on Decembar 31, 1975, A's value is $100 milltion and B's value is $150
million, Further assume that A’s income for 1975 is $4.5 million and B’s income
is $6.75 militon. Without regard to the freeze base amendment and assuming the
applicable percentage in Section 4942(e) (8) is 7 percent, A’s minimum income
distribution would be $7 million resulting in a corpus reduction of $2.5 million
($7 million required distribution minus $4.5 million income) and B’s would be
$10.5 million resulting in a corpus reduction of $38.75 milllon ($10.5 million
required distribution minus $8.76 million income). .

Applying the amendment, both A and B have a so-called ‘'freeze base" of $100
million. Since the application of Section 4942(e) (3) would cause A to fall below
its freeze base, it would be required to pay out the greater of its income ($4.5
million) or 4 percent of the freeze base ($4 million). Thus, the amendment would
protect A’s endowment, not including any shrinkage due to inflation. In B's case,
the application of Section 4842 (e) (8) would not cause it to fall below its freeze
base and accordingly it would have to pay out the full $10.5 million which would
result in an endowment loss of $3.75 million plus inflation.

In brief the freeze base amendment is welcomed because it indicates that the
Treasury and the Committee on Ways and Means recognizes that Section 4942
must be amended. However, if this type of amendment is enacted, it must be
modified, otherwise the same problems that exist with the statute as enacted
in 1969 will continue to exist. :

3. Action Which Should and Must Be Taken

a. Legislative.—Because of the effective date provision in the Tax Reform Act
of 1969, Congress must amend Section 4942 this year; if not, private foundations
may be faced with a minimum investment percentage of 8 percent or more by
1975. This would be at a time when the corpus of most private foundations is
actually shrinking, reflecting both the stock market drop and the double digit
infilation, This would further reduce private foundations' ability to keep pace
with inflation and to provide charitable contributions for future generations
equal to those now being distributed. In order to prevent this irreparable harm:
to the nation's charitable institutions’ grant making policy, the Committee on
Senate Finance should favorably cousider taking immediate action on amending
Section 4942 (this year). ‘

Since both the staffs of the Treasury and the Joint Committee have worked
on the development of the freeze base concept subsequent to H.R. 11197, it is
logical to assume that this concept is appropriate for immediate consideration
by the Committee on Finance in its efforts to correct the inequities of Section
4942, However, it is obvious that the freeze base concept tentatively adopted by
the Committee on Ways and Means must be further developed to insure that
this concept does not penalize those foundations whoge investment policies have
created a more valuable endowment over the years. The previous example amply
fllustrates this point, i.e, Private Foundation A, whose endowment remained
stable was properly beneflted, whereas Private Foundation B, whose endowment
value had risen was not. In fact, B would be forced to divest assets (notwith-
standing Section 4943) even though it may be assumed that its endowment and
charitable distributions steadily increased over the years. v

A refinement of the freeze base concept would be to have a moving annual-
ized base, {.c.,, instead of a constant endowment value as of December 81, 1070,
the base for each year should be the endowment value as of December 31 of the
previous year. This concept may be illustrated with ‘the.prior example except
that A’s December 81, 1974 endowment value is $100 million and B’s December 31,
1974 value 1s $148 million. For A, the result would be the same as in the previous
example. However, for B the minimum distribution would be-its income of $6.75
million (which is greater than 4 percent of $148 million). This results frof the
fact that the application of Section 4942(e)(8) would cause an-endowment
reduction below the December 81, 1974 valuation (or annualized base) of $148
millfon (7% of $150 million=$10.50 milllon—$6.756 million income=2$3.75 million
from endowment; $150 million endowment—$3.75 million=$146.5 million).

: With'any of the foregoing refinements, the concept applies fairly to all private
foundations. Obviously, such an amendment would he a step toward the elimina-
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tion of the slow unintended death of private foundations due to the statutory
deficiencies previously set forth.

b. Administrative.—~Under Section 4942(e) (3) th2 Secretary of the Treasury
is authorized to establish the applicable percentage in determining the minimum
investment return. The Treasury last exercised this power on April 24, 1974, in
T.I.R. No. 1288. While no public information has been made available as to what
information the Treasury utilized in determining the appropriate rate, it is our
understanding that it was based upon U.S. Treasury. intermedinte obligations.
The statute mandates that the Secretary consider “money rates and investment
yields". Based upon the legislative history, it must be nssumed that investment
vields is the equivalent of dividend ylelds. In this connection, The Report's
conclusion that ‘““The adoption of a reasonable standard in the case of Section
4942 would seem both appropriate and wise,” is wholeheartedly endorsed. More-
over, in light of the fact that time may not permit legislative relief this year, it
would be appropriate for the Committee on Senate Finance to direct the Sec-
retary to include investment ylelds as well as interest rates in its calculations
for Section 4942(e) (3).

The Report also *. . . recommended that Section 4942 be amended to give the
public opportunity to comment on proposed changes in the applicable percentage.”
We obviously endorse this recommendation but also would like to point out to
the Committee that the Secretary, without legislation, could propose the stand-
ards to be applied by Regulation and give the public an opportunity to comment
by promulgating such rules in a Notice of Proposed Rule Making.

D. Other Problems Related to Section 4942

2. Donative Intent

In addition to the sound economics associated with owning securities, the trus-
tees may be required to take actions contrary to the desires of the donors as
expressed in original trust documents if they divested stock from corpus. Most
of the large foundations today were born decades ago out of successful one-family
directed corporations. In a national atnmosphere that was receptive and generally
grateful and in accordance with the law of the land then in effect, family
leaders dedicated major portions of thelr personal fortunes to charity through
the establishment of foundations and trusts in various forms. Thelr wisdom
produced certain requirements and restrictions governing the conduct of thelr
trustees. Provisions covered investment policies, income distribution guidelines
and rules for grant making among other stated wishes and directions of the
donors. As long as these provisions were legal when drawn, done in good faith,
in the interest of charity, and provide for prompt payout of cash income, we
belleve they shomld prevall and not be subject to change after the program is
underway. Surely such a policy will discourage future donors and strikes at the
credibility of all tax incentives. The validity of this position was accepted in
Section 4948 by virtue of transition rules concerning divestiture. Thus it is dis-
couraging to be exempted from the divestiture requirements of Section 4843 only
to be forced into divestiture by Section 4942,

Incidentally, the Group takes pride in pointing out to the Subcommittee that
their performance has outdistanced those private foundations who diversified
their portfolios rather than remaining in stock ownership in a few companies,

2. Management Diftcultics Oaused by 1969 Rules

There are problems that may not be obvious that a distribution rule based on
current value introduces. First, the monthly valuation requirement consumes time
and attention that is non-productive of charitable benefit, I'oundation managers
find themselves vlewing investments like a speculator concerned with short-term
market trends rather than with basic soundness of an investment. The short-
term trend is not important to the long-term investor and his attention to under-
1ying value is the area of legitimate interest. Instead, we see the current formula
attaches such importance to current values that it cannot help but be diversionary.

Second—and probably more important—is the problem associated with han-
dling grants. Foundatlons typically have some sort of application suboission
and screening process before final action and these preliminaries are time con«
suming for both the charity and foundation. It is difficult for the foundation
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and the charities 1t supports not to have a fairly concrete and fairly long-term
concept of the required distributor. It is unfair to a potential grantee to en-
courage an application when his likelihood of success is remote and it is unfair
to the grants’' committee not to have an adequate selection of applications, Thus,
fluctuating levels of required dlstributions are ineficlent for both the applicants
aud the trust.

E. Diversification: Not the Answer, Case in Point

From the foregoing discussion, it should be clear that the inequities of Sec-
tion 4942 are not eliminated by virtue of a private foundation diversifying its
portfolio. This statement was amply supported in our Testimony before the
Comumittee on Ways and Mcans where the experience of the Kellogg Foundation
was specifically set forth. In that case, the diversified portfolio out-produced
mutual funds and yet it was out performed by the Kellogg stock. Despite an
outstanding growth rate coupled with enormous charitable distributions, the
Kellogg Foundation still cannot satisfy Section 4942. This example continues
to be iltustrative of the Group.*

F. Ture Economic Study

After three years there has been time to examine how Section 4942 will
operate to undermine overall foundation grants, and there has been the oppor-
tunity to further examine the assumptions of the Peterson Report. For this
purpose, the foundations subscribing to this statement have had an independent
study prepared by Dr. Norman B. Ture. The findings and conclusion of that
report, as briefly smnmarized in its own language, are as below:

“First, any minimum distribution rule which ignores the foundation’s rate of
return \\ill have a highly differential, discriminatory and possibly capricious
impact on foundations and on their long-term capacity to support charitics.

“Second, the contention that the investment performance of foundations is
relatively poor is based on inadequate information and inappropriate statis-
tical measures; the records of foundations for which data was available in the
preparation of this report certainly do not support this contention.

“Third, no sound evidence was advanced to support the view that the allegedly
poor investment performance of foundations Is related to the concentration of
their investment assets.

“Fourth, it is neither realistic nor reasonable to assume that a minimum dis-
tribution rule will result in significant increases in the rate of return on founda-
tion investment.

“Finally, the (this) report concludes that the tax savings allegedly realized
by those establishing foundations are, in all likelihood, very small. Foundation
distributions to charity have represented a sizeable amount of benefits relative
to the foregone revenues.”

In addition to the foregoing conclusions from the Ture Report, one other
point must be made. Inflation increases the dependence of charitable institutions
on private foundations and other private sources for a dependable and continu-
ing flow of funds. The costs of programs normally supported by foundations,
institutions, educational, health, and social service organizations have increased
faster than the general rate of inflation. During the period 1958-1971 the
average operating budgets for U.S. medical schools increased from $2,056,000
to $8,475,000 an increase of 4129. Since 1960 the average cost of a day in a
U.S. hospital has gone up 204%—to $92 in 1972. Physicians’' fees, which cost
Americans $16.2 billlon in 1972 were up 74% over 1860. Since the introduction
of Medicaid and Medicare costs, for example, in Michigan, hospitals rose 105.4%
between 19606 and 1971 with 19.6%, of that rise belng attributed to inflation. In
institutions of higher education costs increased from 1053-54 to 1966-67 to an
annual average of 3.0%, a8 compared with a rate of 1.6% for the consumers
price index during the same period--a difference of 1.9%. These increasing costs
are seen as limiting the work of many charitable organizations and come at
a time when government programs can't meet demand and when budgetary
censiderations require cutbacks in federal spending. Thus, it is in the public.
fucerest that charitable organizations have future access to a number of sources
of both private money and public spending to finance their activities. If Section
4942 is allowed to destroy private foundations, the Federal Government will be
forced to replace the job now being done by the private sector.

4 See Bxhibit A.
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Conclusion

From the foregoing, three things are apparent: One, the underlying premise
of the 6 percent minimum distribution rule is predicated upon false assump-
tions; tivo, the statutory formula forces endowment slkrinkage which operates
to the detriment of charity; and three, this rule must be changed if private
foundations are to continue to be permitted to serve their function in the support
of charitable undertakings.

The requirement of distributions to charity at a fixed or variable rate of 6
percent of the current market value of the foundation’s assets, confronts founda-
tion managers with dificult decisions that do not necessarily relate to the well
being of charity. For example, many foundations hold all or substantial portions
of the original gifts from their founders. This condition is often consistent
with the founder's expressed desires as set forth in the declaration of trust,
and, more importantly, the long-term performance of the donated holdings have
justified continued retention rather than venturing into unknown territory
through diversification of investments,

If Section 4942 i3 not amended, it is clear that the principles set forth in
the Peterson Report and incorporated in Section 4942 will impair the effective-
ness of all foundations and eliminate many of them to the detriment of charity.
This position i1s not only supported by the Group's accomplishments and experi-
ence, but by the Ture study which indicates that private foundations can give
better return per dollar to charity than the Federal Government. No one has
suggested increasing the Government's role in advancing philanthropy, which
is precisely what must happen if Section 4842 is not revised.

Our conclusion that Section 4942 must be revised is not inconsistent with
our opening statement that private foundations have a moral and should have
a legal obligation to make minimum annual charitable distributions; that is their

. function. The Group merely wishes to insure that they will exist in the future

80 that they will have such a function.
Exhibit A

Because of the holding of Kellogg Common Stock by the W. K. Kellogg
Foundation Trust, the Trust's market value since inception has appreciated
over tenfold and in a manner quite unlike what the appreciation would have
been if the assets were in & 509, diversified portfolio, a 83149 diversified
portfolio, or in an all-bond account. The Trust’s 1968 distributions to charity
were from 275 to 8189 more than would have been possible with income from
a B509% diversified fund, from 837 to 4819 more than they would have been
from a 33% % diversified fund and 955% more than would have been possible
from a fund comprised exclusively of bonds. The figures are as follows:

Percent
- market Percent 1968
appreciation Kclloig
1968 over 1968 income 10
1935 income olher funds
W. K. Kellogg Foundation Trust. ... .. ... .ccoooiciicmiaiinnann.n 1047.5 $12,661,770 ..............
Diversified 50 percent common stock moded. .. ... .. ... ... .. ...... 200.7 3, 980, 828 318
50 percent Standard & Poor’s industrial and 50 percent Moody's AA
L1 D 4,599, 428 215
S3LS pereant Stanaard & Poors Industris and 6635 BICHR MO S AN .......o vy, SIR5003 by
percent Standar oot’s Industrials a rcen SAA. ... aenaen
Alnond BCOOUNL. ..o ieciecccnacacnnnccncaccaccccacanncrasacnnan 35 1,325,842 955

From the original gifts from the founder of $45 million, which in 1978 had a
falr market value of $590 million, distributions to charity had then totaled $272
million. 1973 income from the continued holdings of Kellogg Stock was 68.5%
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greater than in 1967 compared with an increase at only 12.89 from our own
diversified portfolio. The figures with 1974 now added are as follows:

W. K. Xeliogg Foundation W. K. Kellogg Foundation
Trust diversified portfolio

Net income Foundation

rom Percont income Percent

Kello, increase from other incresss

Year ended August 31 stoc over 1967  invesiments over 1967

¥ -7 N $11,272,650 _.....oo...... $1,852,705 ... ..........
5. S, 12,127, 062 8.0 1, 954, 008 5.4
¥ R, 14,438,092 28.0 1,834, 420 i.s
7 (2 T, Ngesoncncnns 14, 890, 298 32.0 1,83), 34 s .1
11 1 | 17, 606, 034 56.1 1,711,651 7.6
1972 .o eeeeeareeeanaa. 12, 349, 265 53.9 1,941,018 4,2
[} 2 & T Rt 18, 775, 544 66.5 2,090, 946 12.8
L 7 S SN 19, 413,750 1.2 2,229,290 20.3

Such a record could not have been achieved under the 6% minimum distribu-
tion rule of Section 4942 of the Tax Reform Act of 1969 since that rule would
have mandated arbitrary and continuous invasions of corpus, an unsound prac-
tice in prudent fiscal management. Had the 6% distribution rule been in effect
the following would have occurred :

1. From 1934 through 1972, the trust made an actual distribution of $222
million. Had the -minimum distribution rule been applicable, distributions of
$259 million (or an increase of $37 million) would have been made;

2. To meet that payout requirement, the trust would have had to sell the
equivalent of 18 million shares with a market value of $265 million ; therefore,
tln:i tt;ust's holdings would have been reduced to a market value of $265 million;
an us

3. The short-term higher return to charity of $387 million would have cost
$265 million in corpus value, thereby reducing the current size of the trust
by 50 percent. Further, for 1973-74 the distribution from the reduced assets
would have been only $10 million rather than $20,193,682 which was in fact
distributed. .

In the current market debacle, in spite of havoc being played on portfolios of
mutual funds, pension funds, and endowments of educational institutions, the
return to charity from the investment in Kellogg continues to increase as re-
flected in the following table showing that gross income from Kellogg Stock
in the fiscal year just completed was 103.86% greater than just 10 years ago—
having risen steadily each year; and the market value of the holding of Kellogg
Stock at 10/31/74 was 41.59, greater than at 12/81/69, and down only modestly
(6.5%) from 12/81/78. By comparison, the decline in the Standard and Poor
500 Stock Index since 12/31/73 has been 249 and the Dow Jones Industrial
Average Is down 219%,.

W. K. Kello
Foundation T Matket valus of -

03$ income trust at Decem-

Fiscal year ended August 31 from Kellogg stock ber 31

L TN , 948, 532 74,173,333
1966 LT g.ss‘%:m gso.uo,m
1.7 N 11, 305, 150 384,375,100
Lt s S pmm e
1970, 00 14,922, 798 m:m,%g
1 2.1 D 17,635,034 488,382, 480
|5 2 S 18, 088, 240 567, 4“2
1 19, 535, 299 560, 735, 440
T 7 L, 20,258,829 1 524,558,960

1 Oct. 31, 1974,
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During the period reflected in the above table, Kellogg Foundation grants
fucreased an average of 7.25% per year through 1973, Also through 1973 there
was an annual erosion due to inflation which averaged 3.94%. Thus it can be
seen that through prudent fiscal management and the return of 100% of its
income to charity, the Kellogg Foundation, through its grant-making process,
has been able to more than counter the forces of inflation in its philanthropic
endeavors, Specifically, its annual grants out-paced inflation through 1973
by an average of 3.31% per year. However, because of federal wage and price
controls which limited dividends, Kellogg Foundation grants in 1874 were only
3.84% greater than 1973; thus keeping up with our first double-digit inflation
in history during 1974 would have required massive invaslons of corpus.

PREPARED STATEMENT PRESENTED TO THE WaAYS AND MEANS COMMITTEE ALONG
Wirit A STuny BY DR, NoRMAN B. TURE oN 'I'UCEsDAY, ArRIL 10, 1973

I. INTRODUCTION

As a group we support the action taken by the Congress in the Tax Reform
Act of 1909 to eliminate certain abuses previously associated with certain founda-
tions. And, we strongly endorse the efforts of Congress to assure that Founda-
tions operate properly in the public interest. We.recognized then that the abuses
of some Foundations necessitated corrective action, both to provide safeguards
against the recurrence of those abuses and also to reassure the public that
continued tax exemption for foundations would serve the national [nterest.

- On the other hand, we were concerned that correction of such abuses through
undue and unnecessary restrictions might well be a disservice to that public
interest if legitimate foundation operations were curtailed thereby. ’

Now, we are concerned because two of the rules adopted in 1969 unduly re-
strict legitimate foundation activities and, accordingly, urge that each of them
be re-examined and changed. The first rule js the imposition of the 49 excise
tax on net investment income of private foundations, and the second is the re-
quirement that the annual distributions of private foundations must be at least
equal to a certain percentage of the current value of their investment assets
(hereinafter referred to as the “minimum distribution rule”).

A. Section 4940, 4 percent Excise Taz

This Committee proposed a tax on the investment income of private founda-
tions in 1969 for two reasons. First, it was thought that private foundations
ought to help share the cost of government in light of their ability to pay.
Second, it was felt that vigorous and extensive administration would be re-
quired to provide appropriate assurances that private foundations will promptly
and properly use their funds for charitable purposes and that these foundations
ought to bear the cost of this audit activity.

The Senate Finance Committee recommended the tax as an audit fee to reim-
burse the governmment for the cost of examining the finances and activities of
private foundations.

Whether- the ultimate rationale adopted by Congress was based on the abllity
of private foundations to pay part of the cost of government or the desirability
of imposing an audit fee on private foundations, it is clear that the imposition
of this tax singled out private foundations from all other tax exempt organiza-
tinng, each of which presumably has an ability to pay, and each of which must
ultimately be audited by the Internal Revenue Service. A more serious objection
to the tax, however, is the fact that it directly reduces the funds available for
distribution, thereby placing the ultimate burden for the tax on those charities
which would otherwise receive the funds involved as grants.

We know of several instances in which the audit tax is almost twice as much
as the total expenses of operating the Foundation, and others fn which the audit
fee 18 equal to the operating expenses of the Foundations.

Under the cireumstances, we urge that the necessity for this tax be re-examined
critically and eliminated or drastteally reduced, since the rationale behind it is
nuertionable and since the tax is borne by charitable beneficiaries who are least
able to nay it and have heretofore been accorded an exemption from both direct
and indirect taxation.

B. Section 4942, the minimum distridution requirement

Of more serions concern to this group 1s the requirement that private founda-
tions pay out a fixed percentage of their investment assets each year i{n pursuit of
their charitable activities. The rationale behind this novel concept was apparently
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one, to insure that current distributions were sufficlent to justify any tax benefit
donors might receive from their contributions, and two, to prevent private founda-
tions from growing indirectly by investing in the stock of companies which
retained most of their earnings and thereby delaying indefinitely charitable
expenitures commensurate with the value of their assets. In order to avoid this
delay of benefit to charity, Section 4942 requires private foundations to make
annual distributions at a prescribed level, even if an invasion ot capital would be
needed to do 8o. )

Many commentators have found this apprcach objectable, not only because it
mandates an encroachment on capital, but also because many private foundations
that are currently able to support major charitable programs are only able to do
so because their assets have been historically invested to provide a reasonable
appreciation in value as well as a fair current return.

Nevertheless, for purposes of this presentation the group has assumed that a
foundation’s total rate of return is the sum of dividends, interest, and capital
gain realized and unrealized, divided by the market value of the assets' More
importantly, it should be unmistakably clear that none of the group is philosoph-
ically opposed to the concept of a minimum annual charitable distribution but
rather is concerned with the method of determining such a distribution as set
forth in Section 4942 and even if that method of determination were acceptable,
the 69% rate should be reduced. In ghort, this group knows that Section 4942 as
enacted in 1969 is detrimental to charity and the well being of this nation.

C. Foundations are important to America

Part of the development of this nation has occurred at the instigatiorr of private
foundations. Any status which affects the existence of such foundations is bound
to have an effect on the future of our country. This group is convinced that Section
4942 has the potential for the elimination of foundations, and accordingly, the
potential for altering the country’s future. This last conclusion is ironic since it is
clear that the purpose for enactment was not to banish foundations from the
country but to insure present and future grants to charity in relationship to tax
benefits, if any, enjoyed by foundation donors. We attribute this delayed, but
certain, death sentence and ultimate harm to the country to the unfounded con-
clusions of the Peterson Report which were presented to the Congress in 1969,

II. THE SUBSTAKTIVE PROVIBIONS OF BEOTION 4043
A. Legislative history

1. The concépt of Section 4942, minimum distribution rule has its
origin in the 1965 Treasury Report?

The 1965 Treasury Report proposes a minimum Investment return on the theory
that there should be a correlation between the immediate tax benefit to the donor
and the time of the benefit to charity.

The Report proposes two changes in the law to prevent the delay in benefit to
charity. First, private foundations would be required to devote all of their net
income to active charitable work on a reasonably current basis. Second, the
Report provided for a minimum investment return, which it termed an “income
equivalent formula.” -

It is apparent that the Report in attempting to place those foundations with
low-ylelding assets on a “parity with foundation having more diversified port-
folios" did not intend to create a situation whereby all or most foundations would
be required to-dispose of their capital. Since it states that retention of capital is
generally justifiable, the 6% payout in Section 4942(e) cannot be justified in light
of this Report. Rather, it is apparent that it merely intended to upgrade the pay-
outs of those foundations with minimal income® and to prevent a “significant
lag” between the time of the tax benefit to the donor and time of benefit to the
public. The Report proposed to solve this time lag by two provisions, one, a rea-
sonably current distribution of all realized income (with the exception of long-
term capital gain), and two, an income equivalent formula.

L This is the definition submitted to the Senate Fimance Committee by Mr. Peter G.
Peteno'n. Chairman of the Peterson Commission, tes before the Senate Finance Com-

H.R. 18270 on October 22, 1869 (Cf. Report, P. 74.).
ml.tt 'lgree:':u Department Report on Pﬂv:to Fot?:dahonc issued on February 2, 1968, sub-

mitted to the Committee on Ways and Means, H.R, Doc. No. 54-838, 89th Cong., 1st Sess.

lm .
( ’ 1024.. pp. 14, 86, 37,
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The Report states that “the income equivalent should be comparable to the
yleld on investment funds held by comparable organisations—such as univer-
sities . . . . Based upon existing market conditions it would appear that a rea-
sonable income equivalent would be in the range of three to three-and-one-balf
percent.” Thus, it is obvious that the Report did not intend to require foundations
to have such a high rate of return that it would be necessary to eat into its capital
as Section 4042 clearly requires. Supporting data for the Report established that
approximately 80% of foundations had ordinary income of less than six percent
of their fair market value. Copies of the relevant tables published in the 1965
Treasury Report are attached as Appendix A.

The first hint that the minimum return proposal as adopted in 1969 might be
above three or three-and-one-half percent, appears at page 301 of Secretary
Fowler’s statement to Congress on December 11, 19688, In {llustrating the opera-
tion of the minimum payout requirement, Fowler states: “For example, assuming
a five percent income equivalent. . . .” (Emphasis added.)

2. Ways and Means Commiliee Report (Page 25)*

The Report on the Committee on Ways and Means gives the following as its
“general reacons for change” in existing law: “Under present law, if a private
foundation invests in assets that produce no current income, then it need make
no distributions for charitable purposes. As a result, while the donor may receive
substantial tax benefits from his contribution currently, charity may receive
absolutely no current benefit. . . . A graduation of sanctions designed to produce
current benefits to charity is provided.”

3. Treasury Statcment to Senate Finance Commitiee

In the Treasury statement to the Senate Finance Committee, Edwin S, Cohen
expressed support for the bill as passed by the House including the five percent
minimum investment return.®* The Senate Finance Committee passed the provision
substantially as it passed the House.

4. Percy Amendment

The bill was amended on the Senate floor by S8enator Percy. His amendment
raised the minimum investment return from five percent to six percent, Senator
Percy stated that this increase was based on the Peterson Commission., The
Peterson Commission recommended a minimum investment return of six to eight
percent. It recognized, however, that this tncluded unrealized appreciation. The
floor debate is contained in the Congressional Record of December 6, 1069, at
Pages S15959 through S15964 and explains Senator Percy’s action:

(1) The higher percentage would make foundations more vigorous in their
investment policies; '

(2) Private foundations should make ‘'substantial annual distributions” to
charity to help meet rapldly accelerating charitable needs; and

(3) Data on university endowments and professionally managed funds show
that six percent is fair and reasonable, especially considering that many mutual
funds have averaged an “appreciation” of ten percent, (Emphasis added.)

Senator Percy further stated that, more important than the particular per-
centages, are the assumptions on which the percentage should be based: “The
payout requirement should be high enough to require them (private founda-
tions) to invest their funds productively. The percentage should not be s0 high
as to amount o a delayed death sentence.” (Emphasis added.)

Percy also cited the following additional reasons as grounds for a higher
percentage: -

(1) The peculiar nature of foundations as grant-making institutions;

32) The correlation between tax deduction and a prompt charitable benefit;
and,

(8) Perpetual existence should be a reward only for continuing productivity,
not an automatic privilege.

¢ H.R. Rep. No, 413, 91st Cong., 1st Sess, 25 (1969).

s Thys, it is clear Mr. Cohen recognized that a five percent minimum return would re-
quire the distribution of corpus. This is eontrary to the 1065 Tmsnr{ recommendations.
Moreover, the concept of corpus depletion is inconsistent with ‘‘curing” the potential abuses
cited in the 1063 report but is with ending foundations as charitable vehlcles by forcing
dissipation of corpus. :
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5. Conclusion

The rationale originally expressed in the 1965 Treasury Report was that there
should be a correlation between the timing of the tax deduction and the benefit
to charity. The 1965 study proposed to insure that its objective would be accom-
plished by requiring an income equivalent equal to that earned by similar
organisations—i.e.,, colleges and universities. The study stated that this per-
centage would be three or three-and-one-half percent. This study was the back-
bone for H.R, 13270, As the bill passed along its various stages, Congress was
further influenced by the Peterson Commission. The six percent payout require-
ment finally enacted represents a one hundred percent increase fn the minimum
payout requirement initlally proposed by the Treasury Department in 1985, In
addition, it Is premised upon and reflects the inaccurate conclusions of the
Peterson Commission.

B, Minimum distridution rule is wrong

Chapter 42 of the Tax Reform Act of 1969 promulgated a new concept in regard
to private foundations, Instead of regarding those who had transferred their
funds to a charitable trust as persons to be held in public esteem, the attitude
seemed to be that these persons were probably up to nefarious tax schemes
warranting elaborate safeguards, The implication somehow was that the Treasury
was being cheated.

1, Dificulties in Rule Based on Currcnt Value

The requirement of distributions to charity at a rate ef 6 percent of the
current market value of the foundation's assets, confronts foundation managers
with difficult decisions that do not necessarily relate to the well being of charity.
For example, many foundations hold all or substantial portions of the original
gifts from their founders. This condition is often consistent with the founders’
expressed desires as set forth In the declaration of trust, and, more importantiy,
the performance of the donated holdings have justified continued retention rather
than venturing into unknown territory through diversification of investments.

The 6 percent is not realistic. Value Line Investment Survey indicates that
1,400 divided paying stocks will pay an average of 8.8 percent in dividends in the
next twelve months when measured against recent (early March) market prices.
Using this as a measuring stick, it can be seen that most foundations would thus
be forced to reduce principal assets. Obviously, this serves charity today but also
obviously reduces charitable distribution for the next year and subsequent years.
Perfect examples of this conclusion are the Emily and Ernest Woodruff Founda-
tion and the Joseph B, Whitehead Foundation.®

In the case of the Emily and Ernest Woodruff Foundation, its qualifying dis-
tributions during the years 1939-1972 were in excess of $113,059,306. If a 6 per-
cent annual payout requirement had been in effect since 1939 and the Foundation
had distributed just enough each year to meet the requirement, its aggregate
distributions would have been $92,287,015, or $21,722,381 less than the amount
actually paid out for this period. However, because mandatory Invasions of
capital would have been required to meet the 6 percent standard during some of
these years, it 18 estimated that the present value of the Foundation’s assets,
$260,837,180, would have been reduced to $188,182,423, a decline of almost 80
percent and that the income of the Foundation, $3,206,788, would have been
reduced to $2,077,601, a decline of more than 33% percent.

The same figures for the Joseph B. Whitehead Foundation are even more
arresting. In that instance, total qualifying distributions for the years 1840-
1972 were $16,001,837, whereas the 6 percent annual requirement would have
necessitated distributions of $16,045,078. Admittedly, almost $1,000,000 would
have been paid out for charitable purposes over this 32 year perlod if the man-
datory distribution rule had been in effect, but the cost to the Foundation would
have been staggering. For example, on December 81, 1972, the market value of
its assets was $02,602,187 whereas those assets would have been reduced to
$81,600,443 and its current income of $1,308,083 would have been reduced to
$340,064 by the 6 percent payout rule. In other words, the asset shrinkage to
provide that $1,000,000 additional payout would be slightly more than $61,000,000
and the loss of almost $1,000,000 of current income indicates that the d fferential,
it indeed there was one, would be made up in approximately one year.

¢ The same is refiective for the group.
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The figures which we have complled in this regard, and similar information
gathered by the other Foundations represented illustrate without a doubt that
the minimum distribution rule will, based on these actual figures, cost the chari-
table beneficlaries of these foundations a staggering amount, if past history
repeats itself, )

These results occur because the minimum investment return rule is expressed
a8 a fixed percentage of the fair market value of the assets held by a private
foundation. Often this fair market value is established by a public market, as in
the case of common stocks of companies listed on a national stock exchange. In
these instances, the traditional indicla of value is the public's expectancy of
future earnings. 'Therefore, increased current earnings by the companies in-
volved produce a proportionately greater -incrense in traded value, necessitating
a geater-invasion of principal to comply with the payout requirement. An exam-
ple would Lbe Foundations holding the common stock of a single company which s
traded on the New York Stock Exchange. Because this company has enjoyed
good management and a highly favorable earnings pattern over the years, it
frequently trades at a multiple of more than 40 times earnings on the market,
In 1972, this company reported earnings of $3.19 a share on its outstanding stock,
and when those earnings were announced on April 8, 1973, its stock closed at a
value of $137.60 a share. If this per share value is multiplied by 6 percent, the
rate i1s $8.25 a share. When this figure is compared to the earnings per share
of $3.10, it becomes apparent that the payout requirement is more than 260
percent of the current earnings of the company, indicating that the Foundations
can never expect dividends to equal a payout requirement which is tied to the
investing public’s high regard for the value of the stock in question.

Obviously, not all stocks sell at such a high price earning ratio. In fact,-in
today's economy with stocks selling at 15 to 16 times annual earnings rate, no
one can expect dividend rates to exceed the 8.6 percent average set forth in the
Value Line Investinent Survey. This is true because most companies, if they
are to grow and remain financially sound, must limit their dividend distributions
to a maximum of 50-60 percent of earnings. Many companies, such as the ex-
tractive industries, are forced to retain larger portions of earnings to under-
write exploration and development programs. Likewise, other groups, faced
with constant heavy drains for research and development costs, must limit their
dividend payments to small percentages of annual earnings i{n order to provide
funds for expanding operations. Thus, many sound companies simply cannot pay
out enough dividends to support a 6 percent payout.

This point may be again {llustrated by the following example: Assume a stock
earns $5 per share. It would sell at about $76 with a multiple of 15. If it paid

- 60 percent of its earnings as dividends, the dividend would be $3 and the yleld

4 percent—a little higher than normal. The retained earnings of $2 would prob-
ably not cover depreciation from inflation.

Hopefully, it should be clear that there is no general rule to correlate stock
prices and earnings. Some sell at § or 6 times earnings and could yield 6 percent
or better; others at 40 or 50 times earnings so they have no possibility of such
a yield currently. Thus, it is irrational to have a general rule requiring payments
based on current values that in no way reflect current earnings,

The irony of this situation is clear. Private foundations are now forced to
sell sound income-producing common stocks held over a long period of time only
because the investing public places a high value on those same shares for future
appreciation potential. In fact, the greater the potential for a common stock, the
more difficult it is for a private foundation to hold or secure that common stock
for its own portfolio. This foreclosure of private foundations from investments
in marketable securities which are recognized by investors for their proven per-
formance would appear to be based on an invalid assumption concerning the
long range responsibility of these foundations. .

Prices which investors will pay for shares in our companies usually reflect an
evaluation of the future earning capacity of the company, both short and long
range. The nature of the operation and the romance in its future will determine
the general range of market prices, but always subject to varying degrees of in-
fluence from the outside factor at work in the market place; war or peace,
inflation, cost of living foreign trade balances, foreign exchange rates, cost of
money and so on and on. This explaing why many foundation managers choose
to stay invested in the companies they know best.

No matter how the problem is stated, under the 1069 Tax Reform Act, foun-
dations must tap their capital resources for the difference between the required
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distribution rate of 8 percent and their actual cash income. This is unfortunate
for foundations and bad for charity.

In addition, the trustees may be required to take actlons contrary to the desires
-of the donors as expressed in original trust documents. Most of the large founda-
tions today were born decades ago out of successful one-family directed corpora-
tions. In a national atmosphere that was receptive and generally grateful and in
accordance with the law of the land then in effect, family leaders dedicated major
portions of their personal fortunes to charity through the establishment of
foundations and trusts in various forms. Their wisdom produced certain require-
ments and restrictions governing the conduct of their trustees. Provisions cov-
-ered Investment policies, income distribution guidelines and rules for grant
making among other stated wishes and directions of the donors. As long as these
provisions were legal when drawn, done in good faith, In the interest of charity,
and provide for prompt payout of cash income, we believe they should prevail
and not be subject to change after the game is underway. Surely such a policy
will discourage future donors and strikes at the credibility of atl tax incentives.

2. Management Dipiculties Caused by 1969 Rules

- There are problems that may not be obvious that a distribution rule based on
current value introduces. First, the monthly valuation requirement consumes time
and attention that 1s non-productive of charitable benefit. Foundation managers
find themselves viewing investments like a speculator concerned with short-term
market trends rather than with basic soundness of an investment. The short-term
trend is not important to the long-term invesor and his attention to underlying
value is the area of legitimate interest. Instead, we see the current formula
attaches such importance to current values that it cannot help but be diversionary.

Second—and probably more important—is the problem assoclated with handling
grants. Foundations typlcally bave some sort of application submission and
screening process before final action and these preliminaries are time consuming
for both the charity and foundation. It is difficult for the foundation and the
charities it supports not to have a fairly concrete and fairly [ong-term ¢oncept
of the required distributions. It is unfair to a potential granee to encourage an
application when his likelikood of success is remote and it is unfair to the grants
committee not to have an adequate selection of applications. Thus, fluctuating
ltevelts of required distributions are inefficient for both the applicants and the

rust.

An example will illustrate the problem. Let us assume that a foundation has
dividend income of $1,000,000 and investment management expenses of $30,000
80 it has $870,000 to use for charity out of income, If the corpus is $25,000,000,
the minimum distribution at 6 percent would be $1,500,000 so corpus must be in
vaded in the amount of $530,000.

The next year the stock market takes a difféerent view of the stock and it is
valued at $35,000,000 while dividend income remains constant. This means that
minimum distributions rise to $2,100,000 and the corpus invasion more than
doubles to $1,130,000.

A staft established to process applications for $1,500,000 will be inadequate for
$2,100,000; likewise, the expectations of charity built on a year when $2,100,000
is. distributed will not be met when a lower year follows. One of the frequent
challenges to the foundation is to engage in new and innovative activities, This
means fuller exploration of the non-traditional applications and probably A
longer time between application and grant. At any rate, the fluctuating mini-
mums=-particularly at an unreallstic level-—will obviously be counterproductive
to any desire to get into flelds requiring greater attention per application. This
serves to prevent foundation managers from being efficlent and frustrates the
objectives of foundation grants.

€. Statement of impact

1, Diversification: Not the Answer, Case in Point

-AB stated above, the object of the minimum distribution rule reflected in Sec-
on 4 was to dsdure that the amount of distrihutions by foundations to
charities was sufficiently high to justify the tax sdvings afforded to those estab-
lishing sych fonndations, Therefore, it is fair to examine the group of foundations
subscribing to this statement for the purpose of determining whether or not the
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tax savings afforded to their founders have in fact been earned by adequate pay-
ment to charities. In this connection, we will use the experience of the Kellogg
Foundatfon as {llustrative for its experience is representative of and consistent
with that of the group of foundations subscribing to this statement.

The founder of the Kellogg Foundation and virtually the sole contributor to it,
W. K. Kellogg, realized total tax benefits (income, gift and estate) well below
$500,000 on gifts which today have & total fair market value of approximately
$590 million. The total of these assets are maintained on behalf of the Founda-
tion in what may be sald to be two separate portfolics (hereinafter “Kellogg”
and “Diversified”). Kellogg consists entirely of Kellogg Company stock which
represents less than 51 percent of the total stock of the Kellogg Company, having
an approximate value today of $343 milijon.

Diversified consists of stocks, bonds and other interest-bearing obligations
which is expertly managed and has an approximate value of $48 million. Kellogg
has consistently out performed Diversified which was established to measure
the fruits of diversification and to establish a standard of investment performance
in order to evaluate the continued holding of Kellogg stock.”

A principal contention reflected in the Peterson Report, which has been referred
to above, was that the portfolios of private foundations had not produced the
rate of return which it was thought to have been produced by mutual funds.

By any measure of return, this group has out-produced mutual funds for the
period covered by the. Peterson Report and has continued to do so since, The
point is that this portfolio has not only out-performed the standard set by the
1985 Treasury Report (8 to 8.3 percent annual return for tax exempt entities)
but has exceeded that of the mutual fund standard. For example, in the last
six years the Kellogg Foundation's income has continued to be substantially
greater than it would have been had its Income heen derived entirely from
diversified investments. The Increase was 538.9 percent for income received from -
the Kellogg holdings as compared to an increase of 4.7 percent on the Founda-
tion’s diversified portfolio. Obviously, this result shows that the diversification
of funds would result in a great handicap to meeting the payout requirements
of the Tax Reform Act of 1069 and result in a lower return to charity over the

Years.
2. Assume Section 4942 Was Enacted From Creation

Again we will use the Kellogg Foundation as being illustrative of the group.

. (1)1 &ssume that the minimum distribution rule had been In effect at 6 percent
ronr . .

(2) In that year, Kellogg contained 221,000 shares of Company, fair market
value $37,570,000. S

(8) From September 1, 1084, through August 81, 1972, the Foundation made
an actual distribution of $208,092,198.

(4) It the minimum distribution rule had been applicable, distributions of
$242,708,811 (or an Increase of $89,614,615) would have been made, -

(5) However, the Foundation would have had to sell the equivalent of
8,818,928 shares with a market value of $214,889,495. :
 (8) Thus, the Foundation’s holding would have been reduced to 9,274,812
shares with a market value of $226,081,355. ' ;)

(7) The higher return to charity of $89,614,618 would have cost $214,839,495
thereby reducing the current size of the Foundation by almost 50 percent.

(8) In 1978 the distribution under the reduced assets would be $10,016,257
rather than $19,585,899 which it will distribute, almost 100 percent greater than
the amount called for by blind application of the minimum distribution rule. :

In summary, the facts establish the proposition that charity would have
benefited in the short run by the minimum distribution rule, but only at great
cost to the assets of the Foundation, Further. due to the depletion of these assets,
the current and ergo the future benefit to charity would have to be reduced
dramatically. -
3. Ture Economic Study

After three years there has been time to examine how 8ection 49;2 will operate
to undermine overall foundation grants and there has been the opportunity to
further examine the assumptions of the Peterson Repott. For this purpose,

Tt mu‘st’be borne tn mind that the trustees have the discretion thIQ!l the Kellogg stock.
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the foundations subscribing to this statement have had -an independent study
prepared by Dr. Norman B. Ture. Filed herewith and incorporated in this state-
ment is that study, entitled “The Impact of the Minimum Distribution Rule on
Foundations”, prepared by Norman B, Ture, Inc, at the direction of the Ad Hoe
Committee on Section 4942. The findings and conclusion of that report, as briefly
summarized in its own language, are as below:

“First, any minimum distribution rule which ignores the foundatlon’s rate of
return will have a highly differential, discriminatory and possibly capricious
fmpact on foundations and on their long-term capacity to support charities.

“Second, the contention that the investment performance of foundations {is
relatively poor is based on inadequate information and inappropriate statistical
measures; the records of foundations for which data was available in the
preparation of this report certainly do not support this contention.

“Third, no sound evidence was advanced o support the view that the allegedly
poor investment performance of foundations is related to the concentration of
their investment assets.

“Fourth, it is neither realistic nor reasonable to assume that a minimum
distribution rule will result in significant increases in the rate of return on
foundation investments,

“Finally, the (this) report concludes that the tax savings allegedly realized
by those establishing foundations are, in all likelthood, very small. Foundation
distributions to charity have represented a sizeable amount of benefits relative
to the foregone revenues.”

4. Peterson Report Ignoree Inoreased Needs of Charity

The Peterson Report assumed that the charitable services which a .foundation
normally supports will not rise in cost any faster than the general rate of infla-
tion and for that purpose assumed a rate of inflation of 2 percent. TAe Report's
assumption {8 wrong, for it completely disregards the fact that the organizations
supported by foundations have little possibility of simllar gains in productivity.

The costs of programs normally supported by foundations have increased faster
than the general rate of inflation, These increasing costs are seen as limiting
the work of many charitable organizations and come at a time when govern-
ment programs can't meet demand and when budgetary considerations require
cutbacks in Federal spending. This situation increases the dependence of charit-
able institutions on private foundations and other private sources for a depend-
able and continuing flow of funds. It is in the public interest that charitable
organisations have access to a number of sources of both private money and
public spending to finance their activities.

Over the years, this group has supported charitable institutions engaged in
higher education, medical and health education, and hospttal services. Attached
hereto 18 Appendix B illustrating the increasing costs experienced by these
organizations.

5. Conclusion

From the foregoing, two things are apparent: One, the underlylng premise of
the 6 percent minimum distribution rule is predicated upon false assumptions;
and two, this rule must be changed if private foundaticns are to contlnue to be
permitted to serve their function in the support of charitable undertakings.

If this 18 not done, it is clear that the principles set forth in the Peterson
Report and incorporated. in Section 4842 will impair the effectiveness of all
foundations and =liminate many of them to the detriment of charity. This posi-
tion is not only sapported by the groups’ accomplishments and experience, but
by the Ture study which indicates that private foundations can give a better
return per dollar to charity than the Federal Government.

No one has suggested increasing the Government’s role in advancing phi-
1anthropy, which-is procisely what must happen if the 6 percent rule of Section
4942 i8 not révised dnwaward.

. ? APPENDIX A

Tables publshed in the 1065 Treasury Report which indicate that approxi-
mately 90 percent of foundations have ordinary income of less than 6 percent of
their tair market value. )
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TABLE 12.-DISTRIBUTION OF NUMBER OF FOUNDATIONS BY VARIOUS RATIOS

Asset size

Percent of donor-related influence over investment policy
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Source: 1964 Treasury Department Survey of Private Foundations,

1 Differs slightly from number in Tables 10 and 11 because this table excludes about 10 large

foundations for which data were not available when this table was prepared.
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TABLE 14.—PERCENT OF FOUNDATIONS IN VARLOUS CATEGORIES WHOSE TOTAL GRANTS WERE
LESS THAN CERTAIN PERCENTAGES OF NET WORTH

Foundations whose grants were less than—

tper- 3per- Gper- 10per- 1per- 3per- 6per- 10 per-
Col— coble cole CoRl— oMl COl— OOl  CON—

Of market net worth 0f book net worth

All foundations. .. ...oooeoiioee i 10 2 40 152 9 19 38 50
foundations with donor-related influence—

Over 50 ? 18 k| 47 ? 16 33 46

1§ 35 59 64 15 28 51 61

21 43 57 59 21 41 52 58

2l 37 63 72 19 30 33 68

] be) 76 93 5 " 54 81

4 24 §7 76 2 14 49 70

6 22 50 66 6 19 4 65

12 2 33 4 12 20 32 0]

5 22 51 68 5 18 43 66

4 20 48 67 4 16 45 64

10 39 63 74 10 26 (18 7

8 25 60 n 8 19 56 n

ted 6 peccent of more, 78 percont contriduted 3 percent or more, mu.
Source: 1964 Treasury Dep artment Survey of Private Foundations,

TABLE 15.—PERCENT OF FOUNDATIONS IN VARIOUS CATEGORIES WHOSE ORDINARY INCOMES WERE LESS THAN
CERTAIN PERCENTAGES OF MARKET NET WORTH

! The remaining 48 percent of foundations conlributed 10 percent or mate of their market net wosth, 50 percent contribu.

Foundations whoss crdinary incomes were less than—
0 percent 1 percant 3 percent 6 percent 10 percent
of market net worth

Al foundations. . ........................cc.e... 3 Fe] 57 % Hu
Foundations with donor-related influence—

;?3'" L a:rlcega ....... rommenmneee e 2 31 59 9l 4

percent to SO percent. ... ... ..........

20 percent to 33 percent .. ... .............. } 7 3 8 bt %

Under 20 percent. ... e 3 19 45 8 93

Very large foundations. cee 0 31 9

Large foundations. ... .- 1 5 kY] 89 93

Medium foundations..................oooieioo... 4 13 “ 91 95

2 40 6o 90 83

Small foundations. . ..c.oenniier i

Source: 1964 Treasury Department Survey of Privats Foundations.

A certain number of foundations are so-called conduit foundations which are
organized simply to receive contributions and more or less immediately dis-
tribute these to charitable recipients. These foundations are likely to have very
little in the way of net worth, and almost necessarily their ratio of total grants
to net worth would be very high. One device for separating out many of the
conduit foundations is to eliminate from consideration all foundations with
total assets of less than $100,000, The resulting calculations are shown on the
bottom four lines of table 14. Looking at the line for the total of all foundations
with assets of over $100,000, it will be seen that the percentage of foundations
that distribyted in grants less than 1 percent. .

Table 17 shows some percentage calculations based on the calculation of
ratios between grants to net worth and ordinary income to net worth for those
foundations receiving no current contributions in 1962. As would be expected,
a higher percentage of these foundations would be affected by a_requirement
that grants be a certain percentage of net worth than was true when this re-
quirement was tested against all foundations. In this case about 40 percent of
these foundations would be affected by a 84 percent payont requirement while
the percentagc was about 25 percent for all foundations. It might be noted also
that the earnings experience is somewhat better when one looks at foundations
without contributions because, by and large, less of the assets tend to be in-
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vested in highly liquid forms as might be appropriate where the foundation is
serving only as a conduit, Most likely about 40 percent of these foundations have
a current earnings rate in terms of ordinary income in excess of 3%4 percent of
market net worth. It would be expected that these foundations whose rate of
return on net worth was relatively high should pretty much correspond to those
foundations whose ratio of grants to net worth was also high. Nevertheless there
would be some of the foundations whose rate of return was in excess of 314 per-
cent who would not have made a correspondingly high ratio of grants to net worth.
The combined test of a volume of grants equal to the higher of 32 percent of
market net worth or ordinary income might affect about 50 percent of these
foundations.

TABLE 17.—PERCFNT OF FOUNDATIONS RECEIVING NO CURRENT CONTRIBUTIONS WHOSE TOTAL GRANTS AND
ORDINARY INCOME WERE LESS THAN CERTAIN PERCENTAGES OF NET WORTH

Foundations whose grants were Foundations whoss ordinary income was
less 1ess than—

1 pet- 3 per- 6 per- 10 per- 1per- 3pes- 6 per- 10 per-
ccgl- co:t—- eo:t‘—- wpnl— 0 ce:t—- ceg!— cent— w\’l.i
of market net worth of market net worth

All foundations receiving no current
contributions__........ remzaeeeene 19 ki3 59 69 2 24 49 87 92

Foundations with no contributions re- .
ceived whose donor related influence
was—

Over S0 percent. ...._._......... 17 s’} 49 61 2 pal 53 83 92
33 percent to 50 percent. ... __ 27 33 67 82 6 ro N 40 88 9
Oto33percent.............___. 24 4 84 98 1 1l 41 84 92
Foundations with assets over $100,000
with no contributions received whose
donnt related influcnce was—
Over S0 percent.. .. ... ...... 3 2 62 n 3 10 36 91 (1)
33 percent to 50 percent......... S 38 4 n 0 5 2~ 9 100
Oto33percent . ... ..._....... 10 33 78 87 2 25 87 U

Source: 1964 Treasury Department Survey of Private Foundations.

APPENDIX B

Brief summary of the increased costs associated with higher education, medi-
cal education, and hospital services.

Higher Education .

—- Higher education is a labor-intensive service sector of the economy in which
it is difficult to achieve the gains in productivity that are experienced in goods-
-producing industries. .

For purposes of historical comparisons of educational costs, the most use-
ful data are those compiled by June O'Nelll in a study conducted for the Car-
negie Commission. Educational costs per credit hour consistently rose more
rapidly than the consumer price index from 1953-54 to 1966-87. Over the period
as a whole, educational costs rose at an annual average rate of 8.69, as com-
pared with a rate of 1.6% for the consumer price index—a difference of 1.9%.
However, costs in private institutions of higher education rose more sharply
than those in public institutious. The rate of increase for private institutions
was 4.805, or 3.29% more than the consumer price index, and for public institu-
tions, 2.99, or 1.3% more than the consumer price index.® -

The most noticeable feature of the budgets of all Institutions of higher educa-
tion is how fast they have gone up in the years since World War II. Total edu-
cational and general expenditures on-current account by all institutions of
higher education went up from less than $1 billion in 1945-46 to more than $7
billion in 1963-64. Total educational and general expenditures less qexpenditures
on organized research have gone up, on the average, more than 7%, a year at.
all private universities and more than 129 a year in three- 1nstitutlons
(Chicago, Princeton, and Vanderbilt). The direct instructional cost per student
over the period 1956-68 works out to an average annual rate of increase of

1 Source: “The More Effective ﬁse of Resources—An Imperative for Higher Education,”
9 Re P ;; agd Recsommeudat!ona by the Carnegie Commission on Higher Education,
une » pp. 33-38. .
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7.8% for Chicago, Princeton and Vanderbilt and to 83¢% for all private
universities.?

Medical Education

In the area of medical care, hospital costs and doctors’ cost per patient show
increases substantially above the general price cost index as illustrated in
Bradford, Malt and Oates, “The Rising Cost of Local Public Services,” National
Taz Journal. In the period 1958-71, the average operating budget for medical
schools increased from $2,056,000 to $8,475,000, an increase of 412¢,. The mean
salary for basiec science faculty and for all ranks of clinical science faculty
increased 59% and 669, respectively in the following statistics:

AVERAGE OPERATING BUDGET FOR MEDICAL SCHOOLS (DOES NOT INCLUDE SPONSORED PROJECTS)

Number of Average
Year schools budget
85 $2, 056, 000

86 2, 235, 000

87 2, 461, 000

87 2,755, 000

87 2,944, 000

87 3,289, 00v

87 3,624, 000

87 4,230, 000

87 4,933, 000

89 5, 518, 000

91 6, 324, 000

93 7, 206, 000

92 8, 475, 000

Note: The number of schools reporting equaled total number of schools existing in all years except 1970-71 when 92 of 95
schools reported.

Mean salaries for all basio soience faculty (strict full time)

Year Mean salary
108864 e eecc—mm— e — e —————————————— $13, 806
108488 o e e —————————————————— NA
198588 e e ee e m—————————————————————— 15,018
198087 o e e~ ————————————————————————— 15, 996
100788 e e c e m—ecmm——————————————————————————— 17,336
198860 e ———— e e e me—e—————— 18, 236
198970 e e m—e—e———m—cmm—cm—————————————— 19, 353
197071 o e ——————————————————————————————— 19, 765
1071-72 e ————————————— e ———— - 21,051
197218 et m————————————————————— rem————————— 121,972

1 59 percent over 1963-64.
Mean salaries for all ranks of clinical science faculty (strict full time)

Year: Mean salary
108364 oo ——— - - $19,
1964-65 ..._._ et e e e e e e e N
196868 —ceeeeeeeeee e ———————————— e mmmmmm—————————— 20, 098
1966-87 oo _—— - 21, 616
196768 v ——— ——— 23,
1068-69 __ - - e ———————— e o e o e 2 '2'46' 13?
1980 -T0 oo e —————————————————————————————— 26,
1970-T1 oot e o o e e 28,223
107172 e ac—am e e ——————— eme e —————————— 30, 008

1668 percent over 1963-64.

Source: Dr. John A. D. Cooper, Association of American Medical Colleges, One Dupont
Circle, Washington, D.C.

3 Source: “Economic Pressures on the Major Private Universities,” Willtam G. Boweg,
reprln‘t‘ed from ‘‘The Economics and Flnancin% of Bigher Education in the United Statex,”
a Compendium of Papers Submitted to the Joint Economie Committee, Congress of the
United States, Government Printing Office, 1969, pp. 309489, :
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Hospital Services

A major program concern and site of W. K. Kellogg Foundation expenditures
hag been the hospital field. The Foundation has assisted a wide variety of pro-
grams in community hospitals such as in recent support for coronary care units
and the improvement of burn patient care facilities and services.

The increase of such support by the Foundation has substantially paralleled
the general rise of hospital costs in the United States. Such costs have risen at
an appreciably greater rate than the general cost of living. The following is a
depiction of the dramatic rise in hospital expenditures between the period 1950
to 1970: T o

TABLE 7.—TOTAL EXPENSES AND EXPENSE PER PATIENT DAY, COMMUNITY HOSPITALS, 1950-70

Total expenses (in millions) Expenses per patient day

~ _Percent Percent
Year Amount increass Amount increase
$2,120 ..oo........ $15.62 . ...........
2,314 9.1 16.727 2.3
2,517 11.3 18.35 9.4
2,867 11.2 19.95 8.7

3 121 8.8 21.76 9.1

3 ;.u 10.0 23.12 6.3
3,733 8.7 24.15% — 45
4, 160 11.4 26.42 9.4
4,655 11, 8 28.27 2.0
5,091 9.3 30.19 6.8
5,617 10, : R.23 6.8

6, 250 11. 34.98 8.5
6,841 9. 36.83 5.3
7,532 10, 339 5.6

8, 349 10. 40.58 6.9

9 147 9. ¢ 4.43 1.0
10, 276 12 43.15 8.3
12, 081 12.¢ 54.08 12.3
14,162 17. 61.38 13.5
16,613 12 70.03 14.1
19, 560 17. 81.01 15.7
..................................... n.e .._........... 8.6

Of the nearly $14 billion rise between 1960 and 1970, the following factors have
contributed : - :

1960-70—14,000,000,000 INCREASE IN TOTAL U.S. HOSPITAL EXPENDITURES

Populalion Changes. ... c.ocoen e ieiiiiiiircciciiectcrecearene e aannn 8.6 1.2
Increased patient Usae. . ... . . iiieieiicrecerecemccencanenacnonee 13.6 1.9
Infiation 20.0 2.8
Increasad payroll. ... . oo iiiiiiiiiiacinaeas 3.4 — 44
Increased supplies and materials . 26.4 3.7

Total 100.0 14,0

The American Hospital Association has informed us that the estimated 1973
per diem cost for hospital care is $102.87. This 1s in contrast to a similar cost
of $15.62 in 1950 and $32.23 in 1960.

One example of rather marked escalation in the cost of program activities
supported by the Kellogg Foundation in the health fleld relates to our recent
grant to make possible a national study of education for health administration
and as contrasted to an identical commission in 1952-84. The earlier commis-
sion covered a life span of two years with a professional staff complement of

- twwo members plus one secretary. The total cost of this national study and which

was completely defrayed by the Foundation was $71,199,

The Commission on Education for Health Administration was established in
1972 and its activity is scheduled to be completed by mid-1974. It has a similir
purpose as the earlier group. The professional and secretarial complement is
precisely the same, although there are some variables, such as complexity and
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the growth of this fleld. It is striking that the Foundation’s commitment to the
present Commission now totals $463,573.78.%

Hospital care has taken the largest share of increased spending on health.
Since 1980, the cost of a day in a hospital has gone up 204%—to $92 in 1972, on
average. The charge may run up to 509 higher in large cities. Physiclans’ fees,
now costing Americans 16.2 billions a year, are up 74% over the same span.

Hospital costs in Michigan have been rising faster than the cost of living since
1960, and particularly since the 19668 introduction of Medicaid and Medicare.
From 19668 to 1971, Michigan hospital costs increased by 105.49, with 19.6%
attributed to the increase in inflation.

A REPORT PREPARED ¥OR THE AD Hoc COMMITTEE ON SECTION 4942 BY
- NorMAN B. TuURE, INc.
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THE IMPACT OF THE MINIMUM DISTRIBUTION RULE ON FOURDATIONS

L INTRODUCTION

Section 4942 of the Internal Revenue Code requires tax-exempt foundations to
distribute to qualified organizations amounts equal to or greater than 6% of the
market value of the foundation’s assets. This requirement was enacted in the
Tax Reform Act of 1969 ostensibly for the purpose of removing the uncertainties
and vagaries of prior law under which foundations accumulating income in
unreasonable amount or over an unreasonably long period might lose their tax-
exempt status. This loss of tax-exemption was thought to be an inadéquate
threat to avert unreasonable accumulations in some cases and an excessively
severe penaity in others. In addition, if a foundation invests in assets that
generate no current income flow to the foundation, the unreasonable accumula-
tion rule was, obviously, inoperative. In such cases, it was alleged that the donor
of the foundation’s assets might receive substantial tax benefits from his contrl-
bution, while charities might receive no current benefits, i.e, grants, from the
foundations.

During the legislative development of those provisions of the Tax Reform Act
bearing on foundations, a large number of issues pertaining to foundations, their
role in the U.8. Soclety, and their operations were raised. The focus of legislative
deliberations was on efforts to correct alleged abuses by foundations and to

2 Source : Andrew Pattullo, Vice President-Programs, W. K. Kellogg Foundation,
4 Source : “Enquirer and News,” Battle Creek, Michigan, Thursday, March 15, 1973.
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circumscribe modes of cperation deemed to be jnconsonant with the public policy
objectives sought in the tax exemption of these organizations. .

Insofar as a minimum distribution rule is involved, the principal issue was
whether the amount of distributions by foundations to charities was a sutficiently
high return on the tax savings afforded those establishing the foundations. To
this point, the matters that were raised during the hearings and in floor debate
included the contentions that (a) the investment performance of foundations, i.e.,
the rate of return they realize on their assets, compares unfavorably with that
of mutual funds; (b) in some, perhaps considerable part, this poor performance
is attributable to undue concentration by a foundation of its assets in a single
class of stocks of a single corporation; (c¢) in many cases, this investment policy
by the foundation revealed that its real purpose was to afford continuing family
control over the corporation rather than to provide financial support for charitable
activities; (d) better investment performance would significantly augment the
amount of distributions by foundations to charitles; (e) better investment per-
formance called for both more highly diversified and higher yield portfolios,
and (f) imposing some relatively high minimum distribution requirement on
foundations would effectively impel them to improve investment performance by
diversifying their portfolios and increasing their yleld, which by the same token
would require them to relinquish concentration of asset holdings in a single class
of stock in a single company, and which would result in their increasing their
distributions to charity.

This report subjects these considerations advanced in favor of a minimum

distribution rule to critical examination, both factual and analytical.

" Clearly, the fundamental objective of any minimum distribution rule is to
increase the amount of private financial support for charitable organizations and
their activities. Whether such a rule would achieve any of the other objectives
attributed to it is a secondary matter, if not indeed irrelevant.

" The findings and conclusions of this report may be briefly summarized. First,
any minimum distribution rule which ignores the foundation’s rate of return will
have a highly differential discriminatory and possibly capricious impact on
foundations and on their long-term capacity to support charities. Second, the
contention that the investment performance of foundations is relatively poor
is based on inadequate information and inappropriate statistical measures; the
record of the foundations for which data were available in the preparation of
this report certalnly does not support this contention, Third, no sound evidence .
was advanced to support the view that the alegedly poor investmen: performance
of foundations is related to the concentration of their investment assets. Fourth,
it is neither realistic nor reasonable to assume that a minimum distribution rule
will result in significant increases in the rate of return on foundation investments.
Fifth, an appropriate distribution rule should be based on the rate of increase
in the amount of distributions desired by publie policy, adjusted in the case of
each foundation by the rate of return that foundation realizes on its investment.

Finally, the report concludes that the tax savings allegedly realized by those
establishing foundations are, in all likelihood, very small. Foundation distribu-
tions to charity have represented a sizeable amount of benefits relative to the

foregone revenues. :
II. PORTFOLIO INVESTMENT POLICIES OF FOUNDATIONS

One of the principal arguments advanced fin 1969 in favor of some minimum
distribution rule was that, relative to their total agsets, foundations gener-
ally” . . . are not providing an adequate payout to soclety in return for the
immediate tax deductions society has given their donors.”* In turn, the allegedly
too low.distribution rate was related to an allegedly poor investment perform-
ance by foundations compared with that*of mutual funds. While avowing that
it had not. exhdustively reviewed the investment performance of foundations
(a caution neglected in-the 19069 legislative discussion8 which relied heavily
on its data), the Commission nevertheless asserted that * . . . the investment
performance of foundations is bélow par, and perhaps significantly so. . . .-8ince
each percentage point of added total return on foundation investments would
yield between two and three hundred million dollars of additional funds for

1 Commission on Foundations and Private Philanthropy, Foundations, Private Giving, and ‘
Pubiio Polioy, University of Chicago Bregs (Chicago). 1640, p. 76, The Commiset
report nro‘:evfured, To bareafrer ab the Comuimioa’ and port,” respectively. and the
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charity, the cost to soclety of a lackluster management of these investments
could be on the order of hundreds of millions of dollars annually.” *

The issues raised in the Report and in the 1089 legislative discussions, al-
though separately identifiable, are obviously interrelated. On the one hand,
there is the issue of the type of assets held by foundations and of the yleld
per dollar of such assets, measured against some relevant performance standard.
On the other hand, there is the issue of the disposition of the annual return
on foundation assets, i.e., the allocation of that return between current year
distribution to charities and augmentation of the foundations' future capacity
to support charities.

Evaluation of the management of foundation investments is not merely a
question of comparing the rate of return on foundation assets with that realized
by other investors, say mutual funds. That evaluation must also include an-
assessment of the long-term objectives of foundations in support of charitable,
educational, scientific, medical, ete., activities and of the overall portfolio and
grant policies in the light of those objectives.

A. Return on foundation assets.

Testifying on October 22, 1969, before the Senate Finance Committee on H.R.
13270,-Mr. Peter G. Peterson, then Chairman of the Commission, reported that
one of the Commission’s findings was that the total rate of return on founda-
tion assets was materially lower than that of mutual funds. The total rate of
return, asserted to be the performance yardstick commonly used by mutual
funds, profit sharing and pension funds was defined as the sum of dividends,
itrlllterest,urgallzed and unrealized capital gains divided by the market value of

e assets.

Using this measure, the Commission’'s findings, based on a sample of foun-
dations’ forms 990A for the year 1068, are summarized in the following table:

Total recturn on foundation assets as percentage of assets, 1968*¢

Foundations with assets: Medlan total return on assets percent
Under $200,000..... - - 47
$200,000-$1,000,000 ... ——— ————- 87
$1,000,000-$10,000,000 . oo e ecmcceccme———c—n———— 8.0
$10,000,000-$100,000,000 . .o cmeccm—rcm——— .1
Over $100,000,000..._. - ——— -—-- 85
Company foundations._ .o e me——an—— 5.8
Community foundations..__. - - - B2
Weighted figure for all foundations. mmeemmcm—amm————— 56

By contrast, the Commission found an annual average total return for the
years 1959-88 for 21 balanced funds of 9.2 percent and for 10 large general
growth funds of 14.8 percent. For 1988, the Commission cited an average total
return of 15.3 percent for common stock mutual funds and of 14.9 percent for bal-
anced funds.'

A number of aspects of these “findings” cast serious doubt on thelr inter-
pretability and reliability. First, the percentages reported are median values,
not weighted arithmetic means or averages. The Commission explained the
use of the median figure as intended to help offset any disproportionate effects
of those foundations which did not report assets at market value. For re>sons
explained below, any such foundations should have been eliminated from the
calculation. Use of the median rather than mean does not bear on the blas
introduced by the inclusion of data from such foundations. The median meas-
ure reported by the Commission for each size class identifies the total rate of
return of that foundation with respect to which there were an equal number

of foundations with a lower and a higher rate of return. But measure
* Report, p. 75, The implications of the quoted statement are examined at a later polnt in

this &eport. A
8 Cf. Report, p. 74. .

4R t, p. 74. -
stha. " P
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does not tell one how the foundations In that size class, taken together, per-
formed. For example, suppose a size class consisted of 5 foundations each with
$1 million of assets, one of which had a zero total rate return (as measured
by the Commission), one had returns of $10,000 or 1 percent, one had returns
of $20,000—2 percent—and two had returns of $200,000 each—20 percent. The
“median return “found” by the Commission would be 2 percent, although takeun
as a group, the five foundations had total returns of $430,000 or $5,000,000 of
assets, or an average return of 8.6 percent,

In addition, the Commission apparently compared its median rate of return
with a weighted mean—or average—return for the unidentified mutual funds
to which the Report alludes. Suppose that the distribution of mutual funds
by rate of return was identical with the distribution of foundations in the illus-
tration above. Then comparing the median value of foundation rate of return
with the mean value of mutual fund rate of return would come up with the
“Anding” that the mutuals had outperformed the foundations by 4.8 to 1, despite
the fact that their respective performances were by hypothesis identical.

Moreover, as noted above, the inclusion of results based on book values for
some foundations with market values for other foundations puts the “findings”
of median rate of return quite beyond interpretation or analysis. Referring to
the Commission’s definition of total returns—the sum of dividends, interest,
realized and unrealized capital gains—consider a foundation whose assets are
reported per book rather than market values. Suppose the market value of the
foundation’s assets increase by, say, 15-percent from the beginning to the end of
year, because the corporation whose stock constitutes the assets of the foundation
has retained the full amount of its earnings: The appreciation in the market value
of the stock of course reflects the market’s capitalization of the increase in the
corporation’s future earnings which will low from the retained earnings of the
current year. But this market appreciation will not necessarily be fully or even
substantially reflected in the book value of the stock held by the foundation,
The computed total return on assets, relying on book values, may therefore fall
materially short of that which would result from using market values.® Including
measures of total rate of return based on book vaiues, therefore, is highly, likely
to bias the Commission’s indings downward from the actual total rate of return
of the foundations. Moreover, it Invalidates any comparison with the total rates of
return realised by other institutlonal investors. )

Finally, the Commission’s “finding” that the investment performance of founda-
tions is below par is based on the results of a single year's operation by the
sampled foundations. The Report conceded that one year 18 not an adequate
period for evaluating investment return:’ nevertheless, this perfectly correct
caution did not preclude the Commission from making a comparison of investment
performance and from concluding on the basis of that comparison that founda- -
tion management of their portfolios was lackiuster.

In contrast with the Commission’s findings, which were the principal data
source for legislative discussions in 1069, examination of the investment perform-
ance of several major foundations leads to the conclusion that these foundations
were highly eficient in their investment management, at least as measured hy the
Commission’s total rate of return. For foundations, the annual average rate of
return from the time of first endowment through 1972 ranged from a low of 12.3
percent to a high of 21.5 percent.® For some of these foundations, to be sure,
considerable fluctuations in total rate of return from year to year were ex-
perienced, but even 80, the rate of return record of each over its lifetime has been
impressive. Thus, the average annual total returp, including dividends and ap-
preciation in the market value of assets, computed as the compound interest rate
of growth from the year. of initial endowment through 1972, ranged from a low
of 7.9 percent to a high of£.17.2 percent.

¢ In fact, some of thé toundations fn the Commission sample reported no change in dbook
value of assets on their Formg 990-A, although the market value of their nﬁet': rose
significantly. While it is_conceivable that book values might {ncrease more than market
va'nhe:. thts 1l,'l ;ir lexs likely to oceur.
port, 3 : .
8 Average, for each foundation, of the total rates of return for each year from initial
endowment through 1972. :

42-908—175——11 .
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- {In percent)
Compound interest
average annual rate
Average annual of increment over
total rats of market value of
Foundation and year of endowment return  initial endowment?
AQl 3.3 13.1
B 2.3 12.0
C 4.6 9.0
DQ 1.5 12.2
1 X¢] $.1 9.7
F 3.9 1.9
6l 4.5 9.0
H 4.9 9.1
| 6.7 10.6
J 0.0 8.0
X 4.0 116.9

1 Adjusted (or additional contridutions and stock splits.
1 Since 1952,

There are, in short, substantial grounds for skepticism about the Commis-
sion’s “findings” of poor investment performance by foundations. It is regrettable
that these “findings” and the conclusion drawn by the Commission from them
were not subject to more critical examination in the legislative development of
the Tax Reform Act of 1969,

B. The appropriate measure of return for foundation distridbutions

The minimum distribution rule of Section 4842 relates the required distribu-
tion by a foundation to the average market value of its assets, In this respect,
the rule follows the reasoning advanced by the Commission with regard to the
measure of the base against which foundation distributions should be evaluated.”

For purposes of the investment policies of households and businesses, cholce
among investment property depends on the patential gain in net worth afforded
by the investment alternatives open to the investor. This gain in net worth is the
sum of current income flows from the investment and apreciation in the market
value of the investment assets. Thus, for purposes of evaluating the investment
performance, the measure cited by the Commission is appropriate.

It does not follow, however, that gain in net worth as measured in the market
place over given time period affords an appropriate basis for rules governing
distribution policies.

Consider the case of a corporation with earnings in a particular year of, say,
$1,000,000, where its earnings are measured according to the provision of the
Internal Revenue Code and Regulations. In general, earnings so measured will
be equal to receipts from the company's operations less expenses. Earnings do not
include the appreciation in the market value of the corporation’s equity. Nor
gshould they. If these unrealized capital gains were included in income for the
year, gross double counting would resuit, since the capital gains are, for the most
part, the market’'s capitalization of the increasein the company’s future income.

Suppose the corporation retains the full amount of its earnings for that year.
These retained earnings, prudently and effectively invested by the corporation,
will produce an increase in the company’s future income. The valuation in the
market place to that additional future income will be reflected in an increase
in the market value of the company's equity. But the unrealized capital gain can
hardly be regarded as part of the company’s income for that year.

For purposes of the accumulated earnings tax (Section 531-537), this retention
of earnings may be deemed to represent an improper actumulation, and an addi-
tional tax may be imposed. But the accumulated taxable income on which the
additional tax may be imposed is determined by reference to the corporation’s
taxable income (with certain adjustments), which does not include the com-
pany’s unrealized capital gains, i.e., the fncrease in the market value of its equity.

The shareholders of this company will enjoy unrealized capital gains, assum-
ing that they retain their stockholdings and the market value of their shares
increases in some proportion to the company’s retained earnings. These un-
realized capital gains, however, are not included in the income of the stock-

® Report, p. 74. —
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holders, nor should they be, even though the appreciation in the market value
of their shares increases their net worth. To include this appreciation in the
shareholders’ current year's taxable income would be to subject them to tax on
the capitalized value of future income as well as on the future income itself
as materalizes over time.

A foundation as one of the shareholders of the corporation no more than any
other shareholder realizes income by virtue of the increase in the market value
of its shares of the corporation’s stocks, For effective management of its opera-
tions, the foundation must be constrained by the income it 1eceives on its assets,
not by the increase in the market value of these assets. The imposition of rules,
pertaining to its operations, which rely on changes in the market value of the
foundation’s assets, thus, subjects the foundation to constraints dissimilar from
and far harsher than any others applied by the Internal Revenue Code to any
other class entities.

For the reasons presented below, any uniform minimum distribution rule is
likely to be at odds with public policy objectives concerning foundations and
their financial support of charities. Apart from these considerations, a minimum
distribution rule which relates required foundation distributions to the market
value of foundation assets rather than to foundation income will almost certainly
produce highly anomalous and disparate results among foundations.

The obvious case in point involves differences among foundations with respect
to the liquidity of their assets and the current incomne flow these assets produce.
Thus, a foundation with a substantial proportion of its assets in, say, a low
payout, growth corporation may very well be required under the minimum dis-
tribution rule, to liguidate significant amounts of its assets, while another foun-
dation with a substantial part of its assets in high payout, low yield shares in a
slower growing company may be under no such constraint. In terms of invest-
ment performance and growth in capacity to provide financial support to char-
ities, the first foundation may very well be highly superior to the second. The
impact of the minimum distribution rule, however, 18 precisely contrary to the
objectives articulated for it in this case. Indeed, if the first foundation’s stock
Is that of a closely-held company for which little or no market exists, the foun-
dation may be put into an impossible position with regard to both effective man-
agement of its investments and bullding the capacity to support charity. )

Similar difficulties will arise where substantial amounts of the foundation's
assets are in real estate on which the net cash flow is less than 6 percent of the
market value of the property. The Investment in this property may very well be
superior to any alternative avallable to the foundation In terms of the Commis-
sion’'s total rate of return as well as in terms of bullding capacity for distribu-
tion to charities, Yet the minimum distribution rule might very well require the
foundation to liquidate these assets and either to replace them with others which
are inferlor or to reduce permanently their capacity to support charity.

There is, as one might expect, substantial variation among foundations in
their investment policies and asset composition. The minimum distribution rules
of Section 4842 make no adequate allowance for these variations. The impact of
Section 4942, therefore, is likely to be highly discriminatory. Moreover, since
these differences in effects are not necessarily, if at all, in line with public policy
objectives, the minimum distribution rule is likely to be highly capricious,

In some minimum distribution rule, imposed at a uniform rate on all founda.
tions, is to be continued, it should be applied with respect to toundation income,

not foundation assets.

C. Investment performanoce and portfolio ooncentration

One of the explanations offered for the allegedly poor investment performance
of foundations, according to the Commission, is that *. . . a significant portion
of a foundation Investment portfolio 18 often control stock in a company.” * Re-
grettably, the Commission provided no data showing the number or proportion
of foundations whose portfollos were highly concentrated nor did it attempt to
correlate foundations' rate of return experience with the degree of portfollo
concentration,

The Commission did, however, provide some data, drawn from its 1968 sample
of foundations, bearing on the distribution of foundation assets by type of asset.
Excluding the Ford Foundation, the Commission found that stock {n a company
in which a donor and his family owned a controlling Interest (20 percent or more

10 Report, p. 15. _
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of the total issued) constituted 30 percent of total foundation assets. Appreciated
real property was 4 percent of the total, other appreciated intangible property
was 306 percent, while cash or unappreciated property was 25 percent. 'the pro-
portions differed somewhat depending on the foundation size class; for founda-
tions with over $100 million of assets (excluding the Ford Foundation) control
stock was 80 percent of total assets, compared with 19 percent for foundations
with total assets less than $200,000. Moreover, the Commission found, only 14
percent of the sampled foundations had received half or more of their contri-
butions in control stock."

The view that the allegedly poor investment performance of foundations re-
sults tfrom the lack of adequate portfolio diversification is without substantia-
tion. Appropriate data, if available, might indeed reveal a correlation beiween
rate of return and degrees of diversification, but as matters stand, such corre-
lation is pure conjecture.

Quite a different surmise emerges from examination of the investment per-
formance of the foundations shown in the table above. In each case, the founda-
tion’s assets are highly concentrated in a single class of stock. The wide range
of average rates of return among these foundations argues strongly that, at least
in thelr case, rate of return is not correlated with portfolio diversity.

Some significant degree of portfolio diversification may be a valid general
prescription for balancing yield and risk. It does not follow, however, that the
diversification appropriate for one investor 18 equally appropriate for any other.
Diversitication per se is not an investment objective to be blindly or slavishly
pursued in disregard of the rate of return experience of existing portfolios.
Changing portfolio composition entails the costs of acquiring information on
ot!er investment assets and, generally, some transaction costs. It is by no means

clear that any of the foundations shown in the table above could reasonably ~

exnect by diversifying their portfolios to improve thelr investment performance
sufficiently to warrant incurring the costs such diversifying would require.

D. Distribution policy and rate of return : -

More fundamentally, the relevance of foundation investment performance to
the desirability of a minimum distribution rule is obscure. Surely the occaston
for 8 minimum distribution rule is not to improve foundations’ investment man-
agement, in and of itself. A tax provision aimed at such a result for foundations
would be highly discriminatory, since no other provision of the Internal Reve-
nue Code bearing on any other class of entities is endowed with a similar intent.
The purpose of a minlmum distribution rule, rather, is to increase the amount
of foundations’ distributions to charities. Any such increase currently or in the
near future will occur at the expenge of less capacity by foundations than they
otherwise would have to provide such support over the longer term unless founda-
tions are able sufficiently to increase the rates of return on their investments. If it
i3 desired to increase distributions currently or in the near-term and {f the
amount of the increase in distributions is relatively large, a8 minimum distribu-
tion rule designed to achieve this result will requ ire large-scalé in-roads on the
existing ass%ts of foundations, the effects of which on future total returns and
distributions capacity will far outweigh any increase in ratec of return that might
be realized by changes in foundation portfolios. -

To the extent that public policy calls for a continuing and growing distribu-
tion eapacity by foundations over the long term, a minimum distribution rule is
counterproductive, irrespective of the total rate of return on foundation assets.
The higher the required minimum distribution rate, the greater the likelihood
of required reduction in fonndation corpus, the effect of which on long-term
distribution capacity is likely to outweigh by far any increase in rate of return
which may be realized by changing the ¢omposition of the remaining corpus.

This may be illustrated by a hypothétical example. Suppose a foundation’s
initial endowment was $1,000,000, which was invested at an annual interest rate
of, say, 15 percent, and suppose the foundation’s annual distributions were 1 per-
cent of its assets. At the end of 10 years, it would have distributed a total of
2386.800, roughly, and would have accumulated total assets, l.e., distribution
capacity, of about $3,638,750. It the foundation had been required to distribute
each year 6 percent of its actuigulated principal at the end of each year, theé ac-
cumulated principal at the end »f 10 years would be about 32.482,246, abou}
$1.286,510 less. Distributions of $1,628,310 during the first 10 yearr Instead of

1¢ Report. Tables A31-33, pp. 248-2485. Y
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$386,800 would reduce distribution capacity over the succeeding 10 years by about
$3,002,400 or by roughly 4 times the additional distributions in the first 10 years.
In order to distribute each year 5 percent of the accumulated principal at the end
of each year and to achieve the same distribution capacity at the end of 10 years
as if annual distributions were 1 percent of assets, the Initial principal would
have to be invested at an interest rate of 19.84 percent, 32.3 percent greater than
the assumed actual rate of 15 percent.

With a 6 percent minimum distribution rule, distributions totaling $1,866,560
would be required in the first 10 years, resulting in accumulated assets of about
$2,179,000 at the end of 10 years. Distribution capacity for the succeeding 10 years
would Ve reduced by roughly $7,550,000. To avert this loss in distribution capacity,
the initial endowment would have had to have been Invested at a rate of return of
21.1 percent, about 41 percent more than the assumed actual rate of 15 percent.

If the foundation’s rate of return were 10 percent, instead of 15 percent, requir-
ing it to increase its distribution rate from 1 percent to § percent would resuilt
in additionnl distributions of $792,760 over the first 10 years, but would reduce
the accumulated distribution capacity over the next 10 years by $1,860,000,
roughly. A 6 percent minimum distribution rule would require $948,700 in addi-
tional distribution in the first 10 years but would reduce distribution capacity in
the succeeding 10 years by about $2,225,000. To avert this loss in distribution
capacity, the rate of return on the foundation's assets would have to increase to
14.6 percent and 15.85 percent, or by 48 percent and 58.3 percent, respectively.

Quite clearly, Increase in rates of return of these magnitudes are hardly likely
to be attained by even the most active and speculative investment management.
Any minimum distribution rule which in practice requires foundations to increase
the rate of their payouts to charities canaot realistically be justified as intended
to improve the investment performance of foundations-On the contrary, the
justification for any such rule must be the value judgment that the benefits from
an increase in current distributions outweigh the cost of the reduced distribution

capacity for the longer term.

E. Distridution policy criteria

For the long term, an appropriate distribution rate for any foundation must
depend both on the desired rate of increase in itg distributions and on the rate
of growth of its distribution capacity, as well. Unless a fixed time horizon is
placed on charities’ requirements for financfal support, or unless it is desired to
substitute government financial support for private sources, the distribution rate
required of foundations must take into account the impact of current and near
term distributions on the capacity of foundations to provide the desired distribu-
tion in any future year. The higher the desired rate of growth in distributions
relative to the rate of growth of assets, the lower must be the annual distribution
rate if the foundation is to be able to meet its long term commitments.

The present 8 percent minimum distribution rule obviously does not take these
considerations into account. For a great many foundations, it will require a sharp
deceleration in the growth of their distributions. And for any foundation with a
rate of return less than 6.5 percent, it will result in reduction and eventual
exhaustion of assets and an ahsolute decline in the amount of distributions.

The following table shows the maximum rate of growth in the amount of
foundation distributions, given alternative rates of return, under the 6 percent -
minimum distribution rule. For any foundation with a rate of return of, say,
10 percent whose distributions to charity have been growing at a rate faster than
3.4 percent, the 8 percent minimum distribution rule will require a cut back in the
rate of expansion of distributions. Moreover, this cut back in the rate of growth
of distributions is not a hypothetical matter. Every one of the foundations shown
in the table below will be required to slow the increase in its distributions as
a result of the 8 percent minimum distribution rule. In most cases, the re-
quired reduction in the rate of growth will be substantial.

Maximum rate of growth in

Rate of return: . amount distributed (percent)
T8 DOrCeNt. e e cme e —————— e ———— c—mccc—— 1,08
100 percent oo e mecmceemmmmemea————————— 8.40
117 percent. oo cmeeceeae teemmcceeccmmco—an —m—ca——— 5.00
125 percent e —a— ;e —cm e ee e e e ——— 8.78
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Actual rate of growth 7'“':'"&“ owth
—_ usl rate of gro n rate

[oonggﬁm of disuib.uuons of dlstrlgﬁons

] 15.7 5.9

14.9 64.2

9.9 n.1

12.9 2.9

7.6 9.2

2.8 50.0

16.5 8.8

10.4 75.0

1.2 19.2

1.4 13.2

In all but two cases, the 8 percent minimum distribution rule will result in redue-
tions in the distribution growth rate of well over 50 percent. In fact, the smallest
reduction is 21 percent.

For all foundations, the average annual rate of increase in distributions to
charities over the years 1955-1971 was about 10.2 percent.”! The 6 percent mini-
mum distribution rule, applied across the board, may very well reduce this
growth rate to 5 to 8 percent.

These consequences of the 6 percent minimum distribution rule clearly are
grossly at odds with the ostensible objective of the rule, viz., to impel founda-
tions to accelerate the growth in their distributions. There is a broad consensus
that the needs of charities for private financial support are expanding at an
accelerating rate," clearly implying that the desired growth rate of foundation
distributions to charities over the next decade and a half should exceed that of
the decade and a half from the mid-1950’s. And indeed, it must be this persuasion
that is the basis for the public policy position that foundations should increase
their distributions to their recipient charities. But the minimum distribution
rules of Section 4942, as demonstrated, are contraproductive to this end, when
account is taken of the facts of foundations' distributions and earnings.

Any uniformly applicable minimum distribution rule, therefore, will diserimi-
nate severely among foundations, not in line with objectives of public policy
but on the basis of factors over which publie policy has little control. As shown
about, these discriminatory effects of a minimum distribution rule cannot rea-
sonably or realistically be justified as impelling foundations to manage their
investments more efficiently. .

F, Investment performance and distridbutions

The Commission contended that improved investment performance by founca-
tions would result in increases in distributions to charities,”® and this assumption
was repeatedly articulated during the legislative hearings and debates. A mini-
mum distribution rule, as already noted, was widely viewed as impelling founda-
tions to improve their i{nvestment performance. Presumably, any increase in
investment returns resulting from this improvement would be immediately
passed on in additional distributions to charities. To complete the syllogism, by
requiring foundations to improve their investment performance, a minimum
distribution rule would result in additional distributions to clarity.

Interestingly enough, this line of reasoning is the reverse of the justification
for a minimum distribution rule based on the view that foundations were not
distributing enough of their earnings. The clear implication of the latter view
is that given their rate of return, foundations could well afford to increase their

__distributions®

The Commisslon’s reasoning and much of the legislative discussion appears to
be excessively mechanistic, ignoring a host of considerations which enter into
foundations’ determinations of the amount of their distributions. In the first
place, as the discussion above demonstrates, full distribution of any Increase in
earnings resulting from an increase in.rate of return would not conform with the
condition that the foundation should be able to meet any future, targeted distribu-
tion. Beyond this observation, however, foundation distribution policy is also

1t Statistioal Adstract of the United States, 1072, Table No. 489, p. 308, from American
Association of Fund Raiaing Counsel, Inc.. Giving U.8.4.
:: (R‘,f.pige?o;t.? ghapter 3 and Appendix II, 1.
eport, p. 75.
1 Congresstonal Record, December 6, 1969, pp. S13959-15083.
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guided by considerations of -the specific charitable activities which the funda-
tion wants to support, the present demands of such charities relative to those
which may be reasonably anticipated at a future date, the capacity of the donee
effectively to utilize additional grants currently compared with their use at a
later date, and 80 on. The balance among these and numerous other considerations
dictate efficient distribution policy.

To be sure, the foundation's rate of return sets a limit on distributions, at
least over a period of years. But it certainly does not follow that an increase in
rate of return either would or should be promptly reflected in an equal increase in
distributions. Moreover, if account is taken of the variability in investment return
experience, on the one hand, and of the much steadier increase in charities’
demands for financial support over the long term, and the extended time period
of many grants, on the other, prompt year-to-year change in response to changes
in rate of return would be neither practicable nor desirable, : : _

Over the long term, increases in foundations’ rates of return should be expected
to result in increases in distributions, based on extrapolation of historical experi-
ence. But this historical relationship does not afford the basis for contending that
a minimum distribution rule of the sort now in the law will impel an increase in
distributions over the long term by virtue of an improvement in foundations’
investment performance.

III. FOUNDATION DISTRIBUTIONS AND DONOR TAX S8AVINGS

As noted above (section II), one of the major inputs into the 1969 revisions of
~ the tax provisions pertaining to foundations appeared to be the view summarized
by the Commission in its assertion that *. .. foundations . .. clearly are not
providing an adequate payout to society in return for the immediate tax deduc-
tions society has given their donors.” *® At issue is (1) the magnitude of the
revenue loss sustained by the Treasury by virtue of the deduction of donors’ con-
tributions to foundations and by virtue of foundation tax ‘‘exemption”, and (2)
the comparison of returns which might be expected from the Government's use of
the foregone revenue with the foundations® distributions to charities.

Clearly, it it were shown that the magnitude of the tax savings from the dedue-
tibility of contributions to foundations is small, or if given the amount of savings
it could be shown that the aggregate flow of benefits from the Government's use
of the foregone revenue was exceeded by the amount of foundation distributions,
the view that foundation payments were inadequate to justify the tax “benefits”
would be unwarranted. !

4. Amount of Taa Benefits

Net tax savings to donors, hence revenue losses to the Treasury resulting from
the income, estate, and gift tax deductibility of contributions to foundations are
in all likelihood quite small in magnitude. Close estimation of these tax savings
is not feasible, primarily because of the inadequacy of data pertaining to such
contributions, It is hardly surprising, in view of these difficulties, that the Com-
mission ‘did not support the quoted statement with a comparison of foundation
payout with their donors' tax savings.

According to the Commission, the market value of foundation assets in 1968
was between $20 billion and $30 billion.» If one were to assume that the average
age of the foundations in 19688 was, say, 15 years, and that the average rate of
imcrease in the market value of foundation assets has been, say, 7 percent, then
the value of the foundations' assets at the time they were contributed to the
foundations would have been between roughly $7.25 billion and $10.88 billion. The
tax benefits resulting from these contributions, of course, would have varied
substantially, depending on when they were made, the tax deduction allowed at
the time, and the applicable tax rate. But suppose that on the average, the contri-
butions had been fully deductible and at a tax rate of, say 50 percent. Then the
tax savings to the donors and the revenue loss to the Treasury would have been
of the order of $8.8 billion to $5.4 billion. o

Alternatively assume that the average age of foundations in 1968 was, say, 25
years and that the average rate of growth in the market value of the assets was,
say, 156 percent. On these assumptions, the value of the assets at the time they
were donated to the foundations would have beeh between roughly $600 million

18 Report, p. 76;
g Report: p. 181,
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and $900 million. With an assumed marginal tax rate of 50 percent, the de-
ductibility of these donations provided tax savings of between $300 million and
$450 million.

Given the wide range of the estimated age and rate of growth of the assets
of foundations and the lack of data pertaining to donor's tax situations at the
time of donations, any estimates of the actual amount of the tax savings is sub-
ject to an extremely large margin of error. Merely for illustrative purposes, how-
ever, assume that the tax benefits, hence Treasury revenue losy, were of the order
of magnitude of $2 billion. Further assume that the average age of foundations,
consistent with this estimate of tax savings, is 20 years (as of 1968).

B. Comparison of Foundation Distridutions With Government Use of Taz Savings

On these assumptions, one might ask, “What would have been the cumulative
amount of “benefits'’ to soclety if no deductions had been allowed and if the
Government had distributed 6 per cent per year of its returns on the $2 billion
of additional revennes, assuming that these returns were equal to 6 per cent per
vear of the net-of-distributions amount of the $2 billion of revennes? How does
this cumulative amount of Government benefits compare with the cumulative
amount of foregone foundation distributions, given the actual rate of growth of
such distributions?”

Given these assumptions, Government benefits distributed to society in amounts
equal to the earnings on the $2 billion of additional revenues would have aggre-
gated roughly $2.9 billion from 1948 through 1972. If donors had not been allowed
to deduct these contributions, and if their donations to foundations had been less
than assumed above in an amount equal to the additional taxes they would have
paid, then the cumulative amount of foregone distribution by foundations to
charities from 1948 through 1972 would have been roughly $11.8 billion.” Even
it the foregone foundation distributions had been only half as much—$5.6 hil-
lon—as estimated, and if the Government’s use of the additional tax revenues
had provided half again as much additional benefits—g4.4 billion, it is clear that
the lost foundation distributions would have substantially exceeded the addi-
tional benefits from Government.

Granting the imprecision of these calculations, they nevertheless strong'y urge
that there is little factual justification for the notion that foundation payouts
have been an inadequate return to society for the tax deductions society has
given their donors. Indeed, relatively few government spending programs could
meet the benefit-cost standards implied by foundation distributions in relation to
tax savings to the donors of foundations’ assets. - .

nator FaxNix, F. Lee Jacquette, Treasurer of Carnegie Corp. of
New York and the Carnegie Foundation for the Advancement of
Teaching, will be the final witness today, and Mr. Jacquette, you have
been very, very patient and we appreciate very, very much that you

are still with us at this late hour.

STATEMENT OF F. LEE JACQUETTE, TREASURER,
CARNEGIE CORP. OF NEW YORK

Mr. JacQuEeTTE. Thank you for the opportunity to speak on the im-
pact on foundations of distressing economic conditions, I have four
summary points and I would then ask the committee’s indulgence in
elaborating briefly on two of them.

First, as we have heard today, severe declines in stock and bond
prices have very seriously eroded the ability of most foundation asset
portfolios to do the philanthropic job they are designed to do, and high
rates of inflation have further compounded the difficulties of meeting
the Nation’s philanthropic needs.

17 This assumes that the initia)l foundation distributions in 1948 would have been half
the amount estimated for that year and that distributions would have increased at the same
average annual rate—10.1 percent—as over the years 1855-1971.
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Second, reduction or total elimination of the 4 percent excise tax on
foundation income would immediately enhance the ability of founda-
tions to meet philanthropic needs. —

Third, the 6 percent minimum investment return established by the
Tax Reform Act overstates the real return, the return adjusted for in-
flation that has, in fact, been earned over long periods of history in
diversified portfolios in most capital market instruments.

Our suggestion is that a statutory ceiling of 5 percent on the payout
rate would enable foundations to meet charitable needs currently and
preserve sufficient purchasing power to permit them to do it again in
the future. - ‘

Senator Curtis. May I ask a question right there ¢

Mr. JacQuerTE. Certainly.

Senator Curtis. If a foundation must go into its corpus to meet the
mandatory payout requirements, it is entirely likely that many of them
will have to sell securities at a very depreciated rate, depreciated mar-
ket value.

Is that not right ¢

Mr. JACQUETTE. Yes, if the portfolio were so constructed that & high
proportion of its total return came from capital gain rather than from
current income. There would be and there are, as has been pointed out,
foundations which })roduce the full current minimum investment re-
turn in the form of cash income, so that what you say does apply to
foundations which would need to invade corpus to meet the minimum
distribution requirements; yes.

Senator Curtis. Well, I am directing my question to those that would
have to invade a corpus. There is quite a likelihood that they, in order
to meet that requirement, would have to sell assets on a very low market.-

Is that not right ¢

Mr..JacQuETTE. At unfavorable times. —

Senator Curris. Yes.

Mr. JacQuertE. Thut is correct.

Senator Curris. Which has an impact upon the future earning
gower of the foundation and the amount of their endowment for the

uture. :

Mr. JacQueTrrE. Yes, and that has been stressed in some of the testi-
mony given here. It is our feeling that foundations do have a responsi-
bility to behave in a mildly counter-cyclical manner, though, so that
moderate invasion of corpus at a time of severely depressed securities
prices may make sense for some foundations because just at the time
that the circumstances of the foundation’s financial affairs are most
distressing, the needs of charity tend to be most pressing.

Senator FaxNiN. How would you recommend that the foundation
have that flexibility ? ‘

Mr. Jacquerte. To provide the foundation——

Senator Faxnin. Well, you said it would be a sacrifice to sell at
certain times, because of the falling market.

" Mr. JacQUETTE. Yes. ‘

Senator FANNIN. How would you give that flexibility, so that they
would not need to do that? =

Mr. Jacquerre. Well, I would say that is being halanced by selling
securities at far higher prices to meet the distribution requirements,
if required in times of plenty. "
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Senator FANNIN, Well, that is all I am trying to establish; how the
flexibility could be given, and to get a better understanding of your
intent.

Mr. Jacquerte. My vantage point is a long-term vantage point,
recognizing full well that in any one year, or one full business cycle,
there would be sacrifices made, but that those sacrifices coulg be
recouped in large measure—or in some cases entirely—on the next
upswing in stock and bond prices, if and when that comes.

Senator Fanniw. But it would necessitate a change of the payout
in any one year, would it not? I mean, in other words, it could
necessitate——

Mr. JacqQuerte. In dollars, but not as a percentage, in that this
suggestion is that 5 percent be established as a minimum investment
return, or current cash yield, whichever is higher, preserving the
Erincipal futures of existing legislation, but mogifying the § percent

gure and making it 5 percent; and removing from the Treasury the
option of altering that figure to reflect current market developments,
because they are so volatile. And that is one of the points that I would
like to come back to, briefly. -

The fourth of my summary points is that the minimum level of
charitable distribution is eminently sensible, but the particular word-
ing of the Tax Reform Act and/or the bind that it has placed the
U.S. Treasury in does require modification, and that this modification
would take a legislative move. As is the case-in the Ford Foundation,
Carnegie Corp. does external comparisons of its investment perform-
ance, and that performance in absolute terms has been miserable,
although in relative terms it has been respectable. But 10 years ago,
the Corporation did hold assets worth $331 million. Today, they are
worth about $227 million, and during that time, there have been only
moderate invasions of corpus. About $21 million has been spent in
realized capital gains. - '

We-estimate that the price index for the human services that we
support rises about 7 percent per year, and that this is the inflation
rate that we have faced in the past decade. So that in real terms,
adjusted for that 7 percent inflation rate, the purchasing power of the
$227 million in today’s endowment is only 34 percent of the purchasing

wer of the $331 million that we held in assets 10 years agn. So this

as been a sharp and steep erosion in our view, and it is our hope that
this has been a typically difficult decade; and we do come to the
conclusion that, in addition to the moderate effect of reduction or
elimination of the excise tax, a recasting of the minimum investment
return, freezing the figure at 5 percent, would still give us a chance
long term to preserve the real purchasing power of assets, and pro-
vide—as is the concern of this committee and of others who have
testified today—a respectable rate of payout to charity. :

I said earlier that the Treasury is in a practically impossible bind -
in administering the wording of the act; the act does refer to money
rates and investment yields, and yet investment yields are not specifi-
cally defined. The legislative history suggests that investment yields
are total returns, but that is not clear from the wording of the act.
Money rates are ordinarily defined to mean interest rates on secur-
ities maturing within 1 year. The Treasury, in fact, is using neither-.
money rates, which are short-term rat's, nor investment yields, par-
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ticularly if one construes them as total returns on long-term bonds,
long-term mortgages, long-term equity commitments.

The difficulty is the comparison of the one base year, 1969, to subse-

uent single base period years, and as has been pointed out in the

reasury memo, if investment yield is defined simply as cash yield,
current ordinary income, then implementation of the act, in using the
5 year Treasury noto rate, has produced a somewhat lower minimum
investment return than would otherwise have been the case. But if it
had gone to one of the alternatives—that is, to look at total return and
a balanced portfolio approsch more representative of portfolios as they
exist in the real world of foundations, pension funds, and other man-
aged pools of money—the applicable percentage would have fluctuated
very widely, if not wildly. * ) .

Flc,:)r example, in a hypothétical portfolio consisting one-quarter of
Treasury bills, one-quarter in long term bonds,and one-half in the
Standard and Poors 500 stock index, if we had looked at the current
cash yield on the T-bills, and the total return on the long bonds and
the stocks, we would have gotten total rates of return of minus 5
percent for 1969, plus 12.4 percent for 1972, minus 5.4 percent for
1973, and an approximation, because the year has not yet ended—
about minus 16 percent for 1974. The minus figures, of course, occur
because the positive income yield on the T=bills and the positive yield
on dividends on stock and interest on long term bonds is more than
swamped by the price depreciation in long bonds and in equities we
have experienced over much of the past 5 years.

So that the suggestion I make is that present law be amended to
require private grantmaking foundations to dispense, for their pur-
poses, the higher of their cash return for the year, or 5 percentof the
average of the month-end value of their assets in the preceding year.
And T suggest preceding year rather than the current year, to facili-
tate planning for resource allocation at foundations. The current
applicable percentage applies to-asset values during the current year,
and yet it is not until the current year is complete that one knows
what one’s average asset values have been.

Alternatively—and preferably, in my view—one would average 2
or 3 years of asset values, and then apply the applicable percentage
to it. In the case of Carnegie Corp., as is illustrated by the press
release attached to my formal statement, this does have the effect of
introducing a mild countercyclicality into the behavior of our grant-
making. It has enabled us to maintain grants at a dollar level close
to what they were last year and during the preceding year; whereas
if we looked only at current asset values, there would be grave reluc-
tance on the part of the staff and the trustees to make allocations -
which would be & very high percent of very depressed current market
prices,

So, in sum, we entirely endorse the notion of the minimum invest-
ment return, but we feel there are technical defects in the precise
wording of the act which have made it extraordinarily difficult for
the Treasury %o provide operational guidelines that are sensible in
the long run. -

Senator FANNIN. Thank you very much. Your entire statement will
be made a part of the record, and your elaboration wiii also be a part
of therecord. - _ ‘
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If there are any questions—you have done extremely well in cover-
ing the subject, and your opinions-in these matters—1f there are any
questions by any members of the committee, I trust that you would
respond in writing.

Mr. JaoQueTTE. Yes, I would, Senator.

Senator FaxNIN. Again, my thanks for your patience and under-
standing, and I certainly appreciate that you have furnished this in-
formation, which is going to be very helpful. And I just trust that
we will be able to come to some ... cisions gased on the splendid testi-
mony we have had today.

Thank you.

Myr. Jacquerre. Thank you.

h r

Senator IF'axNiN. Thie hearings will stand in recess until 9:30 tomor-
row.
[ The prepared statement of Mr. Jacquette follows:]

PREPARED TESTIMONY OF F. LEE JACQUETTE, TREASURER OF CARNEGIE CORPO-
RATION OF NEW YORK AND THE CARNEGIE FOUNDATION FOR THE ADVANCE-
MENT OF TEACHING

I am treasurer of Carnegie Corporation of New York, one of the nation’'s larger
grant-making philanthropié¢ foundations, and of The Carnegie Foundation for the
Advancement of Teaching, a separately-endowed smaller foundation which oper-
ates its own programs in higher education rather than carry out its purposes by
making grants to others. In response to the request of this subcommittee, I am
pleased to make the following observations about Carnegie Corporation and
the effects of general economic and financial problems on the Corporation and,
-by extension, on other grant-making foundations.

Ten years ago, Carnegle Corporation held investment assets with an aggregate
nmarket value of $331 million. Today, the Corporation’s investment assets are
worth approximately $227 million. During the past decade, the Corporation ex-
pended §148 million for its charitable purposes (including program management,
general administration, and other administrative costs of $15 million). Since
1969, the Corporation also incurred costs of almost $ million for the federal
excise tax on investment income. Tothl charitable expenditures of $148 million
included all cash income earned plus $21 million in realized capital gains. These
distributions exceeded moderately the minimum investment return established by
the 1869 Tax Reform Act.

Carnegle Corporation has long hoped to maintain the real purchasing power of
its capital fund while providing rising donations to further its philanthropic
purposes. Over the past decade, it has clearly failed in the former while suc-
ceeding modestly in the latter. Grant payments rose from $18 million ten years
ago to $15 million in fiscal 1974. The erosion of the capital fund, however, was
$104 miilion. In recognition of the rates of inflation faced by our grant recipi-
ents—primarily educational and research institutions and organizations—the
shrinkage in the real purchasing power of our capital has been significant. Our
estimates indicate that the “price index” for the human services we support has
risen about 7% per year in the past ten years. This means that in real terms,
ndjusted for the inflation rate in services we support, the purchasing power of
our $227 million endowment fund today is only 849% of the purchasing power
of our $331 milllon in assets ten years ago.

Carnegie Corporation, with a thoroughly-diversified portfolio of equities and
fixed-income securities, has achieved creditable investment performance dur-
ing this ten-year period. Perlodic comparisons with external indicators show that
the total return on our investment portfolio has been above average for managed
pools of money. The serious erosion in the portfolio’s purchasing power is, con-
sequently, due to distressing investment performance in capital markets in gen-
eral, to sustained high rates of inflation, and to our policy of paying out moder-
ate amounts of realized capital gains in addition to all cash incomé veceived.

In recent months we have tried hard to maintain the dollar level of our grant-
making activities, But only through exceptional invasion of capital could we

~trave maintained the purchasing power of such expenditures. To our consterna-
tion, 1974's severely depressed securities prices convinced us that we would have
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to throttle back on the absolute level of charitable giving if we were not to
further rapidly deplete our resources in this generation at the expense of our
ability to make grants for future generatious.

This subcommittee has expressed concern over the diminution of private foun-
dation resources at a time when federal and state government expenditures for
many human welfare programs are being curtailed. I have two specific sugges-
tions for helping to ensure a continuing stream of foundation grants over the
intermediate and long-term future. Both involve legislative remedles.

First, I respectfully suggest that the excise tax on the investment income
of foundations be eliminated or reduced. The 4% excise tax substantially exceeds
the costs to the Internal Revenue Service of supervision of private foundations
and other exempt organizations and shif€s to general governmental revenue funds
which otherwise would be available for philanthropic purposes in the private
sector. It is gratifying that this subcommittee is on record as favoring a reduc-
tion in the tax. This clearly makes great sense, at least as an interim méasure,
because foundations would by federal law have to distribute to philanthropy any
savings arising from a reduction in the tax.

Second, it would make sense to re-cast the minigum investment return provi-

sions of the ‘fax Reform Act of 1989. Present law sets the “payout” level for
private grant-making foundations at the higher of (1) sdjusted net income or
(2) an “applicable percentage” of the market value of investment assets during
each foundation’s fiscal year. The applicable percentage required by the Tax
Reform Act is 6%. It is subject to annual revision by the Secretary of the Treas-
ury based on the relationship of ‘‘money rates and investment ylelds” in the
immediately preceding year to money rates and investment-ylelds in calendar
1969. The 'Creasury, in response to the law, has modified the applicable percentage
three times. First, the percentage was reduced to 5%4%. Second, it was moderated
further, to 5% %. Third, it was boosted to 69,. The vartations in the applicable
percentage do raise questions about the administration of this feature of the
law. Apparently, the Treasury has relied heavily on cash yields on intermediate-
term U.S. Government securities. This procedure seems somewhat inadequate in
carrying out Congressional intent that both “money rates” and “investment
rields” be taken into account (“money rates” are ordinarily identified as interest
earningr on short-term money market instruments such as Treasury bills or bank
certificates of deposit; “investment ylelds” ordinarily refer to returns on stocks,
bonds, and other long-term capital market securities). Consequently, the Treas-
ury might well examiné returns on balanced portfolios in establishing the ap-
plicable percentage. Nonetheless, as outlined below, the emphasis on comparisons
of one year periods to the single base year of 1969 is simply not an optimum
approach, even if the focus shifted from intermediate Government secyrities to
the balanced portfolios found in the real world of investment management,
" There is substantial evidei.~e that the intent of the Congress was to define
“investn:ant ylelds” as fofal returns, i.e., interest, dividends, rent, and royalties,
plus capital appreciation in asset values or less capital depreciation in asset
values. Co the extent one takes into account total returns on the principal
classes of capital market instruments (common stocks and long-term bonds) the
returns have been extremely volatile from year to year. ilad such total returns
on capital market investments been accorded any substantial weight in the
Treasury’s formulation, the applicable percentage would have fiuctuated widely,
if not wildly. For example, in a hypothetical portfolio cousisting of 1, Treasury
bills, 4 long term bonds, and 14 Standard & Poor’s 500 stocks, the total rate
of return would have been —5.0% for 1969, 412.49% for 1972, —5.4% for 1913,
and about —18.09% for 1974. i

The wording of present law focuses attention, regardless of how one defines
" “money rates or investment ylelds,” on comparisons of one year periods to the
single base year of 1969. This seems to me to lie at the center of the difficulties
in the provisions of present law with respect to the minimum-investment return.
There has been in the past, and presumably will be in the future, material vari-
ability in ylelds, rates, and total returns from year to year. However, the evi-
dence is persuasive that, over ertended periods of time, there is one remarkably
consistent pattern: major capital market insrtuments yield between 4%9% and
5% in real terms (adjusted for the rate of inflation). Consequently, I suggest
that present law be amended to require private grant-making foundations to
disburse for their charitable purposes the higher of their cash return from in-
vestments for the year or 5% of the average of the month-end value of their
assets in the preceding year. Alternatively, a two or three-year moving aver-
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age could be employed advantageously (see the attached copy of Carnegie Cor-
poration’s press release issued on October 11, 1974). I suggest the preceding
year or more rather than the current year to facilitate planning and resource
allocation at the foundations themselves. I suggest 5% because, assuming long-
run past relationships between gross investment returns and infiation rates
hold true for the future, this percentage gives foundations the opportunity to
conrtibute significantly to current philanthropic needs and come close to or
succeed in preserving the real purchasing power of their remaining assets to
meet future philanthropic needs.

In-short, I do not advocate alteration of the basic concept of a minimum
level of charitable giving by private foundations. But I do believe there is room
for improvement in the method of calculating appropriate levels of giving.

[For immediate release)

New York.—The trustees of Carnegie Corporation of New York, citing recent
~declines in the asset values of the foundation, announced yesterday & new policy
.governing budget authorizations for grants. The policy has been approved in
recognition of the severe firanclal pressures faced by educational and charit-
able institutions to which it makes grants and therefore of the need to maintain
the foundation's appropriations at the highest levels consistent with prudent
administration of investment resources.

The policy involves the establishment each year of an annual ceiling for total
appropriations and expenses of between 5.0¢% and 5.59 of the average market
value of investment assets during the prior three years. According to F. Lee
Jacquette, treasurer of the foundation, the regular use of the three-year moving
average in conjunction with this payout percentage will have the effect of
“cushioning the harmful impact of fast inflation and falling asset values gen-
erally characteristic of the endowed non-profit organizations and institutions
in American life today. When securities are depressed, as they are now, the
averaging technique permits expenditure for grants at higher levels than would
be the case if only very recent asset values were considered. The reverse, of
course, will be true when securities sell at higher prices, so that the founda-
tion will tend to conserve resources somewhat in time of plenty.”

Carnegie Corporation trustees have authorized approasimately $15.3 million
for grants for the current year beginning October 1, 1974, a reduction of about
$500,000 from the amount actually devoted to grants the previous year. This
relatively mild decline during a period of serious erosion in asset values during
the last year from $336 million to about $210 million reflects the ‘‘counterey-
clical” effect of the averaging technique. Also, in anticipation of a cutback,
about $1 million was put aside from the 1978 grants authorization to carry

forward for use in this or future years. ,

Alan Pifer, president of Carnegie Corporation, cautioned, however, of the
probability of greater cuts in grant authorizations in 1978 and 1976, in part

because there will be less likelihood of a carry-forward of unspent funds but
primarily because depressed securities prices of recent periods will weigh more
heavily in the three-year average. -

“The significance of these reductions,” said Pifer, “is that a number of im-
portant and useful programs pursued by the educational institutions will either
be funded at less than the proposed amounts or will not be funded at all. The
nation will be the poorer for it.”

Carnegie Corporation of New York was founded in 1911 by Andrew Carnegie
for the advancement and diffusion of knowledge and understanding among the
people of the United States and certain Overseas British Commonwealth coun-
tries. Its assets now total approximately $210 million at market value.

(Whereupon at 5:22 p.m., the subcommittee recessed, to reconvene
at 9:30 a.m., Tuesday, November 26, 1974.)



e

IMPACT OF CURRENT ECONOMIC CRISIS ON FOUNDA-
TIONS AND RECIPIENTS OF FOUNDATION MONEY

TUESDAY, NOVEMBER 26, 1974

- U. S. SENATE,
SuBcoMMITTEE ON FOUNDATIONS

oF THE COMMITTEE ON FINANCE,
- Washington, D.C.

The subcommittee met, pursuant to notice, at 9:45 a.m. in room -
2221, Dirksen Senate Office Building, Senator Vance Hartke [chair-
man of the subcommittee] presiding. ‘

Present : Senators Hartke, Gravel, Curtis, and Fannin,

Senator HarTKE. The committee will come to order.

Yesterday, the Subcommittee on Foundations heard testimony from
soveral witnesses about the impact which our current economic crisis
is having on the foundation community, and the impact which the
decline in foundation assets will have on thoss who receive foundation

rants. We also heard testimony that some of the provisions of the

'ax Reform Act of 1969 are worsening the impact of the declinin
investment value. So, before we begin today, I would like the recor
to show that my staff received a phone call from the Internal Revenue
Service early last evening, informing this subcommittee that two
memoranda on the Special Services staff: which had not been made
public will now be provided for this subcommittee. We will enter those
two memoranda, and all information on the subject, into the record,
so they will be made available to the public. Thess documents, and
my conversations with the Commissioner during yesterdny’s hearings
wiii ba made available to both-the Joint Committee on Taxation and
the Senite Government Operations Committee, for use in their inves-
tigation of the Special Services staft.

q remain convinced that full disclosure of all the facts surround-
ing the existence of this group is best for the Internal Revenue Service
and necessary if public confidence in the Service is to be maintained.

(The material referred to follows:)
JuLy 17, 1969.

Memorandum for file.

Subject : Actlvist organizations.

I called Special Agent Patrick D. Putnam of the FBI to ask him their proce-
dures concerning investigations of organizations. He told me that all FBI activi-
ties are centralized. However, in any investigation of an organization, the prin-
cipal FBI fleld office in the city where the headquarters of the organization is
located is assigned the primary responsibility of assembling information from
all parts of the country wherever the organization has auxillary units. Thus, it
an organization has headuqgarters in Chicago and has chapters or locals spread
throughout the United States, all FBI offices throughout the country would send
information on the organization to the FBI office in Chicago. That office would

(169)
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then prepare summary reports quarterly or on a six-month basis as necessary
and forward the reports to FBI headquarters. D. 0. V
. 0. VIRDIN.

Jury 31, 1969.

Memorandum for file.
Subject : Activist Organizations Committee. -

Mr. Meehan called. He was very upset because Mr. Wright had discussed this
matter with Mr, Green yesterday. Mr. Meehan said he wondered what was going
on and why it was necessary for Mr. Wright to discuss this with Mr. Green.

Mr. Meehan safd that the creation of this organization had been discussed
with Mr. Bacon; that Mr. Meehan represented Mr. Bacon at the meetings creat-
ing this organization; and that the instructions given by Mr. Meehan were
those of Mr., Bacon. The reason why Mr. Meehan sat in the meetings is because
Mr. Green was absent.

Mr. Meehan'’s concern is that there may be conflicting instructions; thus, even
though Mr. Green is thoroughly familiar with the matter, the original instruc-
tions were those of Mr. Bacon. A copy of the minutes of the meeting which he
had prepared were forwarded to Mr. Barth in the Commissioner's office, and
Mr. Meehan says now they are over at the White House. Thus, he Is most dis-
tressed that we might be taking some action contrary to our original

commitments.
D. 0. VIrDIN.

INTERNAL REVENUE SERVICE,
July 31, 1969.
Re Activist Organizations Committee.
To: Mr. Snyder.

Thank you for listening to my concern about getting this Committee “off the
ground”. Notwithstanding this morning’s call from the third floor, or my earlier
discussion with you, Paul is moving in the right direction. You have selected a
person who will be a powerful, dedicated, and enthusiastic Chairman. He con-
ducts meetings exceedingly well. He does nothing to upset any person present,

“and is very diplomatic and knowledgeable as to the conflicting personalities in-

volved. My past meetings with him, and particularly my discussions with him
today, have convinced me that, perhaps for the first time, he has a responsibility
where he will really be able to use all the training and knowledge he has re-
celved. I visualize the day—perhaps three years from now—when Paul and bis
group will be called to the White House to receive a Special Award from ihe
President for the tremendous job they have done ! Dox V

- N VIeDIN.
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Senator Hartke. Our first witness today is Ms. Nancy Hanks,
chairman of the National Endowment for the Arts. Good morning,
how are you this morning {

Ms. Hanks. I am just fine,and you .

Senator HarTkE. I have sort of a special feeling of empathy with
Nancy Hanks, in view of the fact that in Indiana, you know, we have
Nancy Hanks, too—the mother of President Lincoln, and the national
memorial there. So why do you not come down and grace it with your
presence one of these dai'a?

Ms. Hangs. I would like to come very much. I have not been there.
I accept your invitz.tion »i the spot.

Senstor HarTke. All right, fine.

42-903—1756——12
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" STATEMENT OF NANCY HANKS, CHAIRMAN, NATIONAL
ENDOWMENT FOR THE ARTS

Ms, Hanks. I was very pleased to have the invitation to testify
before this committee, because I think you are providing a great
service. :

Senator HARTKE. Can you hear back theref I am sorry; this is one
of those things. I have complained to the Rules Committee. I cannot
find out here—you talk about the chain of command—I cannot find
out who is responsible for getting this fixed.

Ms. Haxks. What do I do, shout ?

Senator HArRTKE. I guess we will have to get some foundation to
sponsor a new communications center.

Ms. Hanks. Would it help, sir, if I sat at that end of the table?

Senator HARTEE. No; it will not make any difference. If you go up
to the microphone, pull it right up to you. Now thegr can hear you.

Ms. Hanks. Now they can hear me? It is like shonting testimony,
not giving it. -

Senator HArTkE. All right, proceed.

Ms. Hanks. A few words 1n general to begin with. My own long-
held beliét is that the tradition of private philanthropy in this country
is one of the strongest democratic roots that we have in the entire
Nation: and I think it should be encouraged in every possible way.
While the foundations are certainly not the only, or indeed the largest,
form of private philanthropy, they are the most visible and there-
fore, what happens to them affects the whole range of giving. And
therefore, I think, sir, you are not only talking about foundations, you
are talking about the whole range of private giving in the country.
Our people, since the founding of this Nation, have given not only of
money, but very much of their time. This attitude og individuals and
groups must be nourished, or it vill wither away, and private initia-
tive will vanish in the country, in m.y judgment.

I will speak briefly today, using the cultural resources of the Nation
as an example. As you know, we have artists and cultural institutions
as great as any in the world, and if they were counted in this country,
as they should be, among our treasures, we would always be the
wealthiest country in the world. Yet, our national institutions were,
with very few exce?tions, built not by your government, but because
of the generosity of private sources; and they have been maintained
on a continuing basis by individuals and by foundations. Individuals
have given of their time, as well as their money, Senator. It is almost
incredible. If you look at, say, the museum field in the country, that
work force numbers 110,000 people. More than half of that number
is volunteer, The philosophies of-philanthropy and volunteerism are
part and parcel of the same fabric, and one that we must keep.

Now. I will turn to the critical role of foundations in the continuing

~ cultural development of the country. The arts are being hit, in the

present economic situation, very, very hard. Sometimes people do not
realize that the arts are basically a touring industry. They require
energy, they require gasoline, they require staying in hotels, because
either they tour to people, or people must come to them. There is
almost always a traveling factor; and furthermore, the costs of paper,
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lumber, lighting equipment, costumes, have soared. But interestiniley
enoufgh, in the best soundings that we can take, these problems are be-
ing faced by these institutions as a challenge. It is a sense of self-help,
and not bailout.

This attitude on the part of the cultural resources of the country,
just when they are needed most for the spirit of the country, is because
of private initiative, and in particular because of the role of founda-
tions. I want to make, very quickly, six points to give examples as to
why the foundations are important in our area.

I‘Yirst of all, they are giving money, they have given money, and they
will continue to give money. Second, they have, and were, the first
institutions in the country to recognize the arts as public treasures,
and not as private treasures. They were the first to say that no person
in this country should be denied access to beaut%, to creativity, and to a
humane environment, for economic or geographic reasons.

The giving of large foundations—Rockefeller, Ford, Mellon, Gug-
genheim, et cetera—in the arts has spurred other foundations to do
likewise, and we hope there will be much more activity in that regard
in the future. Dr. John Knowles of the Rockefeller Foundation, who
testified here yesterday, has taken a specific role in that regard,

Further, foundations establish mechanisms in one field that are an
eventual help to others, for example, as in our own interest in
preserving railroad stations. We cannot really save all the railroad
stations in the country, but is it not marvelous the Ford Foundation
set up the Educational and Cultural Facilities Laboratory some years
ago, which is now working on the development of cultural facilities
and that the ability of railroads for this purpose has been recognized

Fourth, the foundations were the first to encourage creativity
coming from our neighborhood groups. Some people said: “That is a
sociological problem, it is not an artistic problem.” Well, it has turned
out very much to be both, and the creativity in our country is coming
from our roots, and not being imposed from outside, largely because of
foundation leadership.

Of course, too, foundations particularly took an early role in giving
money to individuals. Qur own individual fellowship programs at the
Endowment are based on the time-tested methods of Guggenheim and
Danforth. This brings me to the sixth point I wish to make, and that is
that the Arts Endowment has been able, in 10 years, to get rid of that
attitude that you remember, sir, as the fear of Government control in
the arts. In my view, we have been successful largely because of
foundations. We not only have used foundation principles and
procedures for review by professional panels, we not onY have worked
to encourage other monies, which is an attitude of foundations that we
are instilling into the Federal Government philisophy, but we have
taken guidance from foundation professionals about funding mecha-
nisms that work, or do not work. Qur mandate is to encourage other
monies and not to replace them, and for the Federal Government to be
a junior partner—important, but junior to private initiative. If our
funding mechanisms and policies had been developed differently, we
could have failed. and the initiative for the cultural development of
the country could in time have shifted to Federal hands from private
hands. That would have been a very sad day indeed for this country.
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The reason I am here is to say that T want to thank you, and I want
to thank the other members of the subcommittee, for all you are doing
to strengthen these foundations, and to further the faith of the people
in this Nation that private philanthropy, private initiative, is
important. That, to me, is the meaning and greatness of these
hearings.

Thank you very much.

Senator Harrik, Thank you, Ms. Hanks. ~

Let me ask you—have you noticed any decline in the amount of
contributions which have come from the foundations, say, in this year?

Ms. Hanks. We will not have an exact reading on that until next
vear, because that is when the effect will take place. We have had very
dire predictions on both the foundation and the corporate situation.

We have received some 20 letters at the Endowment just in recent”
weels, requesting a waiving of our matching principles, because
foundations pulled out of the grants. It would strike at the very heart
of, not only the arts, but the philosoph%' of the Endowment, if there
were many people who could not get the money from other sources,
and therefore requested waiver.

Second, we will have better statistics for you, I hope, in January
or Februari', because in working with the private foundations, we are
moving right now to set up a quick and fast reporting system from
the major cultural institutions of the country, that will give us the
figures that we need. We are doing this with foundations.

Senator HArTKE. As regards the matching formula, if the founda-
tions do find it impossible, or not desimbfe, in their judgment. to
operate in this field, how will that affect the Government side of the
contribution? Will that mean it will go by default?

Ms. Hanks. The National Council on the Arts discussed this in its
meetings just this past weekend, because they are very concerned.
After long discussion, they felt that the princi;{le of matching support
was so important, in terms of the cultural development of the country,
that they would have to hold firm. In other words, the Federal Gov-
ernment would not come in and add to its grant, or waive the match-
ing, except under exceptional circumstances. One, we do not have the
money to move in; and second, we feel that there is more private
money, there is-more money in foundations that should be coming
into these fields that we must encourage. Further, we would state that
if an organization came in to request that we waive matching, and
could not get other money, we would hope that in some ways that we
would be able to be helpful to them in that regard. We have just
placed someone on our staff to work with corporations and founda-
ltiiolm% siround' the country, in an attempt to really be specifically

elpful.
enator HarTke. How much help have you had in the past, as far as
funding and innovative approaches?{

Ms. Hanks. Very much. As a matter of fact, all of the innovation,
in terms of funding of the arts, has not come from the Federal Govern-
ment. It has come from foundations or individuals. May I give you
two examples very quickly # One is our expansion arts program, which
is a Federal program which reaches into the neighborhoods to suppor*
ﬁrofessional activity, but largely in very disadvantaged neighbor-

oods, both rural and urban. We had been told for many years that
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the Federal Government just could not get into this field. Well, because
of the work of the Rockefeller Foundation, and particularly the
Rockefeller Brothers’ Fund and some of the other local foundations
around the country working with iieighborhood groups, we were able
to build on this and leosn what was needed, and were able to go into
a granting position vis-a-vis those groups. That is one.

Senator HarrkEe. Has any of this been in what you would call the
core city areas? |

Ms. Hanks. Yes, most of this is in core city. o

Senator Harrke. What about the geographical distribution of the
assistance that you have had in this field, as far as the foundations are
concerred, their contributions? In other words, is it— .

Ms. I{axks. The money coming into the arts from foundations all
over the country; is that your question? )

Senator Harrke. No. The question is very simply whether the money
goes primarily into an area of high population, for example, in the
Boston-Washington area, Cleveland-Chicago area, San Francisco-Los
i\nlgeles area. What about in Boise, Idaho, and maybe in Brownstown,

nd.?

Ms. Hanxks. I think perhaps one of the most exciting developments
in the last 5 years is the cultural activity in the country. I do not know
if you saw the New York Times on November 16 about Birmingham,
Ala. But you could pick almost any city in this country, or small town,
and this is—

Senator Harrke. Well, Birmingham is not so small.

Ms. Haxxks. I was then going on to Boise and other small towns.
This interest in cultural activity is in what is called the ‘“‘growth
stock”, and it was referring to Birmingham. The article then went on
to talk about all of the small cities throughout the State of Alabama,
and throughout the South. This was just one example. The arts have
moved from the major cities. They are still very strong there, but they
are growing all over this country. It is very exciting, and in great
measure it is due, not to Federal support; it is due to private initiative

—and private funding by the foundations.

Senator HarTKE. Let me just say as a general {:roposition, I think
the foundations would agree that the bulk of the money still goes
into relatively small, compacted areas. In other words, Washington,
D.C., for example, can get attention, but—let me say, you know, you
go to southeastern Missouri, for example, and to Arkansas. Do you
k]{\ow ofganything in that area at all that has been used in the field of
the arts -

Ms. Hangs. Absolutely. Take the State of Arkansas. We have a
Erogram that is called artists-in-schools. It operates in all 50 States,

ut the State of Arkansas is a specific example. We went into that
State with & special program largely because one foundation wanted to
come in, and use our treasury fund, to put more artists in their
schools. In other words, they needed additional moneys in Arkansas
over and above our regular program moneys, and private foundation
money came in to do that. ,

So our programs, which are all on a matching basis, are matched all
over this country, in part by private.

Senator HARTKE, I it not true, though, that most of those areas are
probably not going to be in the position to meet the matching require-
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ments? In other words, do you come to a situation where you take care
of those who have, and neglect those who have not ¥

Ms. Hanks. We have—

Senator HArTKE. I mean, are the arts only for the rich ¢ :

Ms. Hanks. Senator, we have a 20-percent waiver provision in the
legislation in order to be particularly helpful in that regard. However,
it is not a question of being rich. I mean, we are going heavily into
have-not areas. But the ones that need the waiver are relatively few,
and this is being handled. As a matter of fact, of course, this is one of
the intents of our own legislation; to get the arts into areas of the
country where they could not exist for either geographic or economic
reasons; and I think we are being very successful, but with private

help.

é:mator Harrre. Well, I would hope so. Back in the days of the
prior crisis, the depression_before this one, the big one, at that time,
we had the old WPA, which most people looked upon with a great
deal of disdain afterward—but anyone who lived through that era,
and who really took a good account of it, will find that tﬁe arts were
not neizlected by the WPA. Now, let me say to you, in Indiana for
example, some of the murals on the courthouse walls—now they may
not be outstanding bits of art, but they are a demonstration of the
talent that was in that community, and you found it all over. There
was the Writers Guild, for example, unemployed press people. Now,
I do not expect you people in the press table to be unemploied very
soon—that 1s, not before February. But you know, after that, you
might be looking for something like the WPA to give you work.

_ Now, some of the finest people, at the moment, who are writing on
the national level under bylines, I can tell you, you will find their
names in WPA publications. They were writing at that time for Uncle
Sam. Now, I am not suggesting that the Government should under-
write all of it. But T do hope that you would keep yourself constantly
alert to the proposition that this country, if it is going to mean any-
thing, that it means it is one people, not just those that can meet match-
ing funds; and maybe sometimes the arts ought to be giving more
attention to those needs, where the local community is not capable of
making that kind of contribution.

Ms. Hanks. Yes; but sir, first of all, our grants to individuals are
all nonmatching, and this is very important. I am sorry that I did not
mention that the ones to institutions are matching, because the phi-
losophy of the endowment was to encourage other sources of money
to come in, It is not, sir, that the arts are %or the rich, but what has

_ been wonderful about Government funding is that in many instances,

we have been able to go in with very modest moneys to very goor

groups, and just because of our interest, other sources of moneys have
come into them. So that is a plus, and it is working.

Senator Harrke. All right.

Thank you.

Ms. Hanxks, Thank you very much.

Senator HarrkE. Thank you. -

[The prepared statement of Ms. Hanks follows:] -

PREPARED STATEMENT OF NANCY HANKS, CHAIEMAN, NATIONAL ENDOWMENT FOR
THE ART8, CHAIRMAN, NATIONAL COUNCIL ON THE ARTS

Although I cannot speak directly to the point of the impact which current
economic conditions are having on foundations, I hope that I can give some idea
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of their possible impact on recipients of foundation grants in the arts and, more
importantly, reafirm the very important role of foundations in the support of
artists and cultural institutions.

First, I want to say that we do not have enough information on the exact nature
of the pattern of support for artists and cultural institutions by foundaions, cor-
porations, individuals, governmental units, et cetera. We are making progress.
The Ford Foundation has recently released a report on performing arts institu-
tions and the Arts Endowment has completed a survey of museums. In addition to
preparing reports on the results of these surveys, the Ford Foundation and the
Arts Endowment are working cooperatively to up-date the information.

For Fiscal Year 1971-1972, the latest information available, the total budgets
of museums were approximately $513,000,000, and of that amount, approximately
$22,700,000 came from foundations. When directors of private non-profit museums
were asked if they thought foundation support would be of increasing importance

_in the future, forty-five percent responded in the affirmative, while only three

'

percent felt it would be a diminishing importance.

In another area, Fiscal 1974, the Arts Endowment received a total of $6,500,000
in donations. Donations from 127 foundations accounted for thirty-three percent
of this total.

Because of current economic conditions, we have already received inquiries at
the Arts Endowment from grantees asking for a waiver of our customary match-
ing requirement, largely because one or more foundations have had to cut back
on anticipated commitments. The Arts Endowment will be unable to provide

increased monies to the grantees and therefore these groups must obtain monies___

from other sources. —

I cannot overemphasize the importance of the financial support of foundations
to our artists and cultural institutions, however the very thoughtful press release
announcing these hearings leads me to address myself to the leadership and
initiative that foundations offer and its continuing importance.

I attribute much of the success of the Arts Endowment's programming and
avoidance of “bureaucratic government control,” which was a concern when the
agency was established, to use by the Arts Endowment of policies and procedures
developed by foundations. The use of professional advisors in developing policies
and recommending on specific applications is basic to our opera\tlon._'l‘_he proce-
dures developed by the Danforth and Guggenheim Foundations for fellowships to
individual artists were an important model for the Arts Endowment in setting up
ita own fellowship procedures. The matching grant concept 18 another example of
a principle of foundation funding that has been adopted by the Arts Endowment.

Foundation leadership has been important in assisting the Arts Endowment in
the development of its programs. For example, staffs of several foundations played
a leading role fn the development of our Expansion Arts program of support to
professionally directed community based organizations,

Also, foundations have established many important “action agencies,” who not
only identify and research a problem, but provide guidance and solutions. An
important example is the support of the Ford Foundation for Educational Facili-

‘ties Laboratories. The experience gained in working with educational facilities

has provided an important resource to the Arts Endowmeunt in identifying
imaginative ways to improve cultural facility design and util'zation. Although
the Arts Endowment does not have sufficient funds to assist in capital improve-
ments, except for museum renovatlon for preservation purposes, over seven
hundred inquiries per year are received on this subject. The need is real.

With the experience and expertise of the Educational Facllities Laboratory,
and support from the Congress and private sources, an action program has been
launched to “recycle,” often for use as cultural facilities, many of our finest rail-
road statlons. A conference, film and brochure have served to call attention to
the opportunities, the Congress has passed legisiation to provide some financial
assistance for preserving these important architectural entities, and private
initiative at a local level is developing action plans suited to local needs. An even
more detailed “how to”’ booklet will be made avaflable to local groups as a follow-
up to the very successful conference held in Indianapolis, Indiana. -

In closing, I want to note that a major national foundation has taken the initia-
tive to convene two meetings recently of other foundation and government repre-
gentatives to discuss what effect changing economic conditions are having on
support for artists and cultural institutions and, more importantly, how new and
increased sources of support can be identified. I am confident that these efforts
will lead to positive action by a group of foundations to develop a heightened
awareness of the role of artists and cultural institutions in improving the quality
of life for all of our citizens. -—

———
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Senator HArTEE. All right, the next witness is Dr. Landrum Bolling
of the Lilly Endowment. Dr. Bolling is not an unfamiliar figure in
the State of Indiana, having served on the other side of that coin at
one time, I suppose, as the president of one of the most outstanding
schools in the country, Earlham College—which, incidentally, is in
Richmond, Ind., and it is the hometown of Mrs, Hartke.

STATEMENRT OF DR. LANDRUM R. BOLLING, EXECUTIVE VICE
PRESIDENT, LILLY ENDOWMENT, INC.; ACCOMPANIED BY
THOMAS LOFTON '

Dr. BoLLinG. Senator, it is a pleasure to participate in the hearings.
I brought with me Mr. Tom Lofton our legal counsel, who is here to
help answer any technical questions you may have.

I have submitted a written statement, sir, which you have there.
I will not burden you to read the whole thing. I would like to sum-
marize some of the main points there and comment perhaps briefly on
some of the testimony yesterday.

Senator HarT&E. That would be fine. o

Dr. BorriNg. As to the central issue raised by your invitation to
participate in these hearings, the effects of the current troubled
economic situation upon foundation grantmaking to educational and
charitable institutions and their programs, let me give you just a few
bare details concerning our experience at Lilly Endowment, and here
I will just skip over the second page of my testimony. -

In 1978, the Lilly Endowment made distributions of grants and
administrative expenses totaling $32 million plus. Already this year,
we made grants of more than $40 million, and by December 31, our
total payments will be in excess of $53,200,000. Of that amount, over
$3 million represents excess payments above the minimum, a kind of
safety margin we have imposed on ourselves to make sure we more
than comply with the minimum payout requirements. Another
$800,000 represents the so-called excise tax or auditing fee levied under
the Tax Reform Act of 1969. Incidentally, Mr. Chairman, on behalf
of Lilly Endowment and speaking, I am sure, for my other colleagues
in the foundation field, we are very grateful for the leadership you
have taken in urging consideration of the possible reduction o? that
tax from 4 percent of annual income to 2 percent. We certainly do
not object to any reasonable charge for the Federal audit of our
accounts. However, as you have wisgly pointed out, the excess charges
for this auditing service become in reality not a tax against founda-
tions but a tax against a charitable organization, for it reduces by
that amount the funds available for charitable purposes.

Over the last 2 years, we have paid out more than &2 million for
this auditinig fee. We naturally wish you success in this cffort. N

As we all must keep in mind, the minimum payout in any given
year is fixed on the basis of a percentage of the total assets6f the
foundation, or the total income, whichever is larger. As the percentage
figure has crossed the 5 Y?ment'level and may, under the discretionary
authority givén to the U.S. Department ofy the Treasury, go higher
and higher, almost all foundations will be operating under the per-
centage of assets formula and then having to seel off capital assets to
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meet the grantmaking levels required. As we were told yesterday, the
Treasury nas already indicated, as they see it now, that for next year,
when they fix the hygure in about April, they probably will tell us
that next year we are going to have to pay out 7 percent or more of
assets. They arrive at the formula apparently on the basis of their cal-
culations of what it costs the Federal Government to borrow money.

Now this current cost of Federal borrowing is obviously one of the
criteria, but only one of several that they could use, and we hope
very much that you and this committee may urge upon the Treasury
a reconsideration of that rather simplistic formula for calculating the
payout for next year.

Let me give you just a little bit of our experience at Lilly during
1974, Naturally, we try to make our income carry our grants as far
as they will, but by the end of June, we had been compelled to dig
into capital to the extent of $12,600,000 in order to cover the grants
payable up to that point. By the end of last month, October 31, 1974,
we had reached the point where the cumulative reduction in our
capital, over the 10-month period, was $29 million, and by the close
of this fiscal year, December 31, we estimate we will have spent all of
our income received during this year plus $35,700,000 taken out
of capital in order to meet our grant requirements.

Now, so long as the boom market continued, and our assets g.ew,
We could invade capital assets without serious effect upon our con-
tinuing ability to meet the needs of the charitable organizations we
undertake to support. But once the economy goes sour and the market
goes into a major and prolonged slide, we face real problems for the
future, and I think, sir, the big question before us is how to handle
this thing so that the foundations can, over the long future, do the
job they are expected to do. Much of our thinking when the Tax Re-
form Act of 1969 was written—and this thinking was reflected by
Members of the Congress, by some of the foundation executives, by a
lot of people who supposedly knew where our economy was going—
was that we were just going to continue up and up in this booming
economy. : ‘

Well, it did not work out that way, and so now we are seeing a very
definite shitt in all of this. Again let us look at the Lilly Endowment
experience, As of December 30, 1972, our assets stood at $1,248,251,000.
During 1973 they declined by slightly more than $100 milliom;= net
decrease of 8.46 percent for that year.

Then came the troubled year of 1974, Now interestingly enough,
during the first 6 months og 1974 we were doing all right. We made
rants of close to $21 million in the first 6-month period, using over
%9 million from income and over $12 million from capital.

Despite this invasion of capital, the total net market value of our -

holdings, as of the end of the first 6-month period, held at a figure of
about $1,142 million or an increase actually of about 1 percent above
what it had been in December of the year before.

- But then the slide began, and I think the fact that this slide came
in such a rapid way during July and August and September shows
how volatile our economy is and how rapigll;r8 the whole situation can
turn around. During the month of July alone, the assets of Lilly En-
dowment dropped by $178 million, a decline of 14 percent from the
total yalue at the beginning of the year. At the end of September,

- - —r—
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our assets had fallen to $829 million, a decline of 27 percent from the
January 1 value.

Then October saw a substantial recovery in the market value of our
assets back up to a total of over $1 billion, leaving us, as of that date,
with a net decline over the months of about 9 percent. Now that of
course is a much more favorable record than that of some other founda-
tions that have been reported in the press, but we do not know what
is going to happen between now and the end of December. However,
we figure pretty conservatively that our net decline for the year will
be at least 10 percent, about 8 percent the year before, so in 2 years
we have had a decline of between 18 and 20 percent.

Now, when we hear of other foundations which have lost from one-
third to one-half of their assets—I know of one fine foundation that
has lost more than one-half of its total assets in less than 1 year—we
at Lilly must be grateful that our losses have not been greater. How-
ever, we can take no sutisfaction in the overall situation or the pros-
pects for the future. We know that we cannot go on sustaining net
capital losses of 10 percent a year without first of all a reduction in
grants to charity and second a steady erosion of assets that must be
taken as a very real threat of extinction within the calculable, not-too-
distant future.

When the Congress was considering this Tax Reform Act of 1969,
as you recall, Senator, there was discussion as to whether it should
establish a fixed life term, a kind of a death sentence for foundations,
or not, and the Congress decided it would repudiate that death-sen-
tence formula and have a fixed payout. The assumption was that on
a reasonable fixed pay-out requirement the foundations would have
continued existence. I would submit to you, sir, that on the basis of
our experience right now that if the situation continues as it is, we
would have in effect a death sentence going into effect much faster
than the previous death sentence had required, and yet there you get
into imponderables. You cannot tell what the economy is going to
do, and it seems to me all of this points up two very important factors
that need to be borne in mind.

And that is, how can we cope with this question of fulfilling what
the Congress very rightly set as national policy, namely, that the
foundations should pay out all of their income and just as much as
they possibly can pay out and yet still function effectively. That, I
think, is a sound objective. I think it is quite right that the Congress
has laid down minimum payout requirements that should be continued, -
but the real question is, how can the minimum payout requirement be
fixed in such a way that the foundations have some continuity, that they
can be expected to continue to serve the purposes that they have in
mind, and this means also, how can they make their grants on a basis
so that the grantee can know how to plan for their future too. )

One of the things that is happening to us right now—and I will

~ just tell you what we are having to think about at Lilly—as we see this

erosion of our capital assets, as we see our having to invade capital
to a greater and greater extent, our board is becoming more and more
reluctant to make long-term commitments. They will tend to say, now,
well let us make only the grant that we can pay this year. We do not
know what our situation is going to be next year.

\ —
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A lot of our institutions need to plan projects not just for this year.
They have a long-term life. They need to be able to p{an something for
2 and 3 years, and particularly, Senator, when you have programs
which, as T know you are interested in, programs that are going to make
a difference, programs that are going to deal with some of our serious
problems, programs of innovation and change that are needed. Those
people who risk their professional careers, their institutions, their
creative powers to come up with new and creative ideas, they need to be
able to fund programs over a period of 2 or 3 years, not just be given
a hand-out for this year, as when the foundation draws back, but
inevitably foundations right now are pulling back. They are reducing
the amount of their grants, and they are tending to think in verg
short-term patterns, and that, I think, is harmful for doing the jo
that foundations are set up to do.

We need to be able to plan farther ahead, and here is one of the
things that could be done if you seriously consider the possibility of
revising the Tax Act, that is to have some kind of fixed payout formula
that can be generally understood and counted on. We do not now
know from year to year what the formula is going to be. The Treasury
makes its determination anew every year, and it is never made clear
just what its formula is for doing this.

I do not come before you with a specific proposal as to what it should
be, whether it is 414, or 5 percent, or 6 percent, or whether you apply a
sliding percentage to values as of some freeze-base year. You have
several proposals before you now as to what the formula ought to be,
but I would submit te"you, sir, that it would be a great help to the
foundations and a great help to the grant-receiving agencies if they
could have something they could count on as a definite formula by
which to operate, so I make a special plea for that greater clarification
in the formula and a fixing of that formula on a basis that allows a
foundation to continue to function and not to just have the steady
~year-by-¥ear erosion of total assets, as we are now experiencing.

Now, I would like to just say briefly one or two other things as I
close. We ought to realize that our economy is not an ever-upward
and onward kind of line on a graph. Our economy is changeable; it is
volatile; it is subject to pressures from all sorts of sources here and
abroad, and therefore it is very difficult, it seems to me, for the founda-
tions to carry on with a payout formula which was created in a period
of boom times and %I;eat expectations of continued growth. If founda-
tions are going to be able to function over a long period, then they
need to be able to function in hard times as well as good times.

Another comment I would make is, there ought to be some consider-
ation given to the possibility of a change in the status of foundations
as defined by the law in order to put them on something of the same
basis as other charitable organizations. Foundations are not being
created at the rate they once were, At the same time, foundations are

oing out of existence today at a hégher rate than ever before in a very

ong time. In our own home State, Senator Hartke, the Irwin-Sweeney-
Miller Foundation is folding, up. Whether they are going to go com-
pletely out of business or jusi go into hibernation I don’t know—but
they are cutting off.grant making, their staff is being dispersed, and
here is a_foundation that has been giving $3 million a year. They are
simply closing down.
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Senator Hartke. Why ¢ o

Dr. BoLrLing. Well, the reduction in their assets, and there is just a
great sense of uncertainty about the future, and there are.several othcrs
around the country that are doing that. So you have got a number of
foundations that are either closing down or going into what I would
call hibernation, simply suspending operation.

Take the Clement gtone Foundation. They have stopped their grant-
making; they are giving advice to grant recipients, but they have cut
off all grant-making.

Senator HARTKE.grhiS is the Clement Stone Foundation ¢ )

Dr. Borring. The Clement Stone, yes. And the DJB Foundation in
Scarsdale, N.Y., is another one that is just now closing down. There
are a number of foundations which a few years ago were very active,
giving, some of them, as much as $3, $4, $5 million a year, now suddenly
shutting down.

I think it is a-great pity if this is going to continue to be the trend.
One of the things that could help, it seems to me is to change the law
in such a way, which you in the Congress will know better how to
formulate than I could suggest, to give encouragement to people to
magintain foundations and to create new foundations under proper
guidance and supervision.

The foundations are definitely being discouraged today by the way
the tax laws are written and particularly by the fact that the founda-
tions are regarded as second-class citizens in the philanthropy field.
The tendency is toward giving your money to something that issafe: A
church, an established college or university. The fonndations, if they
do their job as they should—and I do not say they always have, Sena-
tor, and you know this as well as anyone—but insofar as foundations
do their job and fulfill the kind of social progress purposes that you
have stressed so much in these hearings, this time and earlier, then
they need to be encouraged through the sort of incentives which are
not igiven to them, incentives for creating and giving to foundations
similar to those that encourage giving to some of the old-line estab-
lished churches, schools, colleges, and so on.

For example, let me give you. another illustration. I know one foun-
dation—I suppose I should not indicate the name of it now—a major
foundation which is giving serious consideration to changing its status
to that of a “support organization,” which means it will no longer
function as a discretionary grant-making body, but will list with the
Treasury a select group of colleges, universities, and hospitals to which
they will give a]§ of their money. Once they agree to go into that
status, they do not have to pay the excess tax, and they are not subject
to the mandatory lsayout requirement. ,

Now their board is doing that, as I understand, because they do not
see how they can copeé with this present payout requirement, and that
means—I do not mean this invigiously, but in a sense that is a kind
of throwing in the towel for a foundation. Foundations ought to be on
the cutting edge of social progress and social change in this country.
If foundations cannot do that, then why should they exist? If they
can’t functiom effectively over the years as grant-makers, then they
will be tempted to have the money given outright to established hos-
pitals, colleges, and churches.
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But if we are to have foundations do their best work in a time of
social ferment, to be the social catalyst that we ought to be, then we
have to have the hope that we can continue to function and be treated
as first-class philanthropic citizens and not as second-class philan-
thropic citizens.

Let me just say finally, Senator, you have asked various ones of us
several times what is the philosophy that underlies what foundations
are doing, and I would just like to make one very simple point on that.

Senator Hartke. I talked to Dr. Goheen about that last night, We
discused it here, and we discuss it when we get out of here. I am ready
to hear a new view.

Dr. BoLrixa. I do not know whether this is a new view, but it does
seem to me that one basic philosophical imperative for the founda-
tions is this: Our job should be to stimulate and to support voluntarism
in the handling of the many public needs and social responsibilities.
We are catalysts; we are stimulators; we are challengers trying to
help mobilize the various creative voluntary talents of individuals and
organizations across the country. Now that is to me the heart of the
whole issue. If we do not do that, we are falling down in a serious way

- in our responsibility.

We of course are involved in sustaining the openness, the pluralism
of American life, and you have heard a lot about this, and I think this
is important. We are also involved in encouraging innoyation and
change and experimentation, and again, these are things the founda-
tions can do that often Government cannot do; Government is unwill-
ing to do, or it is inappropriate for Government to do.

But in order to be able to sustain that sort of innovative forward
thrust of foundations, they need to be given some sense of assurance
that they are acceglted as regular first-class citizens in the field of
philanthropy and that they have a chance to husband their resources
1n a responsible way so that they can continue to function.

That, Senator, is really the sum and substance of what I have to
suggest to you. I have been here not to say: Adopt this formula, this
pattern, this blueprint, but to ur%e upon you serious efforts to rewrite
the crucial passages of the tax law to make possible the continued
functioning of the foundations as creative change agents in our society,
ag they should be. : ' :

Senator HarTkEe. All right, one thing I would like to say is that we
have heard this repetition of the. disastrous economic situation, and
here we have a case of an initiative by.the Government in which the
stated policy of Government is, you can expand the American economy
by strangling it to death, , ‘ _

Well, let me point out, though, you see, if you are really in the

category of being a second-class organization—let us make that

_assumption for the moment—I think it is only fair that you look at
it from a U.S. Senator’s viewpoint, especially a person on the Finance
Committee. ~

No. 1, we are dealing with the tax laws, and that is what I'am
concerned about, and that is what we are dealing with here, and the
ultimate end result—Ilet us assume that I would take the position which
is being advocated and .which is being presented here—du you really
think I could go to the floor of the Senate and defend the foundations

' { : . - ‘ B
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at this moment? 1 would tell you, I would feel very hard-pressed. I am
telling you that, and that is why I keep on probing and asking for that
next step.

Let me be very specific with you. The mere fact that a foundation
is created or goes out of existence in and of itself may have a multitude
of reasons for it. :

Now that is a fact of life. Now as I have said repeatedly, I am not
opposed to subsidies. I mean, I had to stand in the floor of that Senate
and defend that Railway Act, as much as I thought they were ap-
proaching it wrong, and still go back and tell them it was not a ques-
tion to me at that time of whether we were going to solve it in a
fashion in which I thought it should be solved, but the question very
simply was whether you were going to permit the whole thing to go
and be liquidated and end up with a total depression for all of tﬁe
United States.

Now that-was a choice, but let me say to you, when you tell me you
become second-class citizens to the other type of charitable organiza-
tions, maybe the fault is not in the laws which deal with foundations,.

— but maybe the fault is of not going ahead and providing for the same

type of tax treatment or some type of modification in the tax treatment
for the other charitable organizations. Do you follow me?

Dr. Borring. I follow you, sir, yes.

Senator Harrxe. But you ses, the evidence I have so far—and I will
say this to those that are there, and this is what they have got to think
about—that is just as likely a conclusion as the one to say that the law
is putting the foundations out of existence, because I could draw
equally the distinction that the reason it is not to the advantage of the-
Ferson who is taking the tax subsidy—and I am not talking about the-

oundation giving now, but I am talking about the acquisition of the
fund itself—is that it is no Ionger in the best interest of the taxpayer
to prevent that subsidy.

When I ask for example—and I say to you I am not being critical
of the foundations, because the Internal Revenue cannot fet this:
either—what is involved here; what is the total; what is really hap-
pening to all of these 28,000 institutions, and is the cause of the so-.
called dropping out simply because of the 4 percent audit fee? I mean
is the cause the payout?

Is it not true that with the-diminution of the assets, frankly, that
the payout requirement is on a percentage level and therefore is ad-
justed 1n relation to the total asset, is that not truet

Dr. Borring. Yes.

Senator Harrxe. If the 6 percent figure, in other words, is fair,
maybe it should be reduced to a different level, but I might say, just
for the benefit of Dr. Goheen, T want to tell him that I am not goin
to stand on my quantitative argument of last night, and he would:
appreciate hearing that. _ .

But the point still remains that there has to be some identification
and clarification in this area, and that is what these hearings are all
about. ‘\ -

Dr. BorriNng. Sure.. :

Senator HarTkE. I am struggling to find someone who at least has

the initiative in the foundation organization to demonstrate to me
exactly the social relevance of foundations. Ultimately, you will get
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the death sentence because more and more you are going to find people
raising these questions.

Dr. Borring. Sure.

Senator Hartke. And I think these questions ought to have been
raised in a time of good times, not in the sense of frustration which
occurs in the economic conditions of today.

Now let me go through these figures that you had here. On page
4—and this is where you are into the figures—from December 30, 1972,
where you had $1,248 million to October 1974, you had $1,039 million.
Is that correct?

Dr. BoLLing. Right.

Senator HarTke. Now how much of that is just attributable to these
simple economic declines in the value of the assets? Most of it? I do
not want percentages exactly. Or let me say, Dr. Bolling, what I am
driving at, I am trying to isolate how much is really due, simply to the
decline in the economic condition. How much of this has nothing what-
soever to do with the law. How much of it is due to the 4 percent
audit fee? _ S

I have indicated before that if you are going to tax charitable orga-
nizations, let us tax them and get it over with. Let us do it honorably
and sensibly and not call it by some other name.

So, I would sa%eto all of you, as far as I am concerned, that the
‘audit fee should be. Let us just stop the, you know, Mickey Mouse
business. That is why I am-n favor of reducing the excise tax.

But what I am trying to determine now in the total of that decline,
how much of it is simply due to the decline in the economic situation
generally-Do you know?

Dr. Borring. I would say roughly $100 million.

Senator HARTEE. $100 million? Well, then the rest of it is due to
the requirement of the——

Dr. BoLrLing, Payout. ,

Senator HarTKE [continuing]. The payout, then is that right?

Dr. BoLLiNg. Yes. | ,

Senator HarTre. All right, now assuming that that is so, and you
have indicated that sconer or later one or two things happen: you
either have to drastically reduce the payout or ultimately you get that
death sentence by attrition. Is that correct #

Dr. BorLine. Right. .

Senator HarTkE. Let me ask you then—maybe you have answered
this, but I will ask you again—by what standard do you have a right
to claim perpetuity as distinguished from the utilization of these funds
now in the economic sector, in the social sector? In other words, the
subsidy that is involved, which we do not even know how much is
invo}llved. The Internal Revenue Service does not know how much is
in there. :

.. Dr. BoLLiNg. Well, let me give you just & bit of an answer on that.
1f you would assume, for example, that all of the capital that was
invested originally in creating the Lilly Endowment was the right of
the Government to claim, the total amount, the $100 million, So the
Government gave up the possibility of collecting $100 million.
- Actually, they wouldmot have collected $100. million, but that was
the total amount .that was put in to creating the endowment over the
year that has grown to over $1 billion, and in the meantime, it has
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given away several times the total amount of the original capital, and
the same thing has happened to Ford, and it has happened to various
others, so that the Government in foregoing the tax that it might have
otherwise collected has nonetheless set aside a fund of money which
has been managed and has grown and has performed public services,
ublic functions over the years, far beyong what that money would
ave provided if it had beeri taken by the Government originally.

So it seems to me that is another part of the consideration that
needs to be borne in mind.

Senator HarTKE. Let me ask you, do you honestly believe, and this
is your contention, that if foundations should cease to exist, there is no
one, no organization that could take its place?

Dr. BorrLing. What do you mean?

Senator HarTke. Let me point out the seriousness of this charge,
even by your own statement, and I think this is a fair appraisal of
what happened here. -

I am on page 5, reading from your statement. -

When the Congress was considering issues related to foundations prior to the
enactment of the Tax Reform Act of 1969, there was considerable discussion of
the possibility of setting a 25-year fixed term remaining life for foundations.

So in other words, I am not posing this as a threat, I am not posing
this as my conclusion. I am posing this as a factual question of just
saying, if the foundations cease to exist, is it the contention that
nothing would come, or no organization or no one would take its place ¢

Dr. Borring. Well, no. The Government obviously has to step in and
do the things that the foundation has been doing. )

Senator HArTKE. Do you think the Government would step in?

Dr. BoLring, In some cases, yes, no doubt,.but in other cases, prob-

_ ably not.

ou know, the social needs are going to be met, one way or the other,
probably, but it means that the greater pressure will be upon the Gov-
ernment to provide those services and it seems to me the things that
you have said over and over ags.m(,iSens.,tor1 that wé need alternatives

to the Government, is a very sound principle, and the foundations, it

seems to me, if they are properly managed and properly supervised, -

are & beneficient alternative to Government in performing many pub-
lic services. The main job of the foundation executives and of thé
Government that supervises is to see that they fulfill that public

1‘%£gnsibili§y. S L
d that is why it.seems to me, Senator, you are very much on target
wherl you keep probing and probing. What you are doing in these
hearings is really significant, and I'would like to say just a word about
that, if you do not mind. We will justify ourselves not on the basis of
whether we are “doing good,” you know; just “doing good” in the
world is not ample justification for our existencé, But I think if you
want to look carefully at some of the crucial problems that we face in
our land and how are we g’etl;m%,at them, then'we see we heed a numbet
of different ways of getting at those problems. o
Let mé give you two or three illustrations. Orie 0f the great prob:
lems we face in th’is'couhtgry.right now is the bringing up of little
children in the face of famil ‘dismtggration with littﬂ c%nil(freh being
abused, neglected and abandoned. We made & graht recently to the
department of psychiatry out:at the University of Colorado, which
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is studying the problem of child abuse. The highest, the largest single
cause of death of children under 3 years of age is being beaten to
death by their parents or other adults who have them in their care.
I{,) is an incredible thing. More serious than any single disease is child
abuse.

Well, we decided this is something we wanted to help do some-
thing aboiit. We wanted to see what could be done with helping to
improve the possibility of a good life for little children. We are
supporting some _family training programs, some early childhood
care Yrograms. The foundations are beginning to discover this pre-
school problem.

Now, the public schools have been in existence for a long time. The
Eublic schools are beginning to talk about what needs doing below

indergarten. I do not know whether the public schools ought to
go into that field or not, but here is a great crucial area that has
to do with juvenile delinquency, has to do with child abuse, has to
do with various social problems.

Now, some of the foundations—Lilly is just one—are beginning
to take an inerest in that whole question of family disintegration
and of early childhood care, training and development. A lot of the
most important problems originate in those first 5 years of life, and
we have been so slow in working up to that. Well, the foundations
are getting into that field. Now, if we do that job properly, we will
have done something for the whole countxg that the Government,
State, local and Federal in all these years did not get at, and that
to me will be & major social contribution that we will have made if
we are able to help in some significant way in that field. -

And I could go on to some others. '

Senator HARTKE. All right.

It is your contention that the justification then is not merely on
the fact that the amount of money which it would take if the Gov-
ernment followed the same program, assuming it would, not merely
the fact that it would cost more money if the Government did it,
but simply because of the fact that it 1s an area in which, for one
reason or another, the Government either has not or will not go ahead
and move.

Dr. BoLring. Yes, sir, that is exactly the kind of case Dr. Knowles
yesterday was telling you about, Rockefeller’s work in the develop-
ment of new types of wheat and so on:- Now, the U.S. Government
has been in agriculture for 100 years in all kinds of ways, but it was
a private foundation that really got us going in developing new
breeds of wheat and rice, and did a tremendous lot toward trying
to cope with the hunger problem. It is not that we foundations have
the -resources or ever will have the resources to supplant the Govern-
ment in any field, but it may be that being able to move faster, and
looking out on the growing edfge, we can see some of the problems
that ought to be dealt with before the Government gets moving to-
ward dealing with those problems. It seems to me that is one of the
major justifications for our existence.

enator HARTKE. Now, let me ask you, do you think Lilly is going
to cut back this year on grants?

Dr. Boruing. No, sir, we will not cut back this year. We will have —
the highest level of grant payments this year-we have ever had, and

42-903—175—-13
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of course, in one sense, we have no choice in that we are locked into
a formula under the Tax Reform Act of 1969. We will fulfill our full
requirements, plus a safety margin of maybe $3 million just to make
sure we do overspend the minimum that is required of us. For 1975
we will make grants of about the same level because again, the
amount that we will be required to make will be based upon the for-
mula which takes into account our holdings for this year.

So we will not make any, as far as I can tell, any significant
decline in our payout in 1975. But 1976 may be a very different situa-
tion because of the formula, and the think which my board is now
increasingly unwilling to do is to make commitments beyond 1 year
because they say, we do not know what is going to happen. We will
have to invade capital, but we don’t know by how much. If we make
commitments, we are going to fulfill those commitments, But we don’t
want to be in a very embarrassing situation. So we are feeling very
reluctant to make any long-term grant commitments.

_Senator HARTKE. Senator Gravel?

Senator GRrAVEL. Thank you. I just wanted to compliment the
witness.

I have become aware of some of the activities of your foundation,
and I became aware of the process of decisionmaking involved, and
I would say I was very, very impressed with the approach taken.
I do want to say to the chairman also that I think the cross fertili-
zation offered by the voluntary sector of our economy through the
foundations that takes place with the wealth that we have certainly
embellishes our total creativity as & nation. I hope that this Com-
mittee in its deliberations, and certainly the Senate, will retain what
is I think a very vital sector. Otherwise we can always take it and
turn it over to the Governinent. But I think here we would suffer a
great deal as a society. 4

So I want to compliment your foundation for the efforts you have
made, and I would also mention your statement—jyou have a very
fine statement. .- -

Dr. Borrina. Thank you, Senator Gravel.

Senator Hartke, Thank you.

Dr. Borring. Thank you very much, Senator. N

[The prepared statement of Dr. Bol’ling follows:]

-- - PREPARED TESTIMONY OF LANDRUM R, BOLLING, EXECUTIVE VICE PRESIDENT,
Lrry ENDOWMENT, INC.

Mr. Chairman, as Executive Vice President of Lilly Endowment, Inc., of In-
dianapolis, I am-pleased to respond to the opportunity given to us to present
testimony on certain aspects of the current and future problems of foundations
and of the charitable and educational services they support.

The problems of the economy over the past year, including tne drastic erosfon
in stock market values, have created serious problems for u great many of the
educational, soclal welfare, cultural and charitable agencies that depend upon
private philanthropic giving. If individuals do not feel they have surplus funds,
most of them won't give any away. If business concerns don’'t make profits, they
are unlikely to make their legally allowed tax deductible contributions to charity.
It foundations suffer drastic losses in their capital holdings, they must sooner ‘.
or later reduce drastically their grants payout and they may and can be forced
out of existence entirely.

I take it, Mr. Chairman, that the purpose of these hearings, however, is not
so much to publicize the problems of donors—individuals, corporations and
foundations—real though théy are, as to focus attention on the continuing and
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growing needs of educational, social service, and charitable institutions and the
issue or meeting their needs in a time of economic distress. Their programs and
very survival will be inevitably threatened by a decline in philanthropic giving.
1f a major source of such funding, the private foundations, should dry up, many
charitable and educational services will face disaster, with resulting new bur-
dens on the taxpayer.

One of the major peculiarities of American society—and, we have generally
believed, one of its great strengths—has been its capacity for stimulating, orga-
nizing and drawing upon volunteer energies and private resources to deal with
manw of our community problems. Our free, open, pluralistic society is closely
linked with the maintenance of a strong network of local, regional and rational
private organizations supported by private funds. In the total complex of private
philanthropy the foundations are an important factor. Today the functioning of
foundations is a matter for public concern, their capabilities for fulfilling their
public service functions are being curtailed, and their long-term survival (for
some, even short-term survival) are in question.

In these hearings, as I understand it, you are attempting to get at, first of aill,
the facts concerning the impact of the stock market decline upon foundation
giving, Let me give you, very briefly, our story at Lilly Endownment. As we all
know, the Tax Reform Act of 1969 sets certain minimum payout requirements;
we, in common with other foundations, intend to meet those payout requirements.

In 1972 Lilly Endowment made ‘“qualifying distributions’”—as the law de-
scribes grants and administrative expenses—totaling $32,305,892. Already this
year, we have made grants of more than $40,000,000 and by December 31, 1974,
our total of qualifying distributions will be somewhat in excess of $53,200,000. Of
that amount over $3 millon represents excess payments above the minimum, a
kind of ‘“safety margin” we have imposed on ourselves to make sure we more
than comply with the minimum payout requirements. Another $800,000 repre-

‘sents the so-called “exicse tax” or auditing fee levied ‘under the Tax Reform

Act of 1969,

(Incidentally, Mr. Chairman, may I express, on behalf of Lilly Endowment
and my other colleagues in the foundation field, our deep appreciation for your
leadership in trying to get the Congress to reduce that tax from four percent of
aunnual income to two percent of income. We certainly cannot object to any
reasonable charge for the federal audit of our.accounts. However, as you have
wisely pointed out the excess charges for this auditing service become, in reality,
a tax against the charitable organizations for it reduces by that amount the
funds available for charitable purposes. We naturally wish for the success of
your good-efforts onthis matter.) . g

As we all must keep in mind, the minimum payout in any given year is fixed
on the basis of a percentage of the total gssets of the foundation—or the total

‘ihcome, whichever is larger. -As that percentage figure has crossed the five per-

cent level and may, under the discretionary authority given to the United States
Department of the Treasury, go higher and higher, almost all foundations will

be operating under the percentage of assets formula and thus having to sell off

capital assets to meet the grant-making levels required. Let me give you our
experience at Lilly Endowment during 1974. Naturally, we make our income go
as far as it can, but by the end of June we had been compelled to dig into capital
to the extent of $12,658,000 in order to cover the grants payable up to that point.
By the end of last month, October 31, 1974, we had reached the point where the
cumulative reduction in our capital, over the ten-month period, was $29,101,000.

‘By the close of our fiscal year, December 31, we estimate we will have spent all

of our income received during the year, plus $£35,700,000 taken out of capital.
Now, so long as the boom market continued, and our assets grew, we could

‘invade capital assets without serious effect upon our continuing ability to meet

the needs of the charitable organizations we undertake to support. But once
the economy goes sour and the market goes into a major and prolonged slide, we

. face real problems for the future..

Let me -illustrate from the Lilly Endowment experience over. the past two
years. On December 80, 1972, Lilly Endowment assets stood at $1,248,251,232.
During 1978 they declined by slightly more than $100,000,000, a net increase of
8.46 percent. Then came the troubled year of 1974. During the first six months
of 1974 we were doing all right. We made grants of close to $21,000,000, using
over $9,000,000 in income and over $12,000,000 from our capital. Despite this
invasion of capital, the total net market value of our holdings rose from $1,142,-
605,000 (as of December 81,-1878) to $1,155,405,000 on June 80, 1974, or an in-
crease of 1.12 percent. But then the slide began. During the month of July alone

our assets dropped by about $178,000,000, a decline of 14.03 percent from the



¥

2 )

190

total value of our assets at the beginning of the year. At the end of September
our assets had fallen to $5629,422,000, a decline of 27.41 percent from the January
1 value. October saw a substantial recovery in the market value of our assets—
back up to a total of $1,089,606,000, leaving us, as of that date, with a decline
over the ten months of 9.01 percent. What the record will show at the end of
this troubled year, nobody can foretell. We must calculate, however, that the
percentage decline for the year, almost surely, will be ten percent or more. It
that -proves reasonably correct, we must thus acknowledge a net decline of 18
percent to 20 percent for the two years 1973 and 1974.

When we hear of other foundations which have lost from one-third to one-half
of their assets in a little over a year, we must of course be grateful that our
losses have not been greater. However, we can take no satisfaction in the overall
situation nor in the prospects for the future. We cannot go on sustaining net
capital losses of ten percent a year without, first of all, a reduction of grants
to charity and, secondly, a steady erosion of assets that must be taken as a very
real threat of extinction within the calculable, not to distant future.

When the Congress was considering issues related to foundations prior to
enactment of the Tax Reform Act of 1969, there was considerable discussion of
the possibility of setting a 25-year, fixed term remaining life for foundations.
This so-called “death sentence” was, in the end, rejected by the Congress in favor
of a mandatory minimum payout to be required of the foundations. The reasoning
behind that thinking was that foundations are basically worthy institutions and
have important and soclally worthwhile functions to perform over time. It was
assumed they would continue to function into the long future,

‘The formula by which the minimum payout was to be calculated was devised,
however, in a time of bullish optimism. The assumption was that a kind of “total
return” concept, linked to continuingly upward movement in market values,
would justify an upward floating percentage of required payout to six percent and
beyond. Our experiences of the past year have shown us how dangerous such
thinking 1is, so far as the long-term capacity of foundatious to provide continuing
support for charitable organizations is concerned. )

The Peterson Commission report, the testimony of some foundation representa-
tives, and the calculations of some tax lawyers and economists have turned out
to be unrealistic in the cold light of experience with a sick economy and a
faltering stock market. Today there is a remarkable degree of unity of thinking
among foundation officers and many of the administrators of charitable organiza-
tions that some changes must be made In the tax laws if there is to be long-term
future for foundation support of educational, cultural, religious and human wel-
fare organizations. As surely as we are sitting here, if the present trends set in
motion by the Tax Reform Act of 1069 continue, most of the American grant-
making foundations are going to be forced out of business.

For some this would be a matter of several years. For others it Is an immediate
reality. Let me Just list a few foundations that during this year have elther
gone out of business or gone into hibernation qr virtually suspended all grants.
There may be others, but here are ones I know about: -

The W. Clement and Jessle V. Stone Foundation, that once made grants of
more than $5,000,000 per year, now provides only advisory services to charitable
organizations, and almnst no grants,

Trinity Parish, & philanthropic arm of the Trinity Episcopal Church with
its own endowment that once enabled it to make grants of several hundreds of
thousands of dollars per year.

The Irwin-Sweeney-Miller Foundation of Columbus, Indiana, which for a
number of years averaged about $3,000,000 in annual grants. .

There are some other foundations I have heard of but on which I don't have
the detailed information but which have annouced their dissolution or their
indefinite withdrawal from grant-making activities.

To this discouraging news should be added the fact that the formation of new
foundations has been drastically slowed and many lawyers will today tell their

.cllents who are considering setting up foundations that it is “not worth the

hassle.”

I would like to close with just a few overview observations on foundations,
private philanthropy and the future of our free, pluralistic soclety. First some
basic principles:

One, governments cannot and should not attempt to finance and manage all
of our educational, cultural and charitable services.

3
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Two, the private financing and private managing of a wide variety of thece
services [s desirable in maintaining the rich diversity of American life—for
in many cases these private organizations are more creative and more efficient
than comparable services provided by government agencies. Moreover, some of
these servicves should not be or would not be attempted by government.

Three, sustained encouragement should be given to private individuala and
corporations to set aside private funds voluntarily for the public good.

Four, foundations, subject to strict standards of accountalility, shounld he
viewed as permanently valuable components in the broad network of private
philanthropy and should be altowed to function on equal terms with other non-
profit educational, cultural and charitable organizations. With abuses of a few
foundations in the past corrected. foundations should be viewed as worthy part-
ners with government in providing certain essential public services, not as
suspicious characters to be hounded out of business.

And now as to specific recommendations:

1. A reduction of the "“excise tax" from four percent to two percent and its
clear definition as an auditing and governmental supervisory fee. ‘To go down the
road of taxing non-profit, charitable organizations is to invite a drastic upheaval
in our whole social life, with consequences for schools, hospitals, churchies, and
welfare organizations that are frightening to imagine.

2. A major revision in the formula for calculating the minimal payout re-
quirement to the end that foundations and the charities they support can have
some reasonable bases for continued operations. There are several options worth
considering but serious and immediate attention should be given to a practical
arrangement that does not impose, as is presently the case, a steady year-by-year
erosion of capital assets.

In the whole broad field of philanthropy we are dealing with a great many long-
term needs and problems. We should not be playing short term, sunny season
games with those needs and those problems. National policy-should reflect a na-
tional will to stick with those crucial problems and essential services over the
long haul, through good times and bad. I urge upon this Committee that you
give serious and immediate attention to the defining of new policies and the
revision of appropriate legislation to make it more nearly possible for founda-
tions e(tlo do their work in behalf of charity effectively and for as long as they are
needed. .

Senator Hartke. All right, our next witness will be Robert Bonine

from the Minnesota Council on Foundations.
You may proceed.

STATEMENT OF ROBERT BORINE, EXECUTIVE SECRETARY,
MINNESOTA COUNCIL ON FOUNDATIONS

Mr. BoNiNE. Good morning, Mr. Chairman, I have submitted my full
statement to the committee. Yesterday you indicated that you have
heard a lot of testimony from the eastern seaboard. You were curious
to see what was happening in the heartland and in the heart of the
heartland. I have some information,

] might also add that even though 12-digit computers are diflicult
for the IRS to handle, in Minnesota we do not have that problem. My
information covers the period of December 31 to Qctober 31, 1974.

There are an estimated 450 private grant-making foundations in
Minnesota whose current assets total around $450 million. It is further
estimated that these foundations annually distribute $22 million in
charitable contributions.

I have made a sample of Minnesota foundations to provide a sense
or the impact of current cconomy on those foundations. We have stud-
ied extensively some 22 foundations. The size of the sampic ranged
from $114 million to $274,000, and include the Bush Foundation and
the Hill Family Foundation of Saint Paul, which are among two of
the Nation’s largest 50 foundations.
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The foundations in the sample represent an estimated 85 percent of
the aggregate asset value of Minnesota’s private grant-making founda-
tions, even though the 22 foundations represent only about 5 percent
of Minnesota’s 450 foundation.

As a result of our study. it can be demonstrated that Minnesota foun-
dations have experienced a substantial decline in the market value of
their assets. n]t{lough the collective asset decline is less than the de-
cline of the Dow Jones Industrial average of the same period. There
is evidence that the adjusted net income of the Minnesota foundations
has inereased in the face of a general market decline, at least for the
short term. During the next 12 months or so. Minnesota foundations as
a group cxpect to make distributions almost eqnal to the preceding
vear. Ilowever, a significant number of Minnesota foundations will
distribute fewer dollars in the current fiseal year because of sharp
market declines.

Morecover. by provision of the Tax Reform Act of 1969, Minnesota
foundations will be obligated to distribute amounts in excess of income
received. In almost every instance, those foundations studied find in-
come failing to match the amount required for distributions. It is there-
fore reasonable to assume that foundations will consider modifying
their investment strategies to seek more income, Many foundations
may reduce their equity holdings and make greater use of fixed in-
come securities in order to obtain income sufficient to meet the current
payout requirement of 5.5 percent and next year's payout requirement
of 6 percent or more.

_ Under current conditions, Minnesota foundations and most others
appear to be undergoing a long-term erosion of their purchasing power,
and much testimony has been given on that, and I will not go f‘t)xrther
on the erosion aspect. .

Asa whole, Minnesota foundations estimate that they will distribute
slightly fewer dollars in their current fiscal year than in the past fiscal
year. Because the required payout increased from 434 percent to 514
percent for most Minnesota foundations, a significant increase in the
distributable amount should also have been found. That is not, hovw-
ever. the case. It is believed that in the past fiscal year some Minnesota
foundations distributed amounts greater than the required 434 percent.
In the current fiscal year, foundations are obligated to distribute 514
percent of net income, whichever is greater. In most instances, how-
ever. income is proving to be less than 514 percent. In short, the mini-
mum required payout will become the maximum payout.

Minnesota foundations pay approximately $1 million annually in
Federal excise taxes. At a time when the amounts foundations will be
able to distribute to grantees will decline. the presence of the excise tax
looms large. If, for example. the excise tax were 2 percent instead of
4 percent, Minnesota foundations could distribute almost $500,000 more
to donees.

Under provisions of the 1969 Tax Reform Act. Minnesota founda-
tions will he obligated to distribute an amonnt equal to € percent of the
market value of their assets in 1975 and in future years, unless the
Treasury letter affects that.

This reauirement will have the immediate effect of providing more
available funds for donees than would be the case were foundations
only obligated to distribute income produced by their holdings.
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Unfortunately, the shortfall between income received and payout

required will also erode the foundations’ principal funds. This, coupled
with a sharp decline in the purchasing power of those funds, will erode
sharply in the near future the capacity of foundations to meet public
needs. For example, a foundation with assets of $100 million, which
earns 10 percent a year on its assets, pay outs 6 percent and suffers a
10-percent decline in its purchasing power, would have only $50 million
in constant dollars after 11 to 12 years. :
_ The prospect of self-liquidation for the foundations now in existence
is a distributing prospect. It is even more difficult to accept when there
is evidence that fewer new foundations are being formed, and that
many existing foundations are terminating. Thus, donees and future
donees are faced with the prospect of a dwindling pool of private funds
for their support.

Thank you.

Senator HARTEE. Let me ask you, you say that there is a 19-percent
decline in asset value, is that right, in your survey {

Mr. BoNINE. Yes,sir.

Senator Hartke. Mr. Bolling just testified that in a 10-month
decline, they had a decline of roughly 9 percent.

Is that an indication that Lilly is making a better investment than
the 22 in your sample?

Mr. BoNinE. Well. sir, it would appear to be that way.

Senator HARTRE. You have also indicated in your statement that
there is a probability that many Minnesota foundations will modify
their investment strategies to seek more income.

Does that type of modification have any risk for the foundations or
for the programs that they support ¢

Mr. BoNixE. It would if in doing so the foundations chose to decrease
their dependence on appreciated securities. Foundations would be
forced to depend more heavily on fixed income securities. therefore
negating the prospect of growth in their portfolios. This would
adversely affect the total pavout return concept.

Senator HARTKE. Do vou know how many new foundations have been
created since the Act of 1969, and how many have gone out of existence
i Minnesota ? .

Mr. Bo~NINE. No, sir, T do not know. The information on the birth
rates is not known to me: as far as the death rates, if you will. part of
that is a subjective measure that I can give vou inasmuch as I follow
the Minnesota foundation scene auite closely. There has been a termina-
tion of Minnesota foundations of some number. That number is known
to me throngh the list of terminating foundations provided by IRS.
T cannot give vou the exact ficures. but T do know that there is & num-
ber of those that are terininating. Most of those foundations, however,
were very. verv small fonndations.

Senator HArRTKE. Well. the small foundations. do yon know why they
are going out of business? )

Mr. Bonine. T have a subjective view of that, sir, yes.

Senator HARTRE. Why ¢

Mr. Bonine. I believe that a number of the small foundations have
elected to terminate their status inasmuch as they found it uncom-
fortable to follow the prudent management and administrative prac-
tices dictated, mandated by the Tax Reform Act of 1969.
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Senator Harrge. Did they find it financially less desirable to con-
tinue in a foundation status? Was that the cause?

Mr. Boxine. In some instances, yes, sir. For example, I remember
looking at the 990 of one foundation with assets of minus I think it
was $13. I do not know how they got a negative balance of $13, but
vou can imagine that this foundation certainly was in no posture to
provide sound administrative and financial, sound administrative
management of this particular foundation, and consequently that
foundation went out of business.

Unfortunately, one would say, well, there is the death of another
foundation. T did not think that was really an unwelcome demise.

Senator HArTKE. Senator Gravel ?

Senator GraveL. I have no question. It was a very fine statement.

Senator ILartkEe. All right, thank you.

[The prepared statement of Mr. Bonine follows:]

PREPARED STATEMENT OF ROBERT W. BONINE, EXECUTIVE SECRETARY,
MiINNESOTA COUNCIL ON FOUNDATIONS

THE EFFECTS OF THE ECONOMY ON MINNESOTA FOUNDATIONS

PRINCIPAL POINTS

1. Minnesota foundations have experienced a sharp decline in the market
value of their assets.

2. A study of one group of Minnesota foundations showed a substantial in-
crease in income. However, the increase is insufficient to match the amount re-
quired for distribution.

3. It is belleved that Minnesota foundations as a group will make distribu-
tions almost equal to those for the preceding year. However, & significant num-
ber will distribute fewer dollars.

4. Minnesota foundations appear to be faced with a long-term erosion of their
principal funds and subsequent erosion of their capacity to meet the future needs
of the citizens we serve.

5. The prospect of self-liquidation is disturbing when evidence exists that fewer
foundations are being created and existing foundations are terminating.

6. Minnesota foundations will pay an estimated §1,000,000 in federal excise
taxes in 1974,

A. Introduction

There are an estimated 450 private grant-making foundations in Minnesota
whose current assets total about $450 million dollars. It is further estimated
that these foundations annually distribute £22 million dollars in charitable
contributions,

In 1970, The Minnesota Council on Foundations was formed to encourage
creation of a climate conducive to maintaining the vigor of private foundations
and philanthropy in the state. To fulfill this purpose, this informal association
plans activities to help inform Minnesota foundations of sound administrative
and management practices, and to inform interested citizens of the financial and
programmatic activities of the Minnesota Foundation community.

B. The sample

To provide a sense of the impact of the current economy on Minnesota foun-
dations, the Minnesota Council on Foundations studied 22 Minnesota foundations
for which accurate and valid information is available. The sample includes 22
foundations whose market value assets as of October 31, 1974 ranged in size
from 8114 miilion to $274,000. The sample includes the Bush Foundation and
Hill Family Foundation of Saint Paul, two among the nation's largest 50
foundations. .

Foundations in the sample represent an estimated 859, of the aggregate asset
value of Minnesota's private grant-making foundations even though the 22 foun-
dations represent only about 5% of Minnesota's 450 foundations.
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The following private grant-making foundations were included in the sample,
which excluded operating and community foundations: The Bush, Hill, Bigeiow,
I. A. O'Shaughessy, McKight, Jerome, Carolyn, Ordean, Davis, Weyerhaeuser,
R. C. Lily, Hull, Butler, O'Brien, Ingram, Phipps, Duke, Warren, and Driscoll
Foundations, together with the Ober Charitable ‘I'rust and the Dell Charitable
Trust 11,

C. The findings

(1) 'The aggregate market value of the sampled foundations was $401,155,000
as of December 31, 1973.

(2) On October 31, 1974 that market value had fallen to $324,244,000—a
decrease of 19.3%.

(3) During that period (December 31, 1973, to October 31, 1974) the Dow-
Jones industrial average decreased 21.8%%.

(4) Twenty-one of the 22 foundations experienced a decline in the market
value of their assets, with decreases ranging frow 3.3%¢ to 42.9%;. The median
decline was 21.3%%. i .

(5) The total average monthly market value for the 12 months of the current
fiscal year of the sampled foundations was $347.050,000 as of October 31, 1974

(6) Estimated Income of the foundations for the current fiscal year is
$15,766,000, which represents 4.5¢% of the average market value; 4.99% of the
October 31, 1074 market value; and 3.99; of the December 31, 1973 market value.

(7) The sampled foundations estimated that they will be obligated to dis-
tribute $17.394,000 in charitable contributions. This is approximately 10.3%
more than the income to be received during this period.

(8) In a further study of fourteen (14) foundations, a comparison of the
adjusted net income for the current fiscal year with adjusted net income re-
ceived in the past fiscal year shows that:

(a) 12 of the 14 showed an increase in adjusted net income ; two showed
no change.

(b) the average aggregate increase in income was 9.0%, with increases
ranging from 1.2% to 30.6%.

In comparison of the distributable amount obligated for the current fiscal
yvear compared with the past fiscal year, the same 14 foundations will be obli-
gated to distribute slightly fewer dollars in the current fiscal year, $15,496,000,
than in the past fiscal year, $15.511,000. Six of the 14 foundations will distribute
fewer dollars in the current fiscal year than the past fiscal year.

(9) In 1973 the sampled foundations paid $692,313 in excise taxes: in 1974
estimated excise taxes will be $806,755. (It is estimated that all Minnesota
foundations will pay almost $1 million dollars in excise taxes in 1074).

(10) A second study of the samples’ five largest foundations (which repre-
sent 85% of the combined market value of the 22-foundation sample and an esti-
mated 60-85%% of the asset value of the Minnesota Foundations) reveals that:

(a) The market value of the 5 foundations decreased 19.4¢;, from
$£332,441,000 to $268,197.000.

(d) The income of 5 foundations was $13,084,000. The estimated amount
scheduled for distribution is £14.118.000.

(¢} The five foundations will therefore be obligated to distribute ap-
proximately 7.99 more than their income during their current fiscal year.

D. Comment

(1) Minnesota Foundations have experienced a substantial decline in the
market value of their assets although the collective asset decline is less than
the decline in the Dow-Jones industrial average for the same period.

(2) There is evidence that the adjusted net income of Minnesota Founda-
tions has increased i{n the face of the general market decline at least for the
short term. During the next 12 months or so, Minnesota foundations as a group
expect to make distributions almost equal to the preceding year. However, a
significant number of Minnesota foundations will distribute fewer dollars in
the current fiscal year because of sharp market declines.

(3) However, by provision of the Tax Reform- Act of 1969, Minnesota foun-
dations will be obligated to distribute amounts in excess of income received. In
almost every instance, those foundations studied find income failing to match
the amount required for distributions. It is therefore reasonable to assume that
foundations will consider modifying their investment strategies to seek more in-
come, Many foundations may reduce their equity holdings and make greater use
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of fixed Income securities in order to obtain income sufficient to meet the current
pay out requirement of 5.5% and next{ year's pay out requirement of 6.09.

(4) Under current conditions, Minnesota foundations and most others ap-
pear to be undergoing a long-term erosion of their purchasing power, and thus
an eroston of their capacity to meet pubilec needs. At the inflation rate of the
past two years, Minnesota foundations should grow in asset value at the rate
of 10¢% or more merely to maintain their purchasing power. When also faced
with a 6% pay out requirement, Minnesota foundations would have to receive a
total investment return of at least 16% per annum to avold priacipal erosion.
This erosion is virtually unavoldable since it is probably unreasonable to expect
that, without taking on high speculative risks, foundation investors can gen-
erally expect a long-term total return on invested assets while it is in excess of
0-10%%. This kind of arithmetic produces an anticipated annual erosion of pur-
chasing power of about 7% (16% pay out or loss due to inflation vs. 89 total
return). .

(5) As a whole, Minnesota foundations estimate that they will distribute
slightly fewer dollars in their current fiscal year than in the past fiscal year.
Because the required pay out increased from 43%% to 5% % for most founda-
tions, a significant increase in the distributable amount should also have been
found. That is not, however, the case. It is believed that in the past fiscal year
some foundations distributed amounts greater than the required 43¢S¢. In the
current fiscal year, foundations are obligated to distribute 540, or net Income,
whichever is greater. In most instances, however, income is proving to be less
than 5%%. In short, the minimum required pay out will become the maximum
pay out.

(8) Minnesota foundations pay approximately $£1,000,000 annually in Federal
excise taxes. (Those 22 sampled will pay over $800,000 in 1974). At a time when
the amounts foundations will be able to distribute to grantees will decline, the
presence of the excise tax looms large, If, for example, the excise tax were 2%
instead of 49, Minnesota foundations could distribute almost 500,000 more to
donees.

E. The future

Under provisions of the 1989 Tax Reform Act, Minnesota foundations will be
obligated to distribute an amount equal to 69 of the market value of thelr
assets {n 1975 and in future years.

This requirement will have the immediate effect of providing more available
funds for donees than would be the case were foundations only obligated to
distribute income produced by their holdings.

Unfortunately, the shortfall between income received and pay out required
will also erode the foundations' principal funds. This, coupled with a sharp
decline in the purchasing power of those funds, will erode sharply in the near
future the capacity of foundations to meet public needs. For example, a founda-
tion with assets of £100,000.000, which earns 1097 a year on its assets, pays ont
- 8% and suffers a 109 decline in its purchasing power, would have only
$50.000,000 constant dollars after 11 to 12 years.

The prospect of self-liquidation for the foundations now in existence is a
disturbing prospect. It is even more difficult to accept when there {s evidence
that fewer new foundations are being formed and that many existing foundations
are terminating. Thus, donees and future donees are faced with the prospect
of a dwindling poo! of private funds for their support.

A STUDY OF SELECTED MINNESOTA FOUNDATIONS
TABLE I.—COMPARATIVE AGGREGATE MARKET YALUE

Estimated average

Market value of Current market market value
assats (ss of value (as of Percent for current
Dec. 31, 1973) Oct. 31, 1974) decrease fiscal year

22 selocted Minnesota foun-
dations. _.__...._........ $401, 455, 000 $324, 244, 000 19.3 $347. 050, 000
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TABLE 11, —ESTIMATED INCOME AND DISTRIBUTIONS

Estimated (adjusted Estimated distribut- Amount to be distrib-
net) income for able amount for uted exceeds incoms
current fiscal year  current fiscal yoar by perceni

22 selected Minnesota foundations. .. ............. $15, 766, 000 $17, 394, 000 10.3

TABLE 11).—EXCISE TAX, PAID IN 1973 AND 1974
£xcise tax paid in—

1973 1974

22 selected Minnesota foundations. .. .........ccveccineecrcannecenans $692,313 $806, 755

A SUBSTUDY OF 14 MINNESOTA FOUNDATIONS ADJUSTED RET INCOME
TABLE 1.—ADJUSTED NET INCOME FOR CURRENT AND PAST FISCAL YEARS

Past fiscal year  Current fisca! year Percent increass

14 Minnesota foundations, total. . ....._........... $12, 932, 000 $14, 038, 000 9

TABLE 1L.—DISTRIBUTABLE AMOUNT FOR CURRENT AND PAST FISCAL YEARS

Past fiscal year  Cutrent fiscal year Percent increass

14 Minnesols foundations, tolal........ ... ...... $15, 51}, 000 $15, 035, 000 —0.1

Senator Harrke. All right, the next is a panel, David Freeman and
Marion Freimnont-Smith.
Good morning.

STATEMENTS OF DAVID FREEMAN, PRESIDENT, COUNCIL ON
FOUNDATIONS; AND MRS. MARION FREMONT-SMITH, ATTORNEY,
MEMBER, BOSTON LAW FIRM OF CHOATE, HALL & STEWART

STATEMENT OF DAviD FREEMAN

Mr. Freeman. Mr. Chairman, Mrs. Freinont-Smith and I are here
to talk to you about the problem that has been discussed here fre-
quently and, to see if we can provide a little more in the way of
statistics than we have had so far, although they still are, as you would
understand, very imperfect.

We are going to talk about birth rate and death rate again. We
think this is a particularly important subject now because, as Dr.
Goheen pointed out yesterday, if the Tax Reform Act and the double
bind of thé economic recession and inflation are having the kind of
effect we believe they are having on existing foundations, then the
only place to look for relief, if it is important that foundations con-
tinue to play an important role in our private sector, is to new funds.
If new funds are not being dedicated to charity, at least at the rate of
those being spent out through terminations, then the gap between
resoul('ices and needs in the private charitable sector is going to continue
to widen.
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In Mr. Simon's testimony last year he put together what we thought
at the time was the best available estimate on birth and death rates.
Since then you have received some additional figures which were
shared with us from the Internal Service computer, a machine which
has had a good deal of comment over the last 2 days, and our own
attorneys working with Mrs. Brinkley of the Foundation Center here
in Washington, have come up with some representative samplings
which I will describe very briefly and ask you to glance at the appendix
of my written statement.

Let me deal first with the samplings and suggest what they seem to
show. They include first a numerical count of the creation and dissolu-
tion of foundations in 12 States for the years 1968 to 1972. These 12
States represent, we think, more than 50 percent of all of the assets
in the field. and therefore are perhaps fairly representative of what is
happening in terms of the birth and death rate.

The figures show very consistent patterns: new foundation creation
dropped sharply from 1968 to 1970, then leveled off at approximately
one tenth of the rate of 1968. Terminations increased between 1969
and 1971 and then leveled off, but again, the rate of termination was
eight times higher than the rate of termination in pre-Tax Reform Act
years. These figures seem to confirm what Mr. Simon’s testimony in-
dicated, and in fact, suggest that the situation may be now somewhat
worse than his estimates indicated.

Let me digress from my prepared statement here to mention my
reaction to one question that you raised, Mr. Chairman, yesterday on
this general area. You suggested that perhaps we should not blame the
Tax Reform Act for everything that was happening to the founda-
tion world. and obviously that is true. We are in a recession. But I
think these birth and death rate figures are nevertheless quite signifi-
cant because the big changes in the birth and death rate occurred in
1970 and 1971, before we entered what we now recognize as at least a
recession. and in fact, before we hit an alltime high on the Dow Jones,
so that if other things were equal, there was still money there to be
dedicated to charity and no reason to suspect, had there not been the
Tax Reform Act in the picture, that there would have been this very
striking change in the pattern of birth and death.

You remember that Mr. Goheen referred vesterday to a diagram,
and this is the diagram to which he referred which shows a tremendous
chango in birth and death rates immediately after the 1969 act. and
reallv a reversal of roles. So we think there is a pretty clear cause
and effect relationship between these birth and death rate fizures and
the Tax Reform Act, and Mrs. Fremont-Smith who is a practicing
attorney with long experience in this area will give you some of her
own personal reactions to this.

Let me move on quickly to the fizures that were also sampled by
Caplin and Drysdale and the Foundation Center here relating to
those foundations that were studied in the 1965 Treasury report.

The survey on those indicated that since the 1965 report which
picked up foundations in about 1962, 81 percent of those foundations
that were then considered to be private foundations, although the
term was not then defined. were classified still as private foundations
in 1972; 5 percent had achieved public charity status, and 12 percent
had dissolved. The 12-percent dissolution rate is not too alarming.
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What is alarming is that two-thirds of those dissolutions occurred in
the 3 years following the passage of the Tax Reform Act.

Now, let us look uickgy at some of the figures that the computer
gave us from IRS. The first is a figure of $977 million as the assets for
private foundations identifiable as having been established since the
act. The second figure which is of significance, is that the total asset
value identifiable for the 4,900 private foundations that have termi-
nated is approximately $83 million. If we compare the $977 million
with the $83 million, we would feel very optimistic about how things
were going, and we really should not be here testifying about birth
and death rate problems. We cannot take that optimistic view of the
situation.

Wo feel that on the death rate side the total number, 4900, is proba-
bly very accurate and alarming just in itself because it represents
about 15 percent of the total number of foundations that we figure
were in existence in 1969. So there has been a real diminution in num-
bers, but we would also suggest that the $83 million figure for the
assets is a vastly understated figure for some somewhat technical
reasons which I will not go into in detail, but simply to say that in
the typical termination process, a foundation will begin to terminate
by giving away more than its income by sizable percentages 2 or 3
years before it finally winds up, and if we understand what is in the
computer, though heaven knows we do not fully understand that. the
probability is that the computer reflects only the figures that were filed
with the Treasury in the last year. So we think that there probably
was a much greater loss to the field over the 2 years or 3 years, perhaps,
during which each foundation was liquidating than is reflected by the
figure for the final year.

Now, let me just suggest that we may be able, if the computer is
willing to cooperate with us, to get a little better figure on that because
the Tax Reform Act does require a filing as to something known as
substantial contractions. In other words, when this liquidation process
starts, if a foundation gives away a sizable amount o(} money in terms
of its overall assets, that must be reported as a substantial contraction,
and we think that hopefully the computer may at some point be able
to identify those figures and tell us what they are.

Now, let me turn to the birth rate side, We recognize that we have
not yet gotten a breakdown between the operating and nonoperating
foundations and we do not really know how many new foundations
have been identified, but we do have this startling high figure of $977
million. We suggest that even though that figure looks very high. it is
not high as against the actual rate of growth of the foundation field,

re-Tax Reform Act, when the very rough figures we are able to track

ack there indicate that on an annual basis there was a growth which
was probably as much as a billion dollars of new money. But again,
these are very inexact figures because we cannot distinguish between
the new money and the market growth of the assets of the foundations
that were already in existence.

However, on the other side of this 8977 million figure, we think
there are some things that can be said that suggest that it is much too
high. and what we tried to do there, since the computer was unable to
identify even the top foundations in the new dollar figure, was to work
with the Foundation Center to identify from their new directory which
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was in the process of preparation, a number of organizations which
will meet the directory standards of being either $1 million in assets
or more, or giving away a sizable amount each year, and see whether
looking at those identifinble organizations that are in that new direc-
tory for the first time, we can determine how many of them were in
fact new money, and on that basis we did a check of seven of the
Iargest ones on their list and did the check through Marion Fremont-
Smith and another very cooperative person in Chicago who was able
to check back to some of the original trust instruments, and found that
of the seven that we tried to do the spot check on, six of them had
in fact been in existence before the Tax Reform Act, and in fact one
of them, as my written statement suggests, was created in a will written
in 1933. and had been giving away money to charity with the appro-
priate reports since 1966,

Now. we cannot swear that these particular organizations are in fact
in this new money, but we are very suspicious that they are.

The other kind of area where we think this figure is inflated is
where a foundation makes a grant to a new organization and that new
organization fails to qualify as publicly supported. Tlierefore, under
the wav the definitions work, it itself is a private foundation and
could weil be classified as a new private foundation even though it
represents a grant from another foundation, and it in no sense is new
money coming into the field. And we feel that there are some of those
organizations in this pool of funds such as the Drug Abuse Council,
the Police IFoundation, the National Friends of I’ubTic Broadcasting.

All this is really to say that the new IRS figures seem to raise at
least as many questions as they answer, and that without more analysis.
we cannot be confident that they represent a net inflow of new money
into the field. In fact, our own samplings and indications lead us to
the opposite conclusion.

Thus it is vital that steps be taken to remove some of the disincen-
tives which Mrs. Fremont-Smith will describe. And let ine say by way
of introduction to my fellow panelist that Mrs, Fremont-Smith is a
private practitioner in the Boston arca with a good deal of experience
n the exempt organization area particularly. and is currently serving
as vice chairman of a relevant committee of the ABA, which is active
in this area. so that she has had some very direct acquaintance with
some of the problems we have been talking about.

Thank you, Mr. Chairman.

StateMENT oF Mns. FrexoxT-Symrri

Mrs. FrexoNT-Sarriz. You can see from Mr. I'reeman's discussions
that the statistics that have been available to us so far are quite un-
satisfactary as to birth rate and death rate. I would suggest that if you
look at this from the point of view of an attorney (Tescribing to a
client who wants to establish a new foundation what is involved in
terms of the tax laws, the answer is very simple in terms of birth rate.
You tell him that if he wants to give his gift to a publicly supported
organization, such as a private university, a hospital, he can deduet up
to 50 percent of his adjusted gross income for his cash gifts. He can
also increase the gift by using a 5-year carryforward. If he is giving
appreciated property, his deduction is for the full fair market value of
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the assets on the date of his gift. Although his percentage then will
drop from 50 percent to 30 percent, he still can use the carryforward.

'I‘\m donor to a private foundation, however, is in an entirely dif-
ferent situation. His deduction is himited to 20 percent of his adjusted
gross income. e has no carryforward, and if he wishes to give ap-
preciated securities, he may deduct only his basis, plus one-half of the
appreciation, Therefore, the deduction provisions above are a great
deterrent to an otherwise willing donor.

Now, it 1s true that these same discrepancies do not exist in the case
of testameuntary gifts, although there have been some discussions I am
aware of in Congress about making a change in this area. In other
words, fer estate tax purposes there is no difference whether you give
to a foundation or to a puLlicly supported charity.

However, for the individual whose chief asset is control stock of a
corporation. the excess business holdings rules or section 4943 dis-
courage both the intervivos and the testamentary gifts by requiring
that any excess business holdings be disposed of within 5 years of the
gift. In times of economic uncertainty, this puts a terrible strain
on the foundation. It diverts the foundation manegers from doing
what they should be doing in the first years, which is concentrating on
setting up meaningful programs. What they are looking for is a
buver for these securities.

I think that what is striking here is that the foundations existing
before the Tax Reform .\ct were given from 15 to 23 vears to do what
we ask foundations receiving new gifts to do in 5 years.

A donor might say. well, T understand Congress did not like
foundationz and did not want me to make this gift, but that is all
right. T =till want to establish a foundation. Maybe he will say T really
want to look toward a range of possibilities for my money in the
future. T do not want to commit it to X University or Y Hospital. and
I do lelieve that this is what is in the mind of people that I have
discussed this with,

Then you must start to deseribe the Tax Reform Act and the rules
dealing with the operations of private foundations. I have not found
any clients who felt that the self-dealing prohibitions. the prohibitions
against jeopardy investments or the taxable expenditure provisions,
were a deterrent in any way. The items that were of concern were the
4-percent tax and the payout rules. And T know that you are aware
of the operation of the t-percent tax. For the person who has not
thought about it before. there is an immediate reaction, “how can any-
body tax charity ?” It is just such a change from our tradition. And
it very much coes against the grain.

In regard to the payout. we are in a different situation. Here vour
potential donor is going to say that he does not really understand how
you can invest prudently while trying to meet a payout rate based on
one vear that in fact was an atypical year. Now, actually, this objection
to the payout rule applies to all foundations, whether new ones or old
ones, Iowever, for a new foundation, the payout rate is applied im-
mediately. There is no transition period similar to that permitted for
pre-1969 foundations, so that vou are trying to think about immediate
problems of meeting that payout at the same time that you really
;lut)uld be thinking about developing meaningful policies for the

uture.
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Probably the greatest drawback to the pavout for someone who is
contemplating a foundation. however, is the dificulty of foreseeing a
positive future role for fonundations.

In my State. one gets a little different perspective from dealing with,
many old charitable trusts that are now foundations, private founda-
tions. And foundations, T have assisted in terminating several that
were established in the middle 1800°s. in the early 1900°s when no one
zot a tax deduction. They were doing it for other reasons.

The idea for these donors was to have the juries play a meaningful
rele in future times. With new rules, when a donor sees that this may
very likelv not be possible for their gifts, it is an important
consideration.

I have been talking about hypothetical donors and hypothetical
situations. Now, on a quantitative basis. T would like to describe my
actual experience. (I do not really feel T should talk for other people.)
Since the 1969 act I have created exactly two private foundations,
both of them established with token assets and designed to be in
existence with an exemption so that the donors could then plan a large
testamentary bequest. In each case. however, after the death of the
donor, when the provisions of the foundation are such that it will then
terminate, in one case because the organization will be running an
adult community center that will be receiving membership fees from
the public. and 1n the other because it clearly will be supporting and
supervised by other public charities, thus. these are not private founda-
tions, or foundations in the accepted sense of an organization that
has a freedom of action and can move into innovative fields that we
have been describing as perhaps the most important rationale for
foundations.

On the subject of terminations T will onlv say briefly that I have
participated, in a large number of them. Each reflected in great part a
reaction to the complexities of the provisions of the Tax Reform Act,
particularly, a desire to avoid the 4-percent tax, but, also, the addi-
tional administrative expenses that would be required to operate under
the new rules.

In certain instances where the creator was still alive, he could no
longer envision current gifts, particularly of appreciated property.
and therefore the managers felt there was really not much reason to
continue.

Finally, there is a statistic naming how many gifts to foundations
have been lost because many wills have been revised to revoke gifts
to foundations since 1969,

In other words one must think of birth rates and death rates
together, and I can only believe that (coupled with another area that
T really do not feel T had time to go into today. which is the limitations
on creating charitable remainder gifts), there has been a great diminu-
tion in the total amount of gifts going to all of charity since passage of
the Tax Reform Act.

In short. the conclusion inevitably. is that Congress in the 1969 act
effectively blocked the continued presence of private foundations as a
major component of private philanthropy. In doing so, I think they
created & major change in the entire field of philanthropy; one that
was not discussed, and one that I am grateful has been a topic for dis-
cussion today because what we are really talking about is whether we
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want to preserve private philanthropy in its entirety as an institution,
or do we feel that Government should doit?

Well. there should be no question in your mind as to how I feel about
this, The positive aspects of it have to do with private initiative, They
have to do with any donors as to whether Government should fultil
the needs of society, now provided by philanthropy, and if yves, whether
1t can,

However, if vou decide you do wish to preserve the entire field of
private phi}anthropy. then it does not make any sense to treat private
foundations as second class citizens because it 1s the foundations that
provide the money to create new organizations that are designed to
meet future needs.

In other words. when there is a new need to be met and you wish to
organize a publicly supported ortganizution to assist, How do you do
this¢ You go to the foundations for some of the money to get started.
The Government is not going to give it to vou and vou are not going to
be able to mount a fund raising drive to get the public support that is
considered the desiderata for being a “good™ charity, unless you have
some funds to start.

I repeat, it is my hope that we will preserve this unique aspect of our
society with its complexity. But if we are to do it, the first step now is
to remove some of the disincentives that I have been describing. It is
my opinion that we can keep the opportunities open to meet future
needs, whether they are supported through the private foundations, or
ultimately taken over by publicly supported organization.

Thank you.

Senator HarTke. Is it your judgment then that if you eliminate the
tax subsidy that private philanthropy would end ¢

. M?rs. FresoxT-SxiTH. If you eliminate all deductions for all chari-
ties

Senator HarTke. If you eliminate the tax subsidy for charitable
donations, foundations, and otherwise, would that be the end of the
entire movement?

Mrs. Fremoxr-Syirin. T think that would be the end as we know
1t today, no question about it.

Senator Harrke. Well. you see. you put yvour finger on it. I do not
think it is quite fair to say whether or not you want to preserve this
private giving because as far as a donor is concerned, he 1s getting the
benefit in giving.

Now I am not saving he should or should not, but I think you are
down to the heart of it. which ultimately, which I have kept on saying
here, has to be decided by the Government. If you have a diminution
of the total tax collection, or putting it another way, if vou have a
subsidy to givers. you then have to show that this is something which
has a social value.

In other words. I do not think you can say it is simply social value
when the person has a tax advantage to do something. It may be a
social value but if you are telling me that if the donor is denied the
taxable benefits, that private giving will come to an end, then you
know that is the old, old story about the widow’s mite, Now a rich
man gives from his abundance. I guess you know that story. If you
do not, I would be glad to give it to you. It is about 2,000 years old.

12-008—753 — 14
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Mrs. Fremoxt-Syirrin. I would say first of all that I really, would
prefer not to talk about this as a subsidy.

Senator Harrke. Well. T know that shocks you, but——

Mrs, Fresoxt-Sxrri. Well, it is not a question of

Senator Hartire. You talk about it as a tax benefit. Just talk about
it as a tax benefit. That is what you do as a lawyer. I am a lawyer, too.
What yvou are doing is you are giving him a tax benefit.

Mrs, Fresoxt-Syiri. Yes, but he has a choice. Te either makes his
charitable gift or he does not. If he does not make the charitable gift,
he pavs a tax. .

Correct !

Senator Hareie, Thar is vight. _

Mrs, FreyvoxT-Syuri, If we take away the incentive, that does not
mean that the money will go to Government. The Government docs
not tax it entirely, It will be used for private purposes. The point of
allowing the deduetion, if vou look historically. as I understand it, was
that we believe that this was a positive thing that we wanted for our
society.

Senator Harrke, Is that not the essence of these hearings ¢

Mrs. FreyvoNnT-Syirin. Fxactly.

Senator TLartke. The vasence of these hearings is that that decision
is to be made. :

Mis Feesonr-Syira. That we are reviewing a decision made many
years ago.

Senator Harrke. You are talking about that deecision that was made,
in part. in 1969, and that decision so far has been detriniental to

foundations.

That is what you are saying.

Mrs. Fromoxt-Syrri, No. T think what T was trying to say, sir.
was that we have made a deciston going back to the early 1900's when
the first income tax law was passed.

Senator Harrke. No, no, T am talking about the criticism today.
What vou have stated today is directed at this 1969 law, not prior laws.

Mrs. Fremont-Sareri, That is correct, but my criticism goes

Senator ITartie. And the eriticism is directed at the fact that there
was a decision made by the Congress that if you are going to have this
tax benefit, then there are certain rules you are going to have to live
with. And if vou do not want to live by those rules, then you cannot
have the tax henefit. Now that is the decision. It may be right, it may
be wrong, but that is the decision. Now what we are reviewing now is
whether that decision was correct. Now I will tell you that I think
that the 4 percent amount was wrong, but T do not think the audit
provision was wrong. I think it is only a mistake as to the amounts.

Mrs. Fresoxt-Syrrir T quite agree with you.

Senator ITarTkE. Now the point T was going to come to very simply
to vou is, if you are telling me T have to defend the private foundations
on the basis simply of. and this is a question which I was addressing
in a different fashion to Landrum Bolling, but if you are telling me
that the only reason that the donation is being made is because of tax
benefit, then you come back to & very hard nosed question which I was
discussing with you last night, and that is very simply that when you
are coming back to using taxpayers’ moneys, the taxpayer has a right
to know what happens to it.
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Mrs. Fresoxt-Saurir. I would not argue with you in any way about
the importance of having better and tighter Government supervision
of philanthropy. I discussed this before you a year ago.

What I am saying is that my primary problems are with the differ-
ential between the (ﬁaductions for the gifts to private foundations and
the deductions for the gifts to publicly supported organizations be-
Enilge I think they change the whole character of the philanthropic

eld.

Senator HArTRE. It was intended to.

Mrs. FrReMoNT-SyxITIL T understand.

Senator Hartke. The law was intended to change it. It was very
definitely intended to change the concept of how people were donating
money to foundations and how foundations were paying the money
out. That was what the law intended to do.

Mrs. FrexoxnT-Sxira. Well, the law is intended, if you want it in
that sense, to say, “Let us not have any more private foundations.”

T am saying that——

Senator Hartke. Well, that decision was almost made, you know.

Mrs. FreMonT-SMmriTH. I realize, but I am afraid

Senator HARkE. Some people have said that, instead of deciding
to put an end to foundations, Congress gave them a slow death sen-
tence. And that may be true and I think that is really the complaint
here, as I understand it. Basically the foundations are complaining
that the present law is going to cause an ultimate dissolution of the
foundations.

T have to admit that I find very little reason and justification for the
differentiation in the law between public charities and foundations.
I would definitely have to say that I think you make a good case, I
mean you make a good case on the question ofy being treated as second-
class citizens in this regard. But that is not the question I keep on
asking. T keep on asking the question the answer to which everyone
either skirts or does not know, and that is what is the justification for
the existence of foundations. It is important for foundations to
identify with some national purpose because you are taking taxpayers’
money and using it for private purposes.

Now the very organizations which come here before me, I will
guarantee you that 90 percent of their donors say, do not have the
Government interfering with private business. But at the same time
they want to take taxpayers’ money and not account for it.

Mr. Freemax. Mr. Chairman, may I try and answer that?

Senator HARTKE. Yes, sir.

Mr. Freeaan. It seems to me it is quite clear that one of the most
beneficial effects of the Tax Reform Act was to improve the account-
ability, and if I may repeat your last statement you are suggestin
that the donor takes the tax benefit, if we can use that phrase, ang
does not account for it. It scems to me that he is now reguired to
account for it and required to account for it much more effectively,
particularly if we ever get that computer properly programed than
was ever the case before the Tax Reform Act, and as you know, the
Council and the Foundation Center has been trying to encourage all
our members to do more than the act required, and that is to tell their
story as completely as possible to do so, and it seems to me that is
a very, very beneficial effect of the Tax Reform Act.
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We are not saying that everything that happened in 1969 was bad
for foundations. We think this was very good for them. I think the
kind of oversight hearings which this subcommittee is holding would
not have happened had there not been a Tax Reform Act to draw
attention to this interesting area of private foundation giving, and I
think that these hearings ave also very helpful. They challenge us to
come up with, if not one monolithic philosophy. at least a number of
individual philosophies totry and ask ourselves some searching
questions. .

I think, though, that there is one point here that we are missing a
little bit in our discussion of the birth and death rate problem, and’
it is one that Landrum Bolling brought out earlier this morning and
which I think is terribly important and which I think basically you
agree with, Mr. Chairman, and that is that what we need in the private
philanthropic sector is flexibility. -

It is perfectly logical to me, having worked in the foundation world
for most of my career, to say that if foundations are nothing more
than neutral middlemen and are just i)assing the money from the
donor to two or three selected charities, they are not really performing
anything that makes it worthwhile being there. But if, in fact, they
can provide the kind of approach to present day problems whic
a donor in his will recognizes that he could not possibly foresee, then
it seems to me there is still a strong reason for the donor to create
new foundations by his estate and perhaps to do it intervivos so he
can begin to get a feel for how it is going to go and so forth. And if
those new foundations—not all of them, certainly, because man is not
perfect—do perform reasonably well, then we have something that
John Simon laid some emphasis on a year ago. We have an influx,
not just of new money but of new minds into the field, which it seems
to me is a particularly important thing as we look at the kinds of
problems that all of us are struggling with. Some of us who perhaps
have been in the field too long seem to find some of these same prob-
lems confronting us that con%ronted us 20 years ago, particularly in
my case in the race area. And I must say I think foundations have done
as well in that area as could have been expected of them, given the
troubled times we have seen.

But they certainly have not solved the race problem in the last 20
vears, It is still there and I think it is going to be with us for some time
to come.

I hope that new foundations will come along to tackle that precise
roblem perhaps with new ideas and with new money, not necessarily
ig money. And I am very concerned that the effect of this Tax

Reform Aci, not necessarily thought through at the time of the enact-
ment of the bill, was to make it very difficult for the individual donor
to sce that thig is a useful way of putting his money to work. )

Now we have got some interesting figures that will be coming
through the Filer Commission which suggests that on your quantita-
tive basig, Mr. Chairman, there may be something quantifiable and I
am not going to try to play the role of the economist and desecribe it
to you. Let me just say that there seems to be an indication that the
charitable contribution across-the-board, not just the contribution to
foundations, produces more money than it costs the Government. So
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that even if we assume that the i)rivate money was being spent no less
effectively and no more effectively than Government, nevertheless, the
cffect of a charitable contribution seems to be to draw more money
into the field than the taxpayer is saving.

Now that to me is something that the economist should tackle and
they are tackling it from the Filer Commission and we will hear more
about it. But in that context, I think, the private sector is still a valid
one, and I would be very sorry to see the private foundation part of
that, small though it is, hampered, as it seems to us to be by these
provisions. )

Senator HarTkE. Let me say that I appreciate what you have said
here, and I want to also extend my thanks to you for the cooperation
we have had from the Council because it has been very worthwhile
and we do appreciate that. And also, the idea you have on substantial
contractions, we will ask the IRS hogeful]y to get into that.

And on that subject, all I can say is I just hope the Internal Revenue
Service moves a little faster than they have in the past and that we
do have some answers to some of these questions which, frankly, no
one has at this moment.

I.et me ask you, do you think that we ought to put on the annual
infom:lz%tvion return of foundations the date when the foundation was
create

Mr. FReemAN. Yes, I think that is a very useful thing to get on
there. It is something that the Foundation Center has been urging
IRS to put onto its gorms. It was something that was on the forms
several years back and has been dropped off in the interest of sim-.
plicity, presumably, even though tEe form has grown by about
200-fold. I do agree that that figure ought to be contained in the
information return,

Senator HARTKE. Senator Gravel {

Senator GRAVEL [{))residing]. Thank you, Mr. Chairman. I would
like to focus a little bit on the matter that the Chairman was talking
about and address myself to you, Counselor, and to the point that
you are making about the imaginative programs that may be foregone
right now. I was not on the committee at the time, but I know the
philosophical base with which I voted for the proposal in 1969. -

Dealing with this philosophically, suppose a person has $100 million
he wants to give as a gift and he has a choice—he can either give it as
a gift or pay taxes—lose it through taxation. And so I am fully pre-
pared as a policymaker to say that if somebody is willing to do that,
that is fine. You get imaginative cross-fertilization in society.

However, it comes to the point—which was the inertia behind the
legislation in 1969—where we now, in order to get that person to give
a $100 million gift and forego the taxes, allow him to make a choice
rather than we—the Congress—make a choice as to what happens to
that money. Do we have to give him a tax benefit that inures to him,
or is he willing to give the $100 million and take the decision of the
use of that money out of the hands of Congress? He will only do that
if ho can get a tax “rip-off” for himself that inures to him in his
lifetime, Otherwise he has no incentive to give that gift.

- Now if the Congress in the 1969 act pasred it at that equilibrium,
then the true test of a gift—and I do not know if it was passed at the
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equilibrium, but if it was not, then obviously, there would be a deteri-
oration in the number of foundations. But I was impressed by the
statement of the youn% man who preceded you, who cited the facts
about the life and the births and deaths of foundations. Maybe a lot
of foundations should have died, and should never have been born,
because their motive in force was not necessarily very good, only that
some tax benefit would inure to an individual, or they could manipu-
late the use of this wealth.

And those are the things that I voted against in 1969 and I do not
want to see them recur. But until somebody can make a persuasive
argument that in this balance there are people giving because they
really want to give and are giving thought to the purpose of that gift,
I cannot support such an incentive. If they are, then I am prepared
to let them dispose of those tax moneys because they are tax moneys.
Because if they did not use it for gift purposes, we would get them,
and then we would appropriate them for whatever programs we want.
That is our job. ,

So I am prepared to forgo that power and give it to somebody else
if he is prepared to give thoughtful consideration to the gift. I would
suggest that the test for that thoughful consideration is whether or not
there is a benefit that inures to him. If my motive is to give the gift
because I can get a tax benefit, I am not really interested that much,
maybe just cursorily, in devising & new wheat program, or devising
something for child abuse, or trying to solve a problem for the indige-
nous people of maybe Bethel, Alaska, That is not my first motive. My
first motive is “I am going to get a benefit and then maybe I will think
of something to spend the money on after I get somebody to think of
something to spend the money on.” And I think that that part of it
goes downhill very rapidly from the point of view of information.

Mrs. FREMoONT-SMITH. Let me say first of all, in the area that I was
talking about, which is the amount of the deduction, there is no way
anybody can make money by giving to charity.

enator GraveL. Was that the case prior to 1969¢

Mrs. FreaoNT-SMITH. Yes.

Senator Graver. But prior—

Mrs. FremonT-SMITH, I am saying before that, but since the Tax
Reform Act with the entire range of changes in section 170—-

Senator GRaveL. Let me ask a question for my own edification,
Counsel.

Mrs. FremonT-SMmITH. OK.

Senator GrAVEL. Prior to the 1969 act it certainly was within the
law for an individual to give money as a gift and not pay taxes
on that money and actually accrue in addition to that action a benefit
to himself. : -

Mrs. FreMoNT-Sxiri. Yes. I was talking in terms of the net mone-
tary gain, but I understand what you mean.

Senator GrAVEL. Yes, I just wanted to make sure that I know where
we are to start with.

Mrs. FremonT-Sxitir. May I just give you a little bit of back-
grou}?d as to how I came into this? It might explain the way I ap-
roach it.

T was director of the Division of Public Charities in Massachusetts
and an assistant attorney general and my job was similar to that of
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the Internal Revenue Service, but with a broader framework of try-
ing to assure that there was proper behavior by all charitable orga-
nizations and not just foundations. I was aware of the types of abuses
that you are talking about. They have to do with the fact that basi-
cally the tax laws were not policing what we had under State law,
which was a prohibition against self-dealing and a prohibition against
using charitable funds for ‘your personal bencfit. And therefore, I was
very strongly in favor of those provisions of the Tax Reférm Act
that you have just described which do reduce the ability of individuals
to take that kind of private benefit or to give money for charity and
then continue to use 1t for their own purposes.

I will never quarrel with those. I believe strongly in the account-
ability provisions and the reporting provisions. But at the time of
the Tax Reform Act we went too far. We did all of that but then we
went farther, and we said that because there were some abuses in the
past, we are now going to create second-class citizens in terms of the

- deduction Erovisions and we are also going to take 4 percent of the

money back for Government. In addition to that, we are not going
to look at the long range needs of our society that charity has always
attempted to fulfill, and we are going to demand an immediate payout.

Well, we started with that concept and I have no quarrel again with _
requiring a current payout of a fair return on the investments of the
foundations. But what you got was a rate of payout that is unrealistic,
if you are looking toward preserving foundations as an institution, so
it 18 the overreaction in the Tax Reform Act that I am asking to be
reconsidered and not the entire thing at all.

Senator Graver. And I share your view. There is nothing that you
have said at this juncture that I disagree with, I wholeheartedly sup-
port it. I would probably be against the regressive tax. I was not
aware of that in great detail. (%ertninly the rate of payout, a case
could be made to correct that. But I was only addressing myself to
the first part of your presentation where you stress that people were
discouraged from giving a gift. Maybe they were discouraged by these
items whether you were giving a gift given prior to the tax or that
was a gift truly given for a gift. And I know, and I think you know
from your experience, which is broader than mine, a lot of people
did not give for giving; they gave for the taking,

Mrs. FremonT-Sarmi. I would say that is rare. I just do not believe
there are a lot of people who acted that way, although there were
some. .

Senator GraveL. Well, there were enough to warrant such an outery
in the Congress for Congress to do something. The only reason Con-

ress does something is because the people want it. We do not initiate
imaginative things. Usually, they do not sell very well to the public.

Mr. Freeman. Well, Senator, I think some of the things that were
giving Congress the most concern in 1969 had to do with what we
talked about just now as the abuses rather than the question of tax
incentives. And we come back, I think, to the feeling that most of the
abuses that were at least potentially available in the private founda-
tion mechanism have been pretty well cut off now. The best indication
of this, it seems to me, is found that despite the most intensive audit
program that has ever been conducted in the exempt organization
field, at least, with 100 percent of all private foundations theoretically
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audited by the end of this year, the actual dollar penalties are not
very astounding.

So I think that part of the legislation is working. And we come
back to the question of whether the second-class citizenship, which we
have referred to here, is not a matter of overkill. If it is a matter of
overkill, then the person who has got a real charitable instinct and
wants to give his money away as intelligently as he can, is faced with
a very peculiar ITobson’s choice. He has to either give the money to
a private foundation where in fact it is going to be taxed and he is
not going to be able to give as much in terms of his estate planning
because of the limitations.

Senator GraveL. The tax of 4 percent ?

Mr. FreeymaN. Yes—and he is not going to be able to give as much
in his lifetime because of the limitations or he is going to have to give
it to one or more existing publicly supported organizations which
ave first-class citizens. And it is that kind of distinction that troubles
us.

Senator GraveL. Let me state again. I want to correct the deficien-
cies as much as you do, and I accept the deficiencies you outlined right
there, but can you answer this question?

Can you tell me whether the atrophication that has taken place in
births and deaths, the contraction in the whole foundation area of
our society, is due, one, to the beneficial aspects of the Tax Reform
Act or to the overkill aspects of the Tax Reform Act?

Can you tell me what percentage of people are not going into
foundations now, are not going in because they cannot rip it off or
because they feel hurt that the Government is going to rip them off
for 4 percent of the money that they want to make a decision on, which,
if they did not donate at all, the Government would make the whole
decision on?

Mr. FreEman. Obviously, we cannot be more than subjective on that
question, but several of the foundations that Landrum Bolling men-
tioned by name and others that we know, some of our own member
foundations, which almost by definition were taking their roles seri-
ously or they would not have thought of joining the Council, have in
fact terminated and they have terminated not for reasons of not be-
ing able to get away with something but because they have just felt
that the kinds of charitable things tﬁey were trying to do were being
hampered or because in some cases the foundation’s role as the mech-
anism for a family’s giving during the family’s active giving period,
was no longer useful.

Here you have got the strange anomaly of a wealthy family finding a
foundation, not a place to put the money away indefinitely but a place
where they could make gifts of stock primarily and then have those
gifts liquidated, in effect, by the foundation and paid out to charity
within & couple of years. Very frequently, this is a flow-through situa-
tion and those kinds of foundations have had a utility because often
the smaller charities are not in a position to handle gifts of stock and
this may sound like a silly problem but it is & real problem.

Senator GRaveL. I can appreciate that.

Mr. FrReemaN. You have got a small charity that is suddenly given
a stock certificate. It does not know what to do with it. So that kind
of small foundation—it may not have had a staff, it may not have built
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an elaborate program was nevertheless providing a useful conduit
mechanism to get money from a wealthy family to charity.

I think a number of those have folded. I do not think it is a major
loss to the field but it is a loss in the sense that we——

Senator Graver. Well, they do not want to sec their stock dispersed.
Is that it? If they have, let us say if they have got a family corpora-
tion and

Mr. I'reemax, Well, that is another problem. The problem I was re-
lating to did not necessarily involve closely held stock but the problem
that Marion Fremont-Smith was referring to earlier is more in terms
of large gifts of stock to a foundation either intervivos or by will
where it is control stock.

Mrs. FrexoxT-SyitH. The controlled stock issue was taken care of
under the Excess Business Holdings Provisions of the Tax Reform
Act, and the only objection I was raising there was that there is too
short a time under the transition rule to make sense.

Senator GraveL. Could I ask a question philosophically ¢

Mrs. FREMONT-SMITH. Yes.

Senator GraveL, Ifa person, you say, was discouraged by the 4 per-
cent and a person wanted to give to a charity and wanted to exercise
some thoughtfulness on how this money is to be used in society, why
would he be discouraged cven if he is penalized—and I use the word
“Fenalized” in its proper form here based on your testimony—even
if he is penalized 4 percent? And he will say: “Well, no, I am not going
to do it because I am penalized 4 percent, so I will let Government
make all of the decisions. I will let them make 96——

In other words, they would rather trade off 4 percent for 98 percent.
It does not seem right. If that is such a discouraging item——

Mrs. FreMoNT-SyMiTH. Well, sir, I think there are two parts to that.

One of them, as I was trying to point out, is the discrepancies between

your %ift to a publicly supported organization and to a private founda-
tion. Given the choice your client is going to say, “If I give it to mny
college, I can even give them controlled stock and nobody is going to
force them to dispose of it. But if I give it to a private foundation,
there is & 4 percent tax on the income before anything is used for
charity. Why should I make that choice? Why should I subject this
money to tax when what I really want to do with it is have it go for
a philanthropic purpose ¢”

And I am talking about the donor who has no intention of keeping
any control on it in any way. I am not talking even about the situation
where the donor, or members of his family will be on the board of the
foundation. And they say, just from a basic sense : “Here is one charity,
I can do it with no 4 percent tax. And here is another.”

Senator Graver. Well, I think, Counsel, we would have to, in order
to make & judgment in that area we would have to have more of a
statistical basis for it than would be your experience of ——

Mrs. FrearonT-Syrte. Well, I understand. No question about that.

Senator GRaver. Do I have agreement from you—and I did get a
response on that—if a person gives $100 million, wants to give it to
foundations, that there should be no benefit that accrues to him at all,
that the true test should be desire to give? Or do you think maybe the
Government should support foundations by giving an incentive to
the individuals to give it to a foundation because he gets a benefit ?
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Mr. FreemaN. Senator, it depends a lot upon what you mean by bene-
fit. If what you are talking about is personal benefit in terms of being
able to so direct the use of those funds that, you know, in the most
egregious cases, his uncle’s son gets a scholarship to go to the college.
or something like that, then I would say flatly no, and that is what I
think Marion and T both agree on.
Senator Graver. I was thinking of & more general—
Mr. FreemaN. The self-dealing rules are working. They are impor-
tant; they are going to help the foundation ficld because they are
working.
If what you are saying is that the benefit in terms of a charitable de-
duction on the individual’s return is something that he should not take
into account, then that gets into a much more sophisticated problem
where he really is facing a series of alternatives in planning not only
his lifetime giving but his estate, and if his chief motivation is a
charitable one, he may find that it is to the advantage of charity in
terms of where the final dollars go to give to the first-class citizens of
charity rather than to the seccond-class citizens. so that on that kind of
a choice, we feel that the foundations should be brought up to first-class
citizenship. We do not urge that the charitable deduction be done
away with. ‘
Senator Graven. No, I understand that point. I understand very
well, I grasped it very carly.
But you are not responding to my question, and the philosophical
oint that I am making is, should we as government—do not look at it
rom the point of view of the foundation, look at it from our point of
view—people who have charge of the total Government, should.we pro-
vide an incentive to cause people to put their money into charity, or
should the desire to do something charitable be sufficient to satisfy
that need ? :

Mur. Freemax, I think that the answer is an unqualified yes, you

should supply an incentive. which is a traditional incentive supplied

by the Government long before the income tax, and the fact is that the
real property tax has a charitable deduction. What you are really do-
ing by supplying that incentive is strengthening the pluralism that we
have been talking about here.

Senator GrRaveL. That is a valid point.

Mr. FREeMAN. You are encouraging other points of decisionmaking
besides central government, and I would strongly urge you to continue
to do that.

Senator GraveL. Now that is something that is very important that
has been brought up because up until this time we had focused on that.

Now it is your position—and I am not quarreling with it ; that may
be well the case. That may be the only way we can get an adversary
system working in this country effectively.

Mr. Freeman, Let me put it the other way if I may, Senator. I
think it is one of the ran reasons why we have had such a system
working and that it does work reasonably effectively, and I think
that a number of the developments over the past few months can -
be traced back one way or another to the fact that we have had dif-
ferent centers of power.

Senator Graver. Can we now focus on how much of an incentive
should we provide? Should we say that a person can give $100 mil-
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lion that the Government is deprived of from spending? The indi-
viduals, the private individuals will now spend that $100 million
because that 1s a gift. In order to effect that transaction in society,
what benefits shmﬁd accrue to the first party, the giver, in order to
effect that gift, what should it be? A 5-percent incentive, a 10-percent
incentive ?

You see, rather than let it go into ego-incentives or manipulative
incentives, it would be better off for us as policymakers seeing what
it is and paying the cost of doing that, arriving at that goal. In other
words, if we can find out and identify whether these births and deaths
really are happening, whether it is actually an indication of doing
away with an abuse—now that it is good, and how much abuse do we
want to do away with? Do we want to tolerate what people used to
call an abuse, and now we call an incentive, in order to cause this
pluralism or the ability to pluralize ourselves? ,

So should we give it now a 5-percent, incentive and say that I could
make—if I am very, very wealthy, I can do these things, but I am
going to get a 5-percent benefit that will accrue, that 1 can experience
now. I may be prepared to do that as a Folicymaker, and with good
conscience, because I want to save that pluralism you talk of.

So that is what I think we ought to identify, and unless you focus
at that policy level, you are going to get lost in these figures, which
are not going to interest anybody else on the floor of the Senate, and
you are not going to have anybody to come to listen to you because
1t is so boring. - -

Mr. FreenmAN. I agree with you that it is important that you focus
gg t}f;ese items. I think we have to be careful how we describe the

nefit.

Senator GraveL. That is very good. :

Mr. FReemaN. Because the thing that troubles us most with some
of the tax theories is that they speak of these benefits as if they flowed
only one way, as if when a person took a charitable deduction, he
was in a sense pocketing that 30 percent or 50 percent.

In fact he 1s not pocketing it. He is out inoney when he makes a
charitable gift, and what he is doing is receiving an incentive from
the Government to make that gift which we think will turn out to
be a very inexpensive way, from the Government’s point of view,
to be sure that the pluralistic centers of decision are preserved.

Now I cannot give yon hard figures on that, but there is a lot of
study going on now to determine what the incentives really are for
a charitable donation and what it in a sense costs, in terms of the
lost revenue, and I think when those figures are studied by the Filer
Commission and reported by the Filer Commission to the Senate and
the House, it will be very helpful. .

Senator GraveL. I doubt we could make any—and I know these
are exploratory hearings called by the chairman in preparation, I
am sure, for the report or the study—but certainly there is nothing
we could do, and I do not think we should do, until we get that infor-
mation because that is really precisely what would be the crux of this.

One: do we want an incentive? I do because I want to see the plu-
ralism take place, but I want to see totally what that incentive is
and try to raise it to the proper level, because the other side of the
point you are making is that you could provide such an incentive
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that peo%l: become profligate in what they are doing. If there is )

going to be any profligacy, I would rather I do it rather than some-
body else do it.

Mrs. FremonT-Syrri. I would say that there are two levels of
issues here. however. We have been talking about the difference in
incentives for gifts to private and publicly supported—I think what
you were talking about and the Filer Commission studies are going
to give us finally is this other issue of what amount of incentive for
publicly supported organizations can the Senate or the Congress
agree to.

“Senator GraveL. And I accepted your testimony on that a long time
ago, and I realize something should be changed in that so that there
are no second-class citizens in this area.

I was not saying that. I was trying to focus on what I think was a
more important issue. That is going to be the survival of the founda-
tion system in our society, I think it should survive, and I think at
least those who have a view do not want to see laws passed that would
cause us to diminish them to the point of nothing. lpthink we want to
see it survive and be healthy, but I really want to know what we are
doing when we are doing it, not the situation that existed prior to 1969
where there was just profligacy going on wholesale, and people ripping
it off when they had no intent of charity, and we do not know how
much that was except that your birth rate and death figures tell us
somewhere in there how much it was.

Thank you, thank you, Mr. Chairman. I have no further questions.

[ The prepared statements of Mr. Freeman and Mrs. Fremont-Smith
follow:]

PREPARED STATEMENT OF DAviD F. FREEMAN

My fellow panelist, Marion Fremont-Smith, and I will be speaking today about
the death-rates and birth-rates of foundations. As Mr. Goheen indicated in his
testimony yesterday, this becomes a critically important topic now, when the
assets of existing foundations and the purchasing power of their grants are
shrinking. If new funds are not being dedicated to charity at at least the rate
of those being spent out through terminations, then the gap between resources
and needs in the private charitable sector will continue to widen.

In his testimony before this subcommittee last year, Professor John Simon of
Yale Law School presented the best estimates then available on birth- and death-
rates, Since then Commissioner Alexander has supplied your subcommittee with
new data from the IRS computer, and the Council's attorneys, Caplin & Drysdale,
have collaborated with The Foundation Center here in Washington on some rep-
resentative samplings.

These samplings, attached as Appendix A to this statement, include, first, a
numerical count of the creation and dissolution of foundations in 12 states for
the years 1968-1972, The figures show consistent patterns: new foundation crea-
tion dropped sharply from 1968 to 1970, then levelled off at about ¥oth of the 1968
rate. Terminations increased sharply between 1969 and 1971, then levelled off,
but at a rate eight times higher than in pre-TRA years. These figures confirm
those in Mr. Simon’s testimony, and in fact suggest that the situation is worse
than his estimates indicated. -

A second sampling, tracing the subsequent history of 1300 foundations included
in the 1965 Treasury Report, finds that 81¢. of them were classified as private
foundations in 1972, only 5% had achieved “public charity” status, and 12%
had dissolved. Two-thirds of these dissolutions occurred in the three years
followihng passage of the Act.

The IRS figures on the number of private foundations which have terminated
since 1869, and those which have been categorized as private foundations for
the first time during that period, correlate closely with the figures given by our
samplings. However, the IRS dollar totals present a much more optimistic picture



c&

A

215

of the flow of new funds into the field than either Mr. Simon's testimony or our
recent samplings indicate.

IRS reports aggregate current assets of $977 million for private foundations
established since the Act. And although almost 4,900 private non-operating
foundations have terminated since 1969, their aggregate asset value is reported
as only $83,419,652. While these death- and birth-rate data are not claimed to be
directly comparable, without further analysis the tigures suggest that the ratio
ol new private foundation doliars donated since 1969 to those lost to the tield
is quite favorable. We don’t think that there is ground for such optimism.

On the death-rate side, the number of terminating foundations—almost 15%

of the estimated 1969 total—is alurming in itself. While the assets of those now

apparently extinet foundations are reported at $83 million, the actual assets of
these terminating foundations are likely to have been much greater. In our
experience, many foundations that decide to go out of existence do so over 2
or more years. So the asset value in the year of termination, the figure presum-
ably furnished by the IRS computer, is likely to be a substantially lower figure
in many cases than the assets of these foundations at the time the termination
decision is made. Moreover, we assume that IRS termination figures do not
include foundations that have distributed substantially all of their assets since
1969 but for one reason or another have not yet tiled a final return.

The IRS figure of $83 million for terminations doesn't jibe with what infor-
mation we have from potential reciplents of such funds. Our own survey of a
small group of community foundations over a year ago showed that they had
received, since 1969, some $80 million in assets of terminating private founda-
tions. This flow has continued, and we believe that many other types of public
charities have received substantial sums from such terminations.

To get more comprehensive figures on the total assets lost to the fleld since
1969, the computer might be asked to produce figures on the dollars involved
in what the TRA defines as ‘*‘substantial contractions.” These figures, when
added to the ‘“termination’” totals, may provide a more realistic measure of the
death-rate effects of the Act than the IRS data so far furnished.

On the birth-rate side, we understand the Service and the Treasury will
provide a breakdown between operating and non-operating foundations, both
in asset values and number of organizations, for the foundations created after
1969. At this point, we have only the figures of some $977 million in assets for
ostensibly new foundations.

As Mr. Goheen has already testified, we have reservations about this data.
Before explaining our reservations, it would be well to point out that even if
accurate, the $977 million figure for a four-year period is not large compared
to estimates available for a decade ago.

In the 1965 Treasury Report on private foundations, the Treasury estimated
total gifts to private foundations In the single year 1962 of $833 million. Over
approximately three yecars (1061-1964) between Editions 2 and 8 of The Foun-
dation Directory, The Foundation Center estimated an annual growth rate for
foundation assets of 11.4%, or more $1.8 billion per year. While these data
reflect increases in market value and contributions to existing as well as new
foundations, they suggest that the figure of $977 million for new foundations over
the four-year period since the Act is hardly a strong growth record.

Now to the reasons we believe the figure of $977 million is misleadingly high.

First, we asked The Foundation Center to provide as much data as they could
on the formation of new foundations as this information will appear in Edition
6 of The Foundation Directory, scheduled for publication in the spring of 1975.
These figures are preliminary, but rellable, Although they recelve copies of IRS
information returns of all organizations flling as private foundations, they could
identify only about 50 organlzations that qualify for the size limitations of the
new directory (with $1 million or more in assets or with annud! charltable ex-
penditures of $500,000 or more) with possible post TRA creation dates.!

Total asset values for this group are about $180 million. However, a majority
of these may turn out on closer examination to have been established under
pre-1869 TRA trusts and wllls. A spot check of seven such organizations—total-
ling about §52 milllon in assets—resulted in information in six cases indicating
that, in fact, they were created under prior law. As a matter of fact, one of the

1 In most Instances, {t is impossible to state the year the organization was created, since
IRS forms only call for the year an exemptlon letter was issued-——not necessarily the year
tn which the organization was formed.

N
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“new"” foundations, which acquired exempt status and presumably became a
private foundation according to IRS records in 1971, was created under a will
written in 1933 and has flled information returns as a charitable trust with
appropriate state officials since 19686,

Unfortunately, neither the Council, The Foundation Center, nor, we suspect,
the IRS, is in a position to quantify the number of “new"” foundations that may
fall in this category of private foundations added to the Exempt Organizations
Master File since the Tax Reform Act, but are new in no other sense of the word.

Other types of organizations may have been included in the IRS computation
of “new foundation” assets which do not represent new money in the fleld. FFor
example, entities establshed by grants from other private foundations since the
Tax Reform Act of 1989 may not as yet have established public charity status,
These organizations are presumably included in IRS records of private founda-
tions created after the Act’s effective date. They are new in terms of services
they make available but they do not represent new money, in that they have
been funded primarily by grants from existing private foundations. Organiza-
tions like the Drug Abuse Council, the Police Foundation, the National Friends
of Public Broadcasting, and the Washington Research Project—Childrens De-
fense Fund may fit this description.

In conclusion, it seems fair to say that these new IRS figures on birth-rates
and death-rates ralse at least as many questions as they answer, Without more
analysis, we cannot be confident that they represent a net inflow of new money
to the fleld. Our own samplings and indication lead us to the opposite conclusion—
that this flow has just about dried up. Thus it is vital that steps be taken to re-
move some of the disincentives which Mrs. Fremont-Smith will describe.,

I’REPARED STATEMENT OF MARION R. FREMONT-SMITH, ATTORNEY MEMBER, BoSTON
Law FirRM oF CHOATE, HALL & STEWART

You have heard once again this morning of the difficulty of obtaining sta-
tistics on the birth and death rate of private foundations. Unfortunately, it is
unlikely that we will have definite Information for some time. However, one
need only approach the subject from the point of view of an attorney explaining
the intricacles of the tax laws to a person desirous of establishing a foundation
to see that it is only the rare individual who will still proceed to do so.

A person making a gift to a publicily supported organization or an operating
foundation can deduct up to 509% of his adjusted gross income for his cash gifts
in any year. He can increase the deduction in the year of the gift by using the
5 vear carryforward. Should he make a gift of appreciated property, his deduc-
tion will be for the fair market value of the property on the date of gift, regard-
less of his basls. Although the allowable percentage drops from 509 to 30% of
adjusted gross income, he may still use the carryforward. .

For the donor to a private foundation, it is quite a different situation. His
deduction is limited to 209 of adjusted gross income. It he gives appreciated
property, he can deduct only an amount equal to his basis plus one-half of the
appreciation, He might use the pass-through provisions of the Code if he and
his advisers dare to tread the maze posed by the regulations for a gift of this
nature; but pass-through gifts do not create an endowment for a foundation nor
pernmit the additions of capital to old ones. Finally, there is no carryforward for
any. gifts to a private foundation. Thus, the discrepancies in treatment between
gifts to a publicly supported charity and those to a foundation cannot help but
deter an otherwise willing donor.

It is true that these same discrepancles do .not exist in the case of testa-
mentary gifts. For estate tax purposes, there is no similar disincentives so long
the gifts are of cash or of small holdings in widely traded securities. For the
individual whose chief asset is control stock of a corporation, however, the
excess business holding rules of Sec. 4948 discourage both intervivas and testa-
mentary gifts of these assets by requiring that the holdings of the foundation,
the donor and his family be reduced to no greater than 209 of the value of out-
standing stock or the value of the business within B years of the gift. This transi-
tion perlod is totally impractical, forcing quick secondary offerings at a sacrifice
if, in fact, the economic situation is sufficfently viable to permit the foundation
to find any buyer. It ig, furthermore, ironic that for a newly created or funded
foundation, the § year divestiture period comes at a time when the attentions
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and energies of the foundation managers are most needed for program develop-
ment. In contrast, pre-existing foundations have been given from 15 to 25 years
to reduce thelr excess holdings.

A donor informed of these rules can only conclude that Congress did not want
him to create a foundation. But let us suppose he persists 1n his desire. Une
must then explain to him the other private foundation rules. The prohibitions
against self-dealing and jeopardy investments are not likely to be further deter-
rents, nor are the expenditures responsibility requirements. Rather, the provi-
sions that will concern him are the 49, tax and the pay-out rules. ‘the most
common reaction to the 4% tax is one of disbelief, upsetting as it does the long-
standing tradition of tax exemption for charitable activities. The fact that it
fs labeled an “excise” and not an income tax and is for “audit” purposes does
not make a difference. He will view it as a diversion to government of funds
he intended for philanthropy.

In regard to the pay-out rules, a donor who is a knowledgeable investor will
recognize that to use one year as a base (and that an atypical one), does not
make economic sense, nor does it permit prudent investment, particularly in
times of economic recession. These objections to the pay-out rute as it is cur-
rently constituted are applicable to all foundations new or old. A person con-
templating a gift to a new foundation will also be concerned with whether the
combination of a high pay-out rate and the prospect of continuing inflation will
permit any foundation to have an effective role in the future. A further diffi-
culty is that the pay-out rule is imposed at once: there is no transition period
slinilar to that permitted for pre-1969 foundations. The new foundation thus
has inadequate time to establish programs or plan a meaningful investment
policy. The absence of a transition period for new foundations (and for major
capital gifts to existing ones) poses even more serious problems when the
donated assets are corporate control stock and often will be the decisive factor
in a determination not to proceed,

My own experience since passage of the Tax Reforin Act confirms these reac-
tions of hypothetical donors. Although I have seen the termination of many pri-
vate foundations, large and small, 1 have been involved in the creation of only
two new foundations since 1969. In each case they were established with token
assets during the life of individuals desirous of assuring an estate tax deduc-
tion for a major testamentary gift. Efowever, in both instances, upon receipt of
the bequest the foundation will be eligible to terminate its private foundation
status; in one instance because it will be operating a community center receiv-
ing publie support, in the other because it will then be supervised and controlled
by publicly supported charities. In other words, neither organfzation was in-
tended, even from the date of creation, to be a foundation in the accepted
sense of the word. Needless to say, this 1s in striking contrast to my experi-
ence before the Tax Reform Act.

I referred to the fact that I have participated in a large number of termi-
nations of private foundations. The reasons for these terminations were not
identical. However, they all reflected a reaction to the complexities of the Tax
Reform Act, a desire to avoid the 4% tax, and the additional administrative
expenses necessary to operate under the new rules. If the creator of the foun-
dation was still alive, his inability to make major gifts of appreciated property
for the rest of his life was a major factor. It should also be recognized that
in many instances where a private foundation has been terminated, the prin-
cipal donor has at the same time revoked a testamentary gift, often a large
one, to that foundation. Thus, the “birth rate” of foundations cannot be disas-
sociated from the question of termination.

I have been describing reasons for terminations that have already been ac-
complished. It is now evident, however, that many foundation managers who
had deferred a decision to terminate until they had inore experience under the
new rules now feel that the economic situation requires them to reconsider.
There can be little doubt that continued economic recession will cause the rate
of terminations to increase.

The inescapable conclusion from the foregolng is that, despite statements to
the contrary, Congress in 1969 acted effectively to block the continued pres-
ence of foundations as a major component of private philanthropy. In Profes-
sor John Simon’s statement to the Sub-Committee a year ago he succintly de-
scribed the unhealthy impact a diminished number of foundations will have on
the entire fleld of charity : . .
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“{a) There are only about 350 foundations in the §10 million-and-over class—
i.e., with enough resources to be major sources of financing for new ideas and
approaches.

(b) Only one or a handful of these 350 foundations may operate in a given
fleld of work (e.g., mental health, pollution control) or in a given geographlical
sector. Accordingly, persons and groups seeking funds for new programs often
have very few doors on which to knock.

(e) A declining rate of entry into the foundation field will further reduce the
already limited options available to those who seek financing and, at the same
time, will leave the remaining foundations in a particular fleld of work or a
particular reglon with an undesirable degree of power to determine the rate
and form of social and scientific innovation,”?

- _ In the eyes of a society that has depended upon and benefitted from the unique

contributions of private philanthropy, this altered role for foundations repre-
sents a major policy change. I find no evidence that it was carefully considered
by the Congress, yet I am not convinced that it would be acceptable to a public
that was fully aware of its ramifications. The Subh-Committee is to be com-
mended for its current attention to these questions and it i{s earnestly hoped
that it will recommend amendment of at least some of the provisions which I

have described as disincentives.

Senator HARTKE, qu next \_vitne.ss we will hear will be Mr. John
Ryan, president of Indiana University, who is here today gepresenting
the American Council on Education.

STATEMENT OF JOHN RYAN, PRESIDENT, INDIANA UNIVERSITY,
REPRESENTING THE AMERICAN COUNCIL ON EDUCATION;
ACCOMPANIED BY JOHN MORSE, DIRECTOR, OFFICE OF GOVERN-
MENT RELATIONS, AMERICAN COUNCIL ON EDUCATION

Mr. Ryan. Mr. Chairman, I am John Ryan, President of Indiana
University. I feel privileged to be invited to appear before this com-
mittee this morning, and I appear on behalf of the American Coun-
cil on Education, “iich is an association of 1,587 colleges, universities,
and higher education associations.

I am accompanied by Mr. John Morse, who is director of the Coun-
cil’s Office of Government Relations.

I have submitted a written statement earlier, Senator, and I think
perhaps you have some time problems, so I therefore would not read
this statement in its entirety, but there are some points I would like

to.go through.
Sge(l)lator RTKE. Fine, you summarize it. That will be fine.”

Mr. Ryan. Thank you.

Today, higher education in the United States is an enterprise of
more than $30 billion. The latest reliable figures we have are from
1972-73, and in that your expenditures of our colleges and universi-
ties reached the $28%-billion level. According to the Council for
Financial Aid to Education, in that year charitable contributions to
those institutions totaled $2.24 billion, almost 10 percent of their entire
support. To give you some feel for the importance of that figure please
let me point out that from the Federal Government, support to those
institutions amounts to 15 percent—almost 10 percent from the charit-
able institutions, 15 percent from the Federal Government.

Furthermore, the Federal share was and is, for the most part,
targeted on needed services identified by the Governinent, while chari-

1 Statement of John G. Simon, Iin United States Senate, Committee on Finance, Hearin
before Subcommittee on Foundations, 93 Cong., 1st Sess., p. 173. _ &
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table support is, for the most gart, available to other needs defined by
the institutions themselves. I do not want to imply, and do not imply,
that one is more important than the other because both are absolute y
essential to colleges and to universities in carrying out their functions,
But they are dil?erent, and so even if it were In the cards for Federal
a{)propriations to increase even to make up for any decline in charita-
ble contributions, a balance, a precious balance, would be lost.

That is why we view with alarm any proposals that are made by
some cconomists that would tamper with or eliminate the charitable
contribution deduction from our tax laws on the grounds that it would
be a diversion of tax funds, that such deductions are a diversion of
tax funds and might better flow to the Treasury and be appropriated
by the Congress.

Now how do private foundations fit into all of this. In the same year
that I referred to, 1972-73, gifts from private foundations alone
accounted for almost 25 percent of all the charitable support for higher
education. Another 15 percent of that support came from corporations,

Now it is no secret to you, Mr. Chairman, that higher education

. institutions and everybody clse are in great financial, economic diffi-
culty these days. Let me just recount that in the mid-1960's, not 10
years ago, Federal support accounted for over one-fifth of the revenues
to higher education, 22 percent. Today, it accounts for 15 percent.
College endowment funds are suffering the same erosion that founda-
tions are experiencing in their own portfolios. The concept of investing
for total return, rather than for income, scems to have worked well in
times of rising markets, but is disastrous in times like these.

Many of our costs are increasing as they are for every family in
the United States. We have cut costs; we have reduced programs; we
nip and tuck here. I would say that the need for these moves has
increased as Federal support has declined, and even these avenues are
being closed. A year ago the analyses upon which virtually all student
aid programs, including Federal programs like the basic opportunity
grants, are bascd suggested that the average two-child, $12,000. per
year family could provide $1.260 toward the cost of educating one

child in college. Recent adjustments made in the light of the increased

cosit, %f living indicate that next year that same family can provide
only $460.

Iywould also like to point out that it is widespread and it is mis-
taken that somehow charitable giving only to private higher educa-
tion. The fact is that in 1971-72, 22 percent of all such gifts, charitable
gifts, went to public institutions, and I believe that percentage has
risen since that year.

Let me tell you in a few words what foundation su{)port has meant
to my own university, Indiana University, In 1973 Indiana University
received charitable gifts from individuals and foundations in excess of
$13 million. These gifts are very important to the University. They
provide largely the student financial aid and funds for special and
auxiliary programs, which are necessary aids to the academic curricula
of the institution, :

Included in that 1973 total of $13 million was slightly over $1 mil-
lion from foundations. In addition to the $13 million during the same
period, in addition to that, approximately $2 million in highly spe-
cialized research grants was received from foundations. This supple-

42-903—75——13



220

ments resoarch funds available through Federal agencies and provides
research monies for projects and disciplines not usually supported
through other sources. -

It 1s extremely important for Indiana University to be able to
depend on these diverse sources of funds. This is especially true today
when money for new and innovative programs is increasingly difficult
to find, and there are pressures to keep costs incurred by students «t
as low a rate as ¥0551ble. Indeed, such funds provide not only the
margin necessary for programs and students aid not covered by other
sources but in doing so provide what has been called the margin of
excellence necessary for great institutions,

Mr, Chairman, let me close by making two comments. In 1969 in
testimony before the Ways and Means Committee and the Senate
Finance Committee, the American Council on Education urged that
Congress levy a fee on foundations sufficient to underwrite the cost of
the Internal )I({evenue Service audits, but that it not impose a tax. Our
view was then and is now that a tax on foundations is not really a tax
on them but on the public charities that they support, and we would
like to renew that plea that there be a fee and not a tax—and I might
say parenthetically, Mr. Chairman, I commend your own statement on
that point.

Second, we would urge that Congress review the many factors
that inhibit the growth of existing foundations and the establishment
of new ones. Here we are concerned not only with the so-called private
foundations—and we are concerned with them—but also with those
established by corporations. As I have said, corporate support is an
important source of funds for higher education and potentially an
increasing one, but that support is bound to rise and fall as year end
balance sheets change. Corporate foundations that can even out the
good and the bad ycars have provided a degree of stability in corporate
giving, yet it is our impression that following the 1969 Act, few new
corporate foundations are being formed, and many that have existed
are heing liquidated. That is our impression.

We hope that the testimony during these hearings may shed further
light on this particular phenomenon and enable you to take any correc-
tive action.

Thank you, Mr. Chairman, for your interest in this matter which I
consider to be of great importance in higher education for all of us, and
thank you for your patience. I would be pleased to answer any ques-
tions you may have, Mr. Chairman,

Senator HArTKE. Two observations which do not necessarily go to

our testimony—the Washington Post reports this morning that the
%resident intends to veto the Veterans Aid bill, which deals with
higher education, as being inflationary. I would point out that it
increases the amount for a single veteran who has gone off to Vietnam
in the jungle from $1,980 a year to $2,430 a year.

If I am not mistaken, even at Indiana University, is the fee not about
$700 roughly{

Mr. RyanN. Yes,sir. .

Senator HARTKE. That means that he has about $1,700 to live on, buy
his books—— L.

Mr. Ryan. About $1,700 he would have after paying just the fees. It
may not be on the point, Senator, but I would like to commend you for
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your own personal interest in improving benefits for veterans who
attend school, particularly colleges and universities and particularly
Indiana University, and let me say that my personal experience in
Indiana is that the last half-dozen years, we have seen that the veterans
who are entitled to educational benefits have not been using them, and
I think the reason is they have not had sufficient support.

I am not an economist ; I do not know what the pro and con inflation
effects would be of providing this veteran support, but I really cannot
believe that the place to fight inflation, to begin the fight for inflation, is
with veterans’ benefits.

Senator HARTKE. Let me say that, of course, you know, I have a dee
feeling of gratitude for the fine work that Indiana University was able
to do for me at law school. I was there twice; it took me a long time to

t out of law school, starting in 1941, not getting out until 1948, but
the first time that I started out there, I might say that Iwas a recipient
of financial assistance, receiving two scholarships, which frankly,
permitted me to go to school.

Of course, after I came back, I went back on the GI bill, so I have
had both experiences. '

Let me ask you, is it true that from your general overall statement
that the governmental support of higher education today is declining ¢

Mr. Ryan. The Federal Government support now is an element in
the overall expenditures of colleges and universities. Well, let me not
make so broad a statement. In terms of universities of the Indiana Uni-
versity type, I know that—it may well be true of colleges and univer-
sities in general—Federal support funds make ug a smaller relative
proportion of our expenditures today than they did as recently as 5
or Ghyears ago, and there is some very helpful statistical information
on this,

- _Tamsorry, I do not have it at my immediate command, but contained
in the report of the Commission, of which Congressman Brademas was
a member—I know that because that is how I got a copy of the report
of the Commission—there is some very helpful information in there,
but it indicates clearly that the Federal Government's level of support
as a proportion of our expenditures is less today than a few years ago.

Senator HARTKE. Would a decline in charitable contributions and a
decline in private giving affect the governmental support that the insti-
tution has, in your opinion ¢

Mr. Ryan. T would not say a direct effect, Senator. In other words,
I would not think that we could expect Federal support to-increase as a
reaction to a decline in support from foundations, public or private
foundations. ) ) :

Second, I would say though—and I think I did say in the state-
ment—even if this were to be true, we would lose the advantage,
whether the advantage of the balance of having support funds for the
kinds of activities that institutions place priority on and perhaps the
Government does not if we were to depend more on Federal funds or

public funds. .

Senator HArTKE. I suppose that you have the same general erosion

> in your assets and endowments as is being experienced by the founda-
tions, isthat true?

Mr. Ryan. Well, of course, there is a wide range of foundation expe-
rience. I do not think we did quite as well as the Lilly endowment did,
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as I heard this morning, the Lilly endowment did, but we have not
done as poorly as the Ford Foundation apparently did.

The Indiana University foundations’ portfolio experience this past
year has been one of loss. I would guess that it would be on the order
of 18 percent, something like that, in the market value of the securities.

Senator HarTke. All right. I thank you.

Mr. Ryan. Thankyou,sir.

[The prepared statement of Mr. Ryan follows:]

PREPARED TESTIMONY OF PRESIDENT JoHN RyaN, INprANA UNIVERSITY,
REPRESENTING THE AMERICAN COUNCIL ON EDUOCATION

Mr. Chairman and Members of the Subcommittee, I am John Ryan, president
of Indiana University, and am appearing this morning on behalf of the American
Councll on Education, an association of 1,687 colleges, universities and higher edu-
cation assocliatlons. I am accompanied by John Morse, director of the Council's
Office of Governmental Relations.

At the outset, Mr, Chairman, may ‘I express our gratitude to you on two counts:
first, for your interest in and concern about the impact that inflation and the
declining value of investment portfolios is having on foundations and their ability
to sustain past levels of support to a variety of charitable enterprises; and sec-
ond, for giving us an opportunity to meet with you and examine this phenomenon
from the point of view of higher education.

Higher education in the United States is today a $304 billion enterprise,
but the latest reliable figures we have are for 1072-73. In that year total ex-
penditures of colleges and universities reached a level of $28.5 billlon. According
to the Council for Financial Aid to Education in that year charitable contribu-
tions to those institutions totaled $2.24 biliion—almost 10 percent of their entire
support, To give you some feel for the importance of that figure it might be well
to point out that support from the Federal Government from eall agencles and
for all purposes, including research, amounted to only 18 percent. Furthermore,
the Federal share was and is for the most part targeted on needs and services
identified by the government, while charitable support is for the most part avall-
able to meet needs defined by the institutions themselves. I do not for one
moment {mply that the one is more important than the other. Both are absolutely
essentinl. But they are different, and sn, even if it were in the cards for
Federal appropriations to increase and make up for any decline in charitable
contributions, a precious balance would be lost. That is why we view with great
alarm proposals being made by some economists that would tamper with or even
eliminate the charitable contribution deduction from our tax laws, on the
grounds that it is a diversion of tax funds that might better low to the Treasury
and be-appropriated by the Congress.

How do the private foundations fit into all this? In the same year about which
we have been speaking—1972-73—gifts from that source alone accounted for
almost 25 percent of all charitable support of higher education. Another 15
percent came from corporations, and I should like to return to that topic in a
moment.

We are now in an era when higher education is caught in cross currents
from so many different directions that even the most optimistic skippers wonder
how we are to keep the ship afloat. In the mid-1960’s Federal support accounted
for 22 percent of higher education’s revenues; it is now, as I have indicated,
down to 18 percent. College endowment funds are suffering the same erosion
that foundations are experiencing in their portfolivs. The concept of Investing
for total return rather than simply for income is brilliant in times of rising
markets, but disastrous in times like these. The cost of energy alone, a significant
item In every college hudget, has gone up as much as 800 percent in the last yvear.
Faced with these facts, colleges, public and private alike, have responded in the
only two ways available to them—by cutting costs to the bone and even into the
marrow and by passing on a larger share of the costs to the consumer, the stu-
dent and his parents, in the form of higher tuition and fees. The need for these
moves has increased as Federal support has declined, but even these avenues
are being ctosed. A year ago the analyses upon which virtually all student ald
programs, including Federal programs like the basic opportunity grants, are
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based suggested that the average two-child $12,000 per year famlily could provide
$1,260 toward the cost of educating one child in college. Recent adjustments
made in the light of increased cost of living indicate that next year that same
family can be expected to provide only $460.

I hope that this recital will seem tn you relevant to the subject of these
hearings, for the point is that higher education must rely heavily on diverse
sources of support, and the foundations are one such essential source. Any
reduction in their ability to sustain or even increase their share puts even
greater strain on other sources at a time when they too are forced into
retrenchment.

There i3 a widespread and mistaken view that somehow charitable giving is
important only to private higher education. The fact is that in 1971-72, 22 percent
of all such gifts went to public institutions and that percentage has, I believe,
risen since. Let me tell you what foundation support has meant to my own
university.

In 1973 Indiana University received charitable gifts from individuals and
foundations in excess of $13 million. These gifts are very important to the Uni-
versity, providing largely student financial aid and funds for speciai and auxiliary
programs which are necessary aid to the academtc curriculum,

Included in the 1973 gift total was slightly over $1 million from foundations.
In addition to the $13 million during the same period, aproximately $2 million
in highly specialized research grants was received from foundations. This supple-
ments research funds available through Federal agencies and provides research
money for projects in disciplines not usually supported through other sources.

It is extremely important for Indiana University to be able to depend on these
diverse sources of funds. This is especially true today when money for new and
innovative programs is increasingly difficult to find and there are pressures to
keep costs incurred by students at a low affordable rate. Indeed, such funds
provide not only the margin necessary for programs and student aid not covered
by other sources but in doing so provide what has been called “margin of excel-
lence” so necessary for great institutions.

Let me close by making two comments. In 1869 in testimony before both the
Ways and Means Committee and the Senate Finance Committee, the American
Council on Education urged that Congress levy a fee on foundations sufiicient to
underwrite the cost of IRS audits, but that it not impose a tax. Our view was
then and is now that a tax on foundations is not really a tax on them but on the
public charities that they support. We would like to renew that plea.

Second, we would urge that Congress review the many factors that inhibit the
growth of existing foundations and the establishment of new ones. Here we are
concerned not only with the so-called private foundations, but also those estab-
lished by corporations. As I have said, corporate support is an important source
of funds for higher education and protentially an increasing one, but that support
is- bound to rise and fall sharply in the light of year and balance sheets. Cor-
porate foundations that can even out the good and bad years have provided a
degree of stability in corporate giving. Yet, it is our impression that because of
the 1969 act, few new corporate foundations are being formed and many that
have existed are being liquidated. We hope that testimony during these hearings
w'ay shed further light on this phenomenon.

Thank you, Mr. Chairman, for your patience. We shall be glad to answer any
questions.

Senator HarTrE. I am going to recess here for just about 3 or 4
minutes, and we will proceed with the other witnesses.

A brief recess was taken.] )
. Senator HarTkE. The committee will please come to order,

Prof. C. Lowell Harris? The next witness will be Prof. C. Lowell
Harris of Columbia University. Is he heref

All right. The next witness, then, will be Thaddeus Seymour, presi-
dent of Wabash CQIIe%'s in Crawfordsville, Ind., appearing here on
behalf of the Associated Colleges of the Midwest and the Great Lakes
College Association.
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STATEMENT OF THADDEUS SEYMOUR, PRESIDENT, WABASH COL-
LEGE, ON BEHALF OF THE ASSOCIATED COLLEGES OF THE
MIDWEST AND THE -GREAT LAKES COLLEGES ASSOCIATION

Mr. SExmour. Good morning, Mr. Chairman.

Senator HarTkE. I am glad to see all of these Indiana ]ieople here,
because it demonstrates that all the talent comes from Indiana, or
eventually ends up there.

Mr. Sexynour. I am glad to be here with the Indiana delegation, as
represented on both sides of the table.

fr. Chairman, my name is Thaddeus Seymour. I am president of
‘Wabash College, which is; as you know, a_small independent liberal
arts college for men in Crawfordsville, Ind. I am chairman this year
of the Great Lakes Colleges Association, which is a consortium of 12
such independent colleges in Indiana, Ohio, and Michigan, and I come
before this subcommittee today on behalf of both the Great Lakes Col-
leges Association and the Associated Colleges of the Midwest, which
is & similar consortium of 12 colleges in the Midwestern States. For
the rest of our organization, on behalf of all of them, I would like
to express appreciation to this subcommittee for the opportunity to
appear, and second, a keen interest—indeed, a self-interest—in the
topic which is before you. }

{y statement on behalf of our colleges is on file, and it represents
a more systematic approach to the question at hand, and contains an
appendix of information which we hope will be helpful to this com-
mittee as it reviews and considers. Obviously, we would be pleased to
provide additional information, if that would be helpful to you. Since
a written statement is already in your hands, I would like very
briefly to comment on the main points of that presentation, with par-
ticular emphasis on the role of foundations in providing leadership
and incentives as they encourage colleges to solve their own problems.
And in this regard, and perhaps pursuant to your questions of Lan-
drum Bolling, I would like to emphasize, from the colleges’ point of
view, our sense of the role and the value of private foundations to
education in a free society.

My statement stresses the obvious, which is that colleges are in
fiancial trouble. We need to use the word “squeeze,” and we are now
using the word “crunch.” Costs go up; we try to meet them with
increased tuition. This in turn has an adverse effect on our enrollment
and requires a greater demand for financial aid. The colleges have seri-
ous financial problems, which we are taking seriously.

We have four sources to meet our financial neds. The first I have
alluded to already, which is tuition. But our problem is to meet the
gap which grows and widens between tuition and operating expense.
We do some of that with our endowm.:it but, as others have already
commented, the current financial situaticn has had an adverse effect
on our own endowment income. :

We meet our expenses also by State and Federal grants, but we read
with concern about cutbacks in these programs. Finally, and most
apgropriutely, we depend on gifts from the private sector. Personal
gifts are hard hit by a recession, but it is of foundation support that
we speak today.
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Foundations represent for our colleges 10 percent of our annual
support.\When I make a comment about percentage points, I suspect
the greatest revolution for a new college president is to discover the
true importance of a percentage point. Most of us, who grew up as
f'oung aculty members, never took percentages very seriously as we
ooked at percentage rates on installinent loans or retirement plans
or fringe benefits or even class enrollment. Well, I want to underscore
the fact that, for us, 10 percent of our budget, when we suddenly find
ourselves looking at a budget of $5 million, is something quite different.
Foundation support, as part of our operating budget, is terribly im-
portant to us just in terms of dollars.

Well, what I want to stress to this committee is that the role of

foundations for us goes far beyond dollars. You yourself have said,
Senator Hartke, that the role of foundations should be the cutting
edge of innovation and experimentation, and they do in fact play
an 1mportant role of that sort for us in higher education. Foundations
today, it seems to all of us, have—and appropriately—have shifted
their priorities to be as responsive as they possibly can to our needs,
to help us help ourselves. So foundations are encouraging our inquiry
and experimentation into such areas as admissions procedures and
})olicies, the ability of students to pay their own way in college, chal-
enges which will encourage new sources of voluntary gifts to col-
leges, new techniques for financial aid, new approaches to career edu-
cation, to the management of our affairs, to ways to develop a strategy
so that we can replace capital investments with current funds, im-
portant new programs in faculty development, and so on. ;

Perhaps the most direct answer to your question of Landrum
Bolling, at least from the point of view of higher education, is that
foundations play a very important part in our lives. They challenge
us to address our own questions, our own problems, and encourage
us that they will help us solve them. I cannot stress enough that on
the Wabash campus, as an example I know the best, we are looking
with greater sense of confidence at the possible solution to problems,
because we know if we can begin to see a glimmer of a response, we
can go to a foundation which will give us at least the startup money to
try. I think the vitality that foundationss represent as they encourage
colleges to move in this direction is terribly important to us.

In that regard, Mr. Chairman, I would like to leave with your sub-
committee an editorial® which appeared in the November issue of
Change magazine, written by the editor, George Bonham, which
speaks about the crisis in philanthropy, and addresses among other
things the questions I have just commented on.

Finally, Mr. Chairman, I simply want to say that on behalf of the
colleges whom I am representing today, we take our stand with the
foun%iiions. We encourage whatever efforts can be made to provide
relief for them. Again, echoing what Landrum Bolling said earlier,
we urge assistance not simply for the short-term need but the long-term
welfare because the future of independent higher education, indeed all
higher education, is inextricably linked with the future welfare of
foundations in our judgment. Thank you.

1 See page 232,
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Senator HarTEE. Mr. Seymour, let me ask you, as I did Mr. Howe
yesterda?y; do you foreses the demise of private colleges in this
country

Mr. SEvarour. Certainly not the demise of the private colleges. But
I think a number of so-called invisible colleges are in very serious
trouble now, or are in the process of closing their doors.

Senator HARTKE. Do you think they are worth saving?

Mr. SEvyour. Yes. I have sat as a member of the evaluation team
for the North Central Association. I have been a commissioner in that .
group for a number of year, and twice each year, we meet to review the
})erformance of, I would have to say many, colleges I have never
ieard of before. And yet, in each instance, as I see the commitment
of the people who represent those institutions and understand the
quality of service they are performing, usnally to students in their
own region, I am convinced they perform a very real service. They
mgmsent not only immediate service to their community, but they also
reflect the kind of diversity which has been spoken of Lefore and is
terribly important to us as a society:.

Senator HARTKE. In the field of innovation and change, do you
intend, or is what you are saying in your statement in essence con-
tending that the help of foundations l)ms been a particular factor in
that area?

Mr. SEy»our. It has been a major factor in that area in two ways.
Foundations are saying to colleges like ours, we know you are wrest-
ling with this tenure problem, which is a very serious problem, the
whole question of the vitality and mobility of faculty in our institu-
tions. If you think you are coming close to an answer, come talk to us
about the possibility of our giving you some funds to address that
Eroblem. We can sit around under a tree and sFecu]ate on solutions,

ut unless we have some hope of having some dollars to support them,
we will probably divert our thoughts to other things. The spillover
effect for each institution, of specific projects that are %fmded elsewhere
is also terribly important to us. As this foundation studies financial aid
and that foundation studies faculty policies, the rpcorts of those stud-
ies are helpful to each of us.

Senator HARTKE. What amount the disadvantaged students, or those
who are unable to pay their own tuition? Are the foundations a major
factor there?

Mr. Seymour. The foundations are playing a less important role in
that kind of direct scholarship aid, which is frankly, and I think quite
properly, increasingly a role of State and Federal Government, par-
ticularly as scholarship dollars go to the student and give him freedom
of choice to attend the institution that he prefers. I think it is one of
the particularly appropriate ways for Government funds to support
higher education.

enator HarrkE. I need some help to explain one of your charts in
one of your appendixes. It is appendix B-1. This is a chart which indi-
cates private foundation Federal support to the Associated Colleges of
the Midwest from 1958 to 1974, Am fright that since 1969, there have
been, for all intents and purposes, an absolute drying up # Is that what
this chart shows?

Mr. SExymour. The chart does reflect the fact that foundation support
to the Associated Colleges of the Midwest hag——
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Senator HarTke. According to this, I would gather it was $5 million
in 1970—is that right? I think that is what the chart shows, and it
shows zero in 1971, )

Mr. Sevaour. I should make it clear that this does not cover founda-
tion support in the form of scholarship assistance to students, These
represent Government grants, National Science Foundation grants,
and so on.

Senator HarTkE. I know, But my reading of the chart was that the
shaded area was private foundation support.

Mr. Sey»our. lehat is correct. ) .

Senator HarTKE. And it shows that in 1970, it would be $5 million,
in 1971 to be zero, 1972 $40 million, 1973—— L

Mr. SEvaour. Well, those are literally $40,000, not $40 million ; we
are dealing with a much smaller series of numbers than one would
expect.

Mr. Chairman, what I would like to——

Senator Hartre. Well, go ahead.

Mr. Sevmour. What I would like to provide, in order to clarify—I
do apologize that the bar graph does not give the detail that it should—
is the detail of specific grants to this consortium, not to its member
colleges which I can make available to the committee. I do not have
it with me,

Senator HarTkr. Fine, That would be helpful for the conimittee.

All right. We are going to recess now until 1 o’clock for the rest of
you. All right?

EA brief recess was taken.]

The prepared statement and material snubsequently supplied by
Mr. Seymour follow:]

PREPARED STATEMENT OF DR. THADDEUS SEYMOUR, PRESIDENT,
WaBasH COLLEGE, CRAWFORDSVILLE, IND.,

Associated Colleges of the Midwest QGreat Lakes Colleges Assoclation

Beloit Knox Albion Hope

Carleton Lawrence Antioch Kalamazoo
Coe Macalester College of Wooster Kenyon
Colorado College Monmouth Denison Oberlin
Cornell (Iowa) Ripon DePauw Ohio Wesleyan
Grinnell St. Olaf Earlham ‘Wabash

Mr. Chalrman and members of the subcommittee: As President of a small
college in Indiana and the appointed spokesman for two consortia representing
twenty-four such institutions in the Midwestern states! I presume to present
myself to this Subcommittee on bebalf of all the small, private,undergraduate,
ltheral arts colleges across the land. We are a burdened and beleaguered lot right
now, trying to cope with rising costs and declining enrollments. It is therefore
with appreciation that we take this opportunity to bring our cause to this Sub-
committee of the Senate and petition on behalf of the philanthropic foundations
whose affairs you oversee,

As this Subcommittee considers the impact of current economic conditions, we
urgently recormmend adoption of policies which will encourage voluntary philan.
thropy. Independent education in America has been sustained by volunteer finan-

! The Assoclated Colleges of the Midwest : Belolt, Carleton, Coe, Colorado College, Cornell
(Iowa), Grinnell, Lawrence, Knox, Macalester, Monmouth, Ripon and St. Olaf.

The Great Lakes Colleges Association : Alblon, Antioch, ﬁenlaon, DePauw, Earlham, Hope,
Kalamazoo, Kenyon, Oberlin, Ohio WWesleyan, Wabash and Wooster.
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clal support throughout its history. Private foundatlons are a particularly im-
portant source of support.

I. ECONOMIC PRESSURES ON IIIGHER EDUCATION -

Dramatic accounts of the financial plight of small colleges are commonplace.
A new lexicon has been developed to describe these “invisible colleges” which are
in the “crunch” as the “baby boom" enrollments give way to “drop-outs” and
“stop-outs.” Forbes Magazine put it bluntly in its September, 1974, issue: “Many
- of our colleges and universities are going broke.”

The tummary of economic pressures 18 a familiar one, In two decades expendi-
tures for higher education have increased ten-fold, from $3.5 billion to $35 bil-
Hon, but income has steadily fallen behind expense, There i3 nothing esoteric
about the arithmetic of bankruptcy, wherever it occurs . ., . cost goes up and
income goes down. Every commentator on higher education has figures to docu-
ment the widening gap between expense and income. Willlam Jellema has chron-
icled the finances of colleges in a number of studies. In one he performs a calcu-
lation which demonstrates that in ten years 865 of the 762 private, accredited
four-year colleges and universities will “be running deflcits equaling or exceeding
their liquid assets.” * This analysis was based on 1971 projections, before double
digit inflation.

Although I cannot seriously believe that conditions are that desperate, I have
first-hand knowledge, as all college presidents do, that we have entered a stage
where financial problems have moved from “serious” to “critical.” To meet the
rising cost of education, colleges have raised tuition fees substantially—36 per-
cent In the last four years; 9.4 percent in the past year alone. High tuition
fees discourage enrollment and create a greater demand for financial aid. In-
flation simply makes matters worse. The falling market has affected our en-
dowments: book value is sometimes as much as a third lower now than two
years ago. Donors tell us they are deferring gifts until the market improves.
Furthermore, we understand that support of education and research will be cut
gackl significantly in the new Federal budget Congress will consider for the next

scal year.

In short, as financial pressures affect tuition income, colleges must turn to
other sources of funds to “fill the gap.” It is therefore alarming to consider any
reduction or limitation in the capacity of philanthropic foundations to support
higher education,

II. DOLLAR SUPPORT BY FOUNDATIONS

Voluntary philanthropy I8 fundamental to the independence and diversity of
American higher education, The spirit of service and voluntarism which created
our educational system is sustained by the tradition and legislation which en-
cournges private contributions. Private colleges and universities meet their ex-
penses from four sources: (1) Tuitlon and fees; (2) endowment income; (3)
State and Federal grants; and (4) Private gifts and grants. It is obvious that
current economie conditions have had an impact on each of these categories.

The 5,500 private foundations listed in the Foundation Directory allocate
nearly 60 percent of their grants to higher education. The total has been esti-
mated at more than $1 billion for last year. This represents 10 percent of our
respective operating budgets, a significant contribution to annual operating
costs. For the decade 1959-1969, the twelve colleges and the central office of the
Great Lakes Colleges Assoclation received more than $42 million in foundation
grants, almost exactly 10 percent of the $432 miilion received from all sources.
(See Appendix A.)

Colleges recognize fully the necessity to reduce their operating costs. Im-
Dortant and effective steps are being taken on all of our campuses, as institu-
tions impose on themselves the discipline of better planning and management.
However, no matter how straitened the budget and lean the operation, philan-
throplc support will always be essential.

As higher education looks to the future, the need for foundation support is
greater than ever.

III. FOUNDATION LEADERSHIP AND INCENTIVES

Foundations provide more than dollars in their support of higher education.
As our pluralistic system encourages diversity among the 5,500 foundations, all

* Willlam W. Jellema, From Red to Black? (8an Francisco: Jossey-Bass, 1978), p. 24.



%

229

institutions benefit from the range of their interests and activities. In support-
ing the efforts of colleges to solve their current financial problems, foundations
are providing just the sort of leadership encouraged by Senator Hartke in his
statement before this Subcommittee last May: I belleve that foundations
should be the cutting edge of innovation and experimentation, that they should
be probing the resources of America so that we can ralse the quality of life for
all Americans.”

The two consortia of colleges I speak for today originated by way of generous
Ford Foundation grants in 1958 and 1962. A few years later consortium arrange-
ments became a high priority for qualifying for certaln Federal funds. But the
principle of couperation among institutions for efliciency of operations, sharing
of resources and experimentation in educational programs began with founda-
tion grants. Both consortia continue to depend on foundation grants for many of
their innovative programs. (See Appendix B.)

The Associated Colleges of the Midwest-Newberry Library Seminar in the
Humanities brings students from their undergraduate campuses to study and
conduct research among the splendid collections of the Newberry Library in
Chicago. This program was first underwritten by the Carnegie Foundation in
1964, several years before Congress authorized the National Endowment fur the
Humanitles. The government agency did match aid with the Avalon Founda-
tion (now the Andrew W. Mellon ¥Foundation) for a later grant to the program.

The instances of combined foundation and Federal grants have enabled our
colleges to bring about significant changes. Dean Bruce Morgan of Carleton
College says, “The Alfred P. Sloan Foundation grant to science at Carleton
revolutionized our science program. That grant followed by the National Science
Foundation College Science Improvement Program grant clearly lifted our
sclences to a level of excellence they had not previously attained.” The grants
provided curriculum change, faculty renewal and stimulation of faculty research,
equipment and new science courses for non-science majors.

A case of a Federal grant spurring foundation support is the U.S. Office of -
Education Speclal Services grant to Macalester College, which enabled the
college to develop its minorities program. As a diret result Macalester has de-
veloped a three-year program to serve American Indians, which has attracted a
Rockefeller Foundation grant.

Some foundations fund areas of special interest. One foundation particularly
supports efforts to improve mauagement; another encourages innovative ap-
proaches for programs of financial aid and admisslons; another provides incen-
tives for increased alumni and corporate giving. The ACM and GLCA colleges
have recelved foundation grants in each of these areas with the result that in-
novative and experimental programs have been developed.

Coe College, for instance, has benefitted from two ILouis W. and Maud Hill
Family Foundation grants to improve admissions and academic productivity,
a Danforth Foundation grant to develop teaching paraprofessionals, and a Ford
Foundation Venture Grant for academic innovation. Denison University is in-
troducing simulation programs into the curriculum by virtue of a Lilly Endow-
ment grant., Grants from the Andrew W. Mellon Foundation and the R. K.
Mellon Foundation to Denison have provided faculty support improvement in
faculty salaries. Three grants from the Kresge Foundation have aided construc-
tion of two Denison buildings and renovation of a third. Colorado College
effected its striking “Colorado College Plan” enabling students to study one sub-
ject at a time in varlable-length calendar segments with the help of a Ford
Foundation grant. St. Olaf College coined the word “paracollege” and instituted
an experimental college-within-a-college by way of a Louls W. and Maud Hill
Family Foundation grant.

Foundations are encouraging higher education to find solutions to the more
strateglc issues of educational purpose, personnel policy including tenure, and
teaching effectiveness. The colieges in our group are currently receiving foun-
dation support in these areas and have alrady undertaken important new pro-
grams in carreer education, faculty development, and innovative teaching. The
Allegheny Foundation has assisted Ohio Wesleyan University’s successful Ine
stitute of Practical Politics. DePauw University has received Lilly Endowment
support for a program of training for careers in business and public service.

The dollar grants of private foundations are extremely important to higher
education, but eqnally important is the nature of this support. Consider the
Research Corporation’s aid to scientists at undergraduate colleges through its
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Cottrell College Science Grants. These competitive grants are the only source of
funding dedicated to research in private, undergraduate colleges per se. The
National Sclence Fouundation at one time supported considerable research at
smalt Institutions, and does yet to a limited degree, but with cutbacks in other
forms of federal support for basic research NSF has tried to maximize its
etfectiveness by emphasizing research at the major universities. During a recent
two-year perlod scientists at seven ACM and GLCA colleges received fourteen
grants totalling $257,949 from the National Science Foundation. In a similar two-
year period, scientists at sixteen of our colleges received thirty-one Cottrell
Grants for a total of $351,287. (See Appendix C.) Robert A. Reitz, a professor of
physics at Carleton College, explains the value of the Cottrell Grants this way:
“Why should research be done at small colleges? There is no doubt in my mind
that research keeps a faculty member abreast of some facet of his field and allows
for o kind of innovation and creativity which teaching alone simply cannot bring.
Further, active research tends to set a tone at an institution, with numerous
positive effects on other students not directly involved in the research,” The
contribution of this one foundation program in ‘setting the tone” at an
institution cannot be measured. We think it may be representative of the special
contribution of foundations in upgrading education.

IV, RELIEF FOR FOUNDATIONS

This Subcommittee has recefved many suggestions to provide relief for founda-
tions, The reduction of both the excise tax and the required rate of pay-out seems
eminently reasonable in light of recent analysis and experience. However, I
speak for grant reciplents. We urge that some relief be provided so that founda-
tions will not be forced to reduce their support of higher education. As never be-
fore in their history, the independent colleges and universities of America turn to
the private philanthroplc foundations for support and for leadership.

Great Lakes Collcges Association and Aember Institutions—Income by
source for the period of 1959-1969

Source of income: - Amount of income
Private foundation gift dollars.._.._. ecmcmeemamacmme—a————- $42, 330, 506
Total value of gift appreciated propertyacc e ccemcccaaaoaca. 38, 547, 623
Gitt value of remainder faterest in life Income contracts

and gifts annultles . oo o e —a 13, G88, 000
Total private gifts e cm——————— 154, 805, 132
Total tax supported contribution (exclude State scholarships

and 108NS8) v o e e e m e —————————— 16, 570, 131

Total income All SOUrCeS v e eececcccmcecc—c——— 432, 570, 833

Nores,—These figures are the result of an initial examination and are not complete.
Certaln Institutions were not able to respond to each item for all 10 fiscal years.
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APPENDIX B-1
PRIVATE FOUNDATION AND FEDERAL SUPPORT TO THE ASSOCIATED COLLEGES OF THE NIDNEST, *1958-1974
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APPENDIX B-2
PRIVATE FOUNDATION AND FEDERAL SUPPORT TO THE GREAT LAKES COLLEGES ASSOCIATION, 1963-1974
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AprpENDIX O
RESEARCH CORP. AND NATIONAL SCIENCE FOUNDATION RESEARCH GRANTS AT ACM AND GLCA COLLEGES

Number of Total dollar
College grants amount
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1 Cottrell Coltege Science Grants, February 1972 to February 1974,
3 Support for Scientific Research, fiscal year 1972 and 1973.

GRANTS TO ASSOCIATED COLLEGES OF THE MIDWEST (CENTRAL OFFICE NOT MEMBER COLLEGES)

Date of Amount
grant Source Use of grant funds of grant
Jan, 31,1970 Agency for International Development.....- Central America program. , 000
May 28,1970 National Science Foundation.....cccnmeeenan.... [ 107, 400
00....conzennn L L T Argonne semester. ... , 900
Apr. 16,1973 Japanese Consulate-Chicago.............. Symposium on Japaness-American relations. 2,200
Suly 11,1973 U.S. Office of Education.........cccueen.e Imp omentln(lc regional system for health
rofessional education. 41, 600
Sept 1,1973 ... d0c.ncecaienaicoccecnnceconacenn Educational development program......... 90, 000

{Editorial from Change, November 1074]
Tre CRISIS IN PHILANTHROPY

The recent starting disclosure of the Ford Foundation that it is consider-
ing cutting its future grants- by half serves only as dramatic confirmation of the
fact that American philanthropy is in deep trouble, and with it every educational
establishment in the country. The crisis in philanthropy throws into serious
question the strong American tradition of private volunteerism, and a major
erostl)on of that tradition can only add burdens to an alrecady heavily laden public
tax base.

Ford, the largest philanthropic organization in the country, has for some time
dipped more deeply into its capital for grant-giving purposes than most other
major foundatiouns, but it has scen its diversified portfolio fall precipitously from
$3.05 bitllon to $2 billion in one year., The talk now is not only of sharp cutbacks
in its operations, but the possible dissolution of the whole enterprise. The latter
is not likely to be considered serlously, but even the suggestion of its possibility
glves another jolt to already badly shaken nonprofit enterprises.

While the foundations’ plight is secrious, it could in fact become precarious.
Thus far, however, most other foundntions have fared better than Ford, de-
pending on the character of thelr portfolios and funding practices. Continued
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high corporate dividend performance has so far been a saving grace. But profit
prospects, too, may be in for rougher sledding in a period ot serious stagflation,
The assets of the W. K. Kellogg Foundation, for example, have dropped from $577
million a year ago to $443 million, while the Lilly Endowment’s portfolio
(principally made up of Lilly corporate stock) has dropped a relatively low 18
percent. More dramatic downward slides have occurred with other funds, includ-
ing Edwin Land's Rowland Foundation, whose assets of Polaroid stock have
dwindled from last ycar's high of $108.2 million to $15.7 million today.

Foundation officlals are also growing increasingly restive over the effects of
the 1969 Tax Reform Act provisions, which require pay-out rates equal to net
income or a given percentage of total assets, whichever is larger. If incowes
slip below the percentage-of-assets provisions, more dipping into precious and
diminishing endewments may become the rule rather than the exception. The
act’s excessive 4 percent excise tax on foundations is additionally burdensome to
the degree that the tax has shown to be in considerabe excess of the auditing
costs of nonprofit organizations, which it was intended to cover: Last year, IRS
income from this foundation tax exceeded auditing costs by something like $35
million, and that was $35 million less available to the nation’s hard-pressed
eleemmosynary institutions.

All of this, of course, i3 highly distressing news to the country's colleges and
universities, which, as the National Commission on the Financing of Post-
secondary Education recently determined, are already in.serious financial
distress. Indend, the commission discovercd, constant dollar expenditures for
higher education stopped increasing during the sixties and began to decline be-
tween 1971 and 1973. Close to §3 billion a year of academic income comes out of
gifts as well as endowment income, and. both have now been seriously affected.
For private institutions, 27 percent of income comes from philanthropic and en-
downment sources, and the impact of economic slowdown and two-digit inflation
is particularly dectructive in this area. Despressing Wall Street prices have not
only played havoe with foundation portfolios, but also with the endownments of
educational institutions and the assets of individual donors, whose generosity is
usually circumscribed by performance in the money market and current tax
provisions pertaining to gifts and estates. Both have recently come under sharp
attack, and both need careful watching by policy makers and educators alike.

The recent vote in the Congress for an emergency $9-milllon appropriation
to Bisenhower College to stave off bankruptcy only illustrates the very fine
line that now separates life and death for a growing roster of colleges. Many
of them count on the generosity ot one individual, and when pursuits of such
potential Medlcis fail, disaster is ofien close at hand. As individual fortunes
change, 80 may those of a whole college. More typlcal than one wishes to belleve
is the case of a high-quality Southern college whose long-term survival largely
rests on the fortunes of a single individual who has now seen his paper worth
decline by two thirds.

Though {he circumstances of a declining economy are particularly onerous
for the poorer institutions, even the most well-endowed universities now find
themselves the victims of spiraling costs and declining incomes. Net even the
Harvards and Stanfords escape this unremitting squeeze, though they have
a harder time convincing people, even their own faculties, of the new realities.
Stanford's President Richard W. Lyman recently told his academic council
that “if revising the operations of a cafeteria whose annual deficit was cost-
ing us over $100,000 of general funds per year is cause for uproar, we're in
worse shape in terms of shared understanding of what we’re up against than
I, at least, had thought.”

It is one of the ironies of current political thought that the traditional char-
acteristic of American society of relying on individual {nitiative and voluntary
actlon may now be threatened by efforts for federal tax reform, which hope-
fully will provide a more equitable tax sharing by the wealthy. (See Change,
Summer 1974, p. 48.) Traditlonally, the experiences of college and university
fund-raising efforts have shown that a few rich donors make up the pre-
dominant portion of most gift-giving programs. At times, 90 percent of all
gifts received are provided by 10 percent of the donors. Much of this generosity
by the rich has been encouraged by the full gift deductibility clause of the
tax law that allows a full setting-off of current market value donations against
active income. The use of some no longer valid provisions by former President
Nixon to claim full deductibility of the value of his presidential papers has
provided a justified impetus to the Congress and the Treasury to consider
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wholesale reforms of the Tax Act. The House Ways and Means Committee,
currently in recess, has been considering tax legislation all year. It has, among
other matters, considered a minimum tax proposal, which could become part
of a package that would force people. with high incomes to pay a basic income
tax regardless of their philanthropic giving. While it is too early to tell, such
legislation, unless specifically exempting donations to public charities, could
further compound the fiscal problems of the colleges. We do not agree with
Harvard’s economist Stanley S. Surrey that the income tax base can be
effectively broadened by eliminating the special deductions for charitable con-
tributions. The consequent reductions in charitable donations from the rich
are not likely to be made up by middle-income groups.

While the considerations of tax reform are exceedingly complex, the social
approach ta the sharing of private and public responsibility toward educational,
social, and cultural institutions is not. On ; rinciple, any policy that encourages
the private sharing and support of the country's charitable institutions {s con.
sonant with the public interest, and every policy that discourages the widest
possible private generosity is not in the long run in the public interest and -
throws additional burdens on the strained public treasuries.

A far better way would be to seek new avenues for private giving. This
ray be & good time to consider an excellent proposal by Alan Pifer, president
of the Carnegile Corporation, which would provide a 50 percent tax credit
on an optional basis. “Bvery taxpayer,” Dr. Pifer proposed two years ago,
“would be treated as if he were in the highest, or 50 percent, marginal bracket
for salary and wage income for purposes of his charitable contributions. The
effect of this, obviously, would be to give every taxpayer a 50 percent tax credit
for his charitable donations. A person giving $200 would, for example, get
$100 automatically knocked off his tax bill. For the sake of simplicity, this
would be entered on the tax return as a tax credit after all other compu-
tations bad been made, although in spirit it would remain a deduction and would
have to be supported by the submission of an itemized list of contributions.”

One is attracted to Dr. Pifer's proposal both for its functional simplicity
and its reafiirmation of the tradation of private genérosity., And we concur with
economist Howard Bowen’s recent observation that “attempts are being made
in the name of equity to bring about & further relative decline in philanthropy
by withdrawing some or all of the tax deductions. These efforts, though well
intentioned, are misguided. The case 18 strong for arresting any further rela-
tive decline in philanthropy and for expanding voluntary giving. A counter-
weight to government of sufficlent critical mass is still needed.”

No segment of soclety could be more favorably disposed toward a more
equitable tax base than the academic community. But no one should pretend
to overlook the current possibility that serious mischief can result from a
thoughtless legislative application of that principle. The evidence must be
abundantly clear by now that eleemosynary institutions need maximum public
:ltlxpgort& not deprivation, and public policy must be clearly directed toward

at end.

Senator HArTRE. Next witness we will hear will be Mr. Homer
Wadsworth of the Cleveland Foundation.

STATEMENT OF HOMER WADSWORTH, DIRECTOR,
THE CLEVELAND FOUNDATION

.Mr. Wapsworrn. Mr. Chairman, it is a pleasure to be here. I pro-
vided for the committee a statement for the record.

My name is Homer Wadsworth. I am director of the Cleveland
Foundation, and also have the honor of being vice chairman of the
Council on Foundations at this time. .

Mr. Chairman, we responded in Cleveland to your request that we
have a look at the effect of the market on our ‘operations, not only
in the Cleveland Foundation, but in 11 other foundations in that
area. It is the practice in the Cleveland area to meet quite regularly
and exchange information on matters of common interest, and it
was relatively easy for us to pursue this following your inquiry on
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the matter. And I will refer to it in skipping over some portions of
this paper, but covering its essence. -

In the main, as I have indicated, we have suffered substantial paper
losses. The study covering these 12 foundations shows that assets
declined in amounts varying between 14 and 40 percent between the
1st of January and September 30, 1974, The experience of the Cleve-
land Foundation, the largest of the foundations reviewed, and the
oldest of the community foundations in the country, is rather tzpical
of the experience of all of them studied, and I will refer to that in
some detail.

As of January 1, the assets of the Cleveland Foundation were
$168,600,000. At the end of September of this year, these assets had
declined by $40,970,000, or 24.3 percent. It is especially noteworthy,
however, that the income of the Cleveland Foundation has remained
constant throughout the current year. That is, we anticipate no im-
pairment of earnin%s in the current year, in spite of paper losses of
almost 25 percent. This simply means that we have not reduced our
program services in the current year, nor have we cut back on the
volume of grants issued to community agencies of all kinds,

About all that can be said of significance concerning current opera-
tions is that our dollars do not go as far as they did a year ago, a
complaint that reaches far beyond the limits of our modest enter-
prises. It may be helpful to this committee to have our current esti-
mate about activities in the year ahead, 1975. Our present thought is
to increase our spending by 25 to 30 percent, and quite apart from
any guesswork about market conditions, We wish to do so knowing
that the agencies and institutions and individuals that we serve are
under great stress these days, and that in many ways‘c})rograms of
the highest quality that have taken generations to build are in con-
siderable peril, mainly because of economic uncertainty and inflation-
ary conditions with which we cope. This is the time, in our judgment,
to spend, and to thereby give encouragement to those who strive to
hold together our essential services.

It is noteworthy, of course, that ours are marginal efforts at best,
foundations having resources mainly calculated to provide research
and development assistance and short-term aid to educational and
charitable efforts. We are particularly fortunate in that community
foundations are not subject to the excise tax imposed on private
foundations, nor are we regulated in terms of the payout requirement
required of private foundations, Money not paid in taxes is available
for grantmaking. Money not paid out until it is needed is likely to
be used most efficiently. Perhaps this subcommittee might consider
giving the Treasury larger discretion in determining payout require-
ments for private foundations, at least to the extent of providing
that some accumulations may be possible in circumstances where
larger aggregates are required than one can anticipate in a single year. -

This might take the form of seeking Treasury approval, for exam-
ple, to spend 5 percent of assets in 1 year in order to have enough
money to spend 7 percent of assets in a subsequent year, and on a
specific program or programs requiring front-end financing, and the
approximate amounts involved. It is certainly clear that the freedom
extended to community foundations at this point serves well the com-
munity interests we foster, and that corresponding discretion, perhaps

42-903—75——186
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checked by Treasury review, might have similar benefits to those aided
by i)erivato foundations. ) .

t me add one or two other thinﬁ that are a reflection of testimony
this morning. I think it is well to bear in mind that foundations are
a very modest part of the philanthropic effort in this country. People
of America, un'iike people anywhere else, give away almost $25 billion
a year. Most of that money comes not from foundations. It comes from
average people who go into their pockets to support their churches
and their schools, ang their colleges and their PTA and the rest. The
foundation enterprise is about 914 to 10 percent of that total spending.

So therefore, when you get into a discussion of the law on founda-
tions, you have to look at it essentially as the research and develop-
ment funds with which we examine new evidence, determine new
ways of dealing with problems, experiment. For those of us who work
at foundation levels, we see about as much of local officials of govern-
ment as we do voluntary agencies interested in money. At the moment,
I have under consideration requests from the court system, from the
Federal Government, from the State government, from the county
government, from the city government, and any number of depart-
ments and agencies; many of them without that kind of front-end
money for research and investigation that is necessasy to improve on
what we do and the way we go about doing it. And it seems to me
much of the discretion of this subject ought to be brought around to
the point where you deal with what foundations are capable of doing,
and you recognize that if you elimninate this, what you do is make nice
and gray and mediocre most of what we do.

The other point I would make is, it is not going to be very long
before Government itself has to find ways to involve people in sup-
porting what government itself wants to do, and it tends to dry up.
And T think this is one of the reasons why many local agencies, apart
from the fact that they are approaching bankruptey, are also inter-
ested in having support from private, nonpartisan, unbiased, objec-
tive agencies that on merit are willing to consider things that they

ropose.
P Mr. Marrowe. While we are waiting for Senator Hartke to come
back, let me ask you a couple of questions, if I could. You are a com-
munity foundation ¢

Mr. WapsworrH, That is right. .

Mr. MarLowe, I gather from your prepared statement something
that did not come across to me fully when you gave an oral statement.
There was a little bit more optimistic picture when I read your pre-
pared statement than you were giving now. Was my impression in-
correct, or do you feel that the picture for foundations, at least in the
northeastern Ohio that you surveyed, is a little bit better than the pic-
tures that some other foundations may have presented here?

Mr. Wapsworrx, Well, I think that foundations that have pri-
marily been operating from income—and not by virtue either of policy
or anything else, of invading assets—are doing about as well as they
were doing a year ago, and I do not think our experience is any differ-
ent than others. My feeling is that much of the attention given in the
press to the so-called plight of the foundation arose out of considera-
tion of the Ford case, which I regard as really very atypical, Ford,
after all, set out & number of years ago to reduce its assets, and made
certain calculations on the assumption that the market would never
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turn down. I think those of us who, in the main, operate from income
have not been hurt very severely. I think, as a matter of prudence, one
has to take a fairly cautious look at 1975. But as I pointed out in my
statement, it is somewhat advantageous not to be under pressure to—
meet a payout, which is one of the privileges that the Congress has
given the community foundations.

Mr. Marrowe. You mentioned the Ford Foundation, but there was
also a major article in the Wall Street Journal on October 1 of this
year, which mentioned several other foundations, some of ihich,
quite honestly, I had never heard of before. So they must be—cer-
tainly, of course, of less size, but of less notoriety than the Ford
Foundation. I do not recall that any of the foundations in Ohio were
directly mentioned. I see one affiliated with the Sloane Kettering In-
stitute mentioned, but I am trying to draw a distinction as to what
may be happening in Ohio as compared to what may be happening na-
tionwide, and whether you have any better fund management, invest-
ment management, or whether it is just a question of the particular
group involved in the survey.

Mr. Wapsworti. 1 do not think we have any better fund manage-
ment than anybody else. I think Mr. Bolling put his finger this morn-
ing on the essential problem that is involved; namely, that in the
period of downturn, trustees become supercautious, and one can
hardly blame them, particularly if you are mana%ing private funds
and vou are subject to as much constraint as those who manage
private foundations now have to deal with. Community foundations
are in a very privileged position, Xou see. We are given what it seems
to me every foundation needs, and that is a high degree of flexibility.
If you are only spending less than 10 percent of the philanthropic
dollar, there had better be some flexibility in the way in which that is
managed, and the way in which it is used.

Novw, the Congress has said, for I think very good rcasons, that the
community foundations may continue to have this privilege. I wish
that the Congress would press the Treasury a little bit, and get us
?eomhregulatxons. We have been sitting around for § years, waiting

or those.

Senator Harrke. I find that that is a legitimate complaint, and I
think you are wholli justified, and we will write them a letter again,
saying that we think 5 years 1s long enough to get out a regulation.

r. WApsworTH. I appreciate that, sir.

Mr. Marwowk. I had only one more question, Senator. You talked
about foundations obviously not being in difficulty if they are just
going into their income. The experience of the foundations that you
surveyed in the Cleveland area—will they-be able to stick to that pat-
tern if they had been just distributing out of income, or will they be
forced to go into assets?

Mr. Wabsworrii. I think that the study shows—and I have attached
a copy of it to my remarks—that for the most part, the foundations
in eastern Ohio surveyed will hold pretty close to their present pattern
of giving, unless the market condition worsens greatly. Psychologi-
cally, there will be a little bit of press in the private foundations in
the group to spend cautiously. I assure you, as the biggest of the
foundations in castern Ohio, we are tending to in the other direction;
that when things are tough, we ought to be prepared to spend more -
liberally, and this is our own judgment about it.
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We are quite aware of the difficulties under which those who come
to us are facing, and as I indicated, Senator, this applies not only to
privato colleges and universities, it applics as well to units of govern-
ment. At the moment, I have well over 20 applications from agencies
of government for studies of all kinds, for experimental effort in the
juvenile field, and in the administration of justice and child welfare;
In effect, almost across the board with research and development ac-
tivity that government itself cannot finance at the local level, and all
exceedingly important, ranging all the way from the examination of
tax-delinquent property in the city of Cleveland to the operation of
the juvenile court system. And not at the request of private citizens
who want to raise {\*ed, but at the request of properly constituted
public officials, elected to offices. This is the condition that we face,
and this is the response we are trying to make to that condition.

Mr. MarLowe. You mentioned——

S;mator Hartke, Well, that is a new form of revenue sharing, is it
not »

Mr. Wabpswornir. Yes, yes, that is right. As a matter of fact, one of
the requests we have is for assistance to the city of Cleveland in man-
agement of revenue sharing funds allocated to them.

Senator HarTRE. Do you really think that is a proper function of a
foundation?

Mr. WabsworTH. Let me be clear as to what the request is. The
request is for technical assistance in setting up a management system
to give the city better control of what they do with money, and the
refereeing of the multiple payments.

Senator HarTre. Why should the city not pay for it?

Mr. Wapsworrit. If the city had it,% think very much they would.
But the city is very much like the city of New York yesterday. They
just laid off hundreds of employees as the result of the failure of a
ev, drive in a local election. The pressure on local government in a
re- ssion like this is very severe. There will be over 1,000
e -nloyees——

Senator Harrre. Then I think the Congress ought to go back and
say. we refuse to go along, too, because after all, some of those same
officials come on back and are complaining about this wild-spendin
Congress; and the best way to do that is close that tax loophole, whic
is financing these cities through the back door, because the cities do
not have the courage to face up to their own tax responsibilities. Why
should you use Federal tax dollars, a subsidy out of a foundation, to
subsidize local government; because local people do not have the
courage to face the voters, right ¢

Mr. WapsworTH. Lot me be clear. The best any local foundation can
do is at the request of officials to sugport a study of a problem. The
3uest.ion you raise is the question of whether you have an equitable

istribution of the tax dollar. As long as your major sources are
monopolized by the Federal Government, then some means hy which
money necessary to run vital services gets back into local communities
has to be devised. So far, revenue sharing is one of those devices.

-Whether it is successful remains to be seen. ~

Senator HArTKE. I think that is doing through the back door what

| you cannot do through the front doox('i and I just think that type of

duplicity should not be permitted, and I think that is what it 1s.
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Mr. WabsworrH. I am not sure that I understand what you are
getting to, Senator. If an official of——

Senator Harrke. What I am saying, simply, is if tho local govern-
ment refuses to pay its own bills and assume its own obligations, and

oes back and takes advantage of a tax subsidy given to a foundation
in which the donor is going ahead and avoiding his tax responsi-
bilities, I do not see how you can very well justify that. i

Mr. WabsworTH. Woufd you say that if the judges of a juvenile
court come to a foundation, and ask the support for a study of how
to improve the practices of that court, that this is not a legitimate
request to be considered ?

enator Harrke. I do not think it is a legitimate request of a
foundation, no. -

Mr. Wabsworti. In effect, the court ought to sponsor its own
studies?

Senator HarTkE. I certainly think so. They ought to go to the
people, and put it on the table before the people, an sa.ly)'2 if you want
a better court system, you are going to have to pay the bill.

Mr. Wabsworrit. Well, you inow, p?iying the bill for a good court

system is not the same as énaucing a study.
. Senator HarTRE. You ought to ¢;y the bill for financing the study
if you want a better court system. You ought to pay the bill to financa.
the study. This dod%in responsibility and ducking around, and sneak-
ing through the back door, to me is one of the things that people hate
now. That is why they have no confidence in government.

Mr. Wapswortn. I can agree we had better be prepared to pay for
what we really want as citizens.

Senator Harrke. Pardon{ °

Mr. WapsworTH. I agree we ought to be prepared to pay, as citizens,
for what we really want. No problem with that. -

Senator HarTrE. That is why I think it is foolish for us in Congress
to talk about the fact that we are going to be fiscally responsible and
perniit the foundations to be fiscally irresponsible,

Mr. Wapsworti. Well, I would have to take issue with your view
that foundations are fiscally irresponsible.

Senator HARTKE. You mean to say to me it is not fiscally irresponsible
to say to the city government, if you want a study of your city court
system, you pay forit? .

Mr. Wapswortn, Well, [——

Senator HarTice, Well, say the people of Cleveland go back and say,
look, Cleveland, if you want a better court system—your court system is
not working—you are going to have to pay for it. This is not a case of
anything except the 1:zovernment: warking.

Mr._ Wansworrir. Well, there are other aspects of this, you know. The
question is not what sort of study, but to what extent will it be ac-
cepted by people as the basis on which to determine &t what level they
wish to finance a public servico? Sometimes, it is a matter of just
reasonable strategy to look for other ways to fund it. .

Senator HARTKE. Well, there is no law against it.

Mr. WabsworTH. It is a judgment question, you know. Sometimes
we turn them down, and sometimes we accept them,

Senator Hartke. I think that is a political decision, a pure and
simple political decision. I do not think it is 3 judgment question. It is
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& question of whether the city wants to pay its bills; and if you want

to share revenue with them, if you want to do that, if you want to put

it back on & different basis and change the method of ‘collecting taxa-

tion, I am in favor of it. But I am not in favor of the subterfuge.
All right. Thank you.

Mr. Wapsworrn. Thank you.

[The prepared statement and the following material was submitted
by Mr. Wadsworth:] ‘

PBE‘PAR!D TesTiMONY BY HoMmer C. WADSWORTR, DIREOTOR, THE CLEVELAND
F 2UNDI€;‘ION. PRESIDENT, GREATER CLEVELAND ASSOCIATED FouxpaTtioN, CLEVE-
LAND, OnIo

The charitable foundations of America are alive and well and going about their
appointed tasks much as they have been doing for several generations. They have
not suffered serfous impairment as a result of adverse market conditions in the
current vear, or 8o it would seem from a survey of public and private founda-
tions in Northeastern Ohio just completed by the staff of The Cleveland Founda-
tion. A copy of the survey results and a sample of comments on key questions
%:ke:l of twelve such foundations in a recent telephone inquiry is attached

reto,

This is not to say that these institutions have not snffered substantial paper
losses, The study shows that their assets declined in amounts varying between
14% and 109% between January 1st and September 30, 1974. The experience of
The Clevoland Foundation, the largest of the funds reviewed and the oldest
community foundation in the nation, is rather typical of the experience of all
of the foundatlons studied.

The market value of The Cleveland Foundation on January 1, 1074, was $168.6
million, At the end of September of this year these assets had declined $40.97
million, or 24.89%. .

It is especlally noteworthy, however, that the income of The Cleveland Foun-
dation has remained constant throughout the current year—li.e.,, we anticipate
no impairment of earnings in the current year in spite of paper losses of almost
25%. This simply means that we have not reduced our program services in the
current year, nor have we cut back on the volume of grants issued to community
agencies of all kinds. About all that can be said of significance concerning cur-
rent operations is that our dollars don't go as far as they did a year ago—a com-
plaint that reaches far beyond the limits of our modest enterprises,

It may be helpful to this subcommittee to have our current estimate about
activities in the year ahead (1978). Our present thought Is to increase our
spending by 289, to 809 in 19073, and quite apart from any guesswork about
market conditions. We wish to do 80 knowing that the agencies and institutions
and individuals that we serve are under great stress these days, and that in
many ways progcams of the highest quality that have taken generations to bring
to their present levels are in considerable peri‘l. mainly because of economic un-
certainty and the Inflationary conditions with’ which we must cope. This is the
time for us to spend, as we see it, and to thereby give encouragement to those
who strive to hold together our essential services,

It is noteworthy that ours are marginal efforts at beat, foundations having
resources mainly calculated to provide research and development assistance and
short-term ald to educational and charitable efforts, We are particularly for-
tunate in that community foundations are not subject to the excise tax imposed
on private foundations, nor are we regulated in terms of the pay-out require-
ment required of private foundations. Money not paid in taxes is avatilable for
ggxrllt»mlnklng; money not paid out until it is needed is likely to be used most
efficlently.

Perhaps this subcommittee might_consider giving the Treasury larger discre-
tion in determining pay-out requirements for private foundations, at least to
the extent of providing that some accumulation may be possible in circumstances
requiring larger aggregates than is posaible in any one tax year. This might
take the form of seeking Treasury approval, for example, to spend 5% of assets
in one year in order to have enough money to spend 7% of assets in a subsequent
year, and on A specific program or programs requiring front-end financing in
the approximate amounts involved. ‘ .
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It is certainly clear that the freedom extended to community foundations at
this point serves well the community interests we foster and that corresponding
discretion, perhaps checked by Treasury review, might have stmilar benefit to
those aided by private fouundations.

THE CLEVELAND FOUNDATION,

GREATER CLEVELAND ABSOCIATED FOUNDATION,
Cleveland, Ohto, November 12, 197}.
Attention: Michael Stern, staff director.
Hon. YANCE HARTKE,
Chairman, Sudoommitiee on Foundations, Committce on Finance, U.S. Senate,
Dirksen Senate Ofiice Building, Washington, D.C.

DEAR SENATOR HARTKE: For the past several years, representatives of founda-
tions in Northeastern Ohio have met together periodically to share information
on grant proposals and discuss mutual concerns. At its meeting on Monday,
November 4, 1974, notice of the hearing of the Finance Subcommittee on Founda-
tions concerning the impact of the current economlic crisis on foundations came
to our attention. .

Members of the group are pleased to have the opportunity to submit to the
Subcommittee information which we hope will be helpful. The following ques-
tions, similar to those used by other foundations in the country, were presented
to eleven other foundations. The names of those foundations are listed at the
end of this letter.

1, w':mt does the 1074 economic downturn mean for foundation assets and
income -

2. What does the 1974 economic downturn mean for foundation expenditures
and budgetary planning?

8. What particular effects would reductions in foundation giving have on vari-
ous types of donee institutions?

4. What are the effects of inflation on the foundation and typlical donees?

5. In current economtc conditions, are losses to charity represented in the 4%
tax worth what 18 belng brought into the Federal Treasury?

Attached is a composite report of the data collected from 12 foundations, in-
cluding The Cleveland Foundation. Thank you for your consideration.

Sincerely,
Hoxer C. WapswortH, Director.

Enclosure:

QUESTIONS RELATED TO CURRENT ECONOMIC DOWNTURN ON ASSETS, INCOME, EXPENDITURES AND
BUDGETARY PLANNING FOR 1974

Assets
(opproxl-
mm&
Fdtn. (percent) Income Expenditures (estimated) Budgetary planning
| PRSPPPRPN ~40 Constant....... An‘t;oifgllod down 25 percent in  Notapplicable; no staff sxpenses.
| FORRN ~14 Down—no Down—no estimate............. Delaying decisionmaking to assure current -
longer commitments are met and to support
s;:'unrgln long-time donees.
He....... ~21 Up' 10 pf'mim_. Upl0parcent. ...............
W........ ~20 Constent....... Anticipate no thange........... Projectincome up slightly for 1975.
Vecneenen =18 Upl2.7 percent...... L msl??h?l expenses; dank fees have declined
L T —25 Constant....... Incraase by $200,000 {n 1975. ... Nostall aipenses.
Yil........ ~18 UpSto 10 Up 10 percentover1973........ Hoping for asset sppreciation In 1965;
percent. ums::nowsursomm distribution require-
Vill....... ~40 Constant....... Anticipate decline. . ........... Plan not to continue Invasion of principal
until economic upturn occurs,
1X2....... -3 ..... ([ T 00, eiiicrinrinnencnanae Plan for careful consideration of requests;
discontinue principal invasion.
Xevereanee =3 Upl2 percent... Atiﬁ:l&:.lt maintaining current Reduction not planned for present.
o
b { P -23 Constanmt............ 00..creeseerannceczacnna Do.
X ..... - ..... do......... Anticipate decline up to 10 pes-  Plan possible decrease in administrative
cont in 1975, costs,

1 Community foundation,
3 An association of trusts and foundations; compasite figures.

Source: Cleveland foundations composite survey, Nov. 12, 1974,
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CouMMENTS REGARDING Errects oN DONEE INSTITUTIONS OF REDUCED FOUNDATION
GIvING

I. Some grantee activities will have to be curtalled ; some studies and research
projects funded will have to be halted for lack of support and the work done thus
far perhaps wasted, No new grant obligations can be undertaken, regardless of
worthiness.

II. Where Foundation's gift generates matching grants, constitutes sizable
portions of project budgets, or sustains a project (majority of grants), reduced
funds could be devastating.

III. Where Foundation provides an annual gift, support will continue at cur-
rent level, Fewer projects can receive seed mouey.

IV. Since portion of Foundation's grants provide scholarship assistance, reduc-
tion would affect directly students in need of financial assistance. Majority of
donees are smaller agencies with special projects and equipment replacement
requests; short-term effects on this group would involve postponement of equip-
ment replacement and speclal project initiation.

V. Fewer innovative and performance improvement programs funded. Less
operating income for the major cultural and educational programs which Foun-
dation supports.

VI. Anticipate they will be able to provide normal level of operating support
monies to donees.

VII. Assume donees will have two options: (1) cut back expenditures; or (2)
seek out additional funds. In majority of cases, donees will have to revise down-
ward planned expenditures.

VIII. Institutions are having to wait longer for payment on committed grants,
for Foundation is reluctant to sell securities in poor market.

IX. Since Foundation feels they must maintain reserve for emergencies, only
the highest priority projects are receiving serlous consideration under present
circumstances.

X. Foundation does not anticipate any reductions in grants to donees at present
time.

XI. Foundation does not anticipate any reductions in grants to donees at
present time.

XII. Some decreases in donee operational levels would appear likely since the
uncertainty of public funds-in many areas precludes many organizations looking
to public programs as alternative sources of support. Arts and education appear
to be the areas which would most severely be affected.

Wauat EFFects HAVE INFLATION HAD ON THE FOUNDATION AND ON IT8
TYPICAL DONEES?

1. Activities of donees will be limited because of inflated costs. Foundation
has no administrative expenses.

II. Foundation dollar income from securities has actually increased in some
instances because of inflation; since Foundation has practically no overhead,
it has not suffered negative effects from inflation. Donees are seeking more
dollars from foundations to meet rising operational costs and to make up gifts
no longer as available from individual and corporate donors.

III. If the Foundation provided funds in relation to inflationary increases,
it would be faced with an additional 12-159, increase in grants.

IV. Inflation has not substantially affected Foundation’s operations, but donees
have been hit severely.

V. Foundation has realized some increase in income because of inflation.
lmee pressure is increasing for higher grants to maintain services at the same
evel.

V1. The trustee bank raised its fees to administer Foundation assets. Some
donees are requesting additional support because of rising costs.

VII. Foundation has had increased Income from some assets, although unable
to predict whether income will continue to grow at rate which reflects inflationary
rate, Foundation will aid donees to offset inflation; donees will have to make
activities more efficient.

VIII. Foundation has noticed that projects submitted for funding cost more.
No discernible effects of inflation on Foundatfon itself.

IX. With project costs higher and income constant, the gap between what 18
requested and what I8 granted to support a specific project is Increasing.
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X. Foundation has no real administrative expenses, so inflation has not
affected operations. Foundation does not anticipate any effects because it makes
only project, not sustaining, grants.

XI. Foundation has no administrative expenses and has not seen any infla-
tionary effects in donee requests. ]

XII. It planned increases in grant expenditure levels for 1975 hold up, this
would enable grantees to offset, at least in part, the impact of inflationary
economy, Conversely, if Foundation income declines drastically, as donee income
falls, the total effect would be disastrous to grantees.

IN Your JUDGMENT, ARE THE L08SSES TO CHARITY REPRESENTED BY FOUNDATIONS
PAYING A 4-PERCENT TAX INTO THE FEDERAL TrEAsURY WORTH THE IMPACT
ON DONEE INSTITUTIONS?

I. It the money paid in taxes had gone directl;' to fiil grant requests this year,
it could have been used wholly for medical rescarch, hospital or library pro-
grams, aund scholarships.

II. Though the 4% tax is not a great bLurden to the Foundation, the money
cannot go to both the government and to donees. It is more likely that the

amount paid in taxes would be vastly more meaningful to many donees than it is
to the government.

III. Not applicable; community foundation.

IV. Not applicable; community foundation.

V. This tax is anti-inflationary, as it transfers money from the Foundation
to the government. However, since the Foundation’s primary donees are inter-
ested in maintaining economic self-support, in preventing or limiting neglect,
abuse, ete. and to the extent they are not served, soclety suffers. Output is
less, productivity is lowered, and the economy is worse from unavailable funds
in critical areas.

VI. What is pald in increased taxes could otherwise have been granted to
needy institutions,

VII. The tax is not a tax on foundations; it {s a tax on donees because it
lowers the level of support available to charitable institutions.

VIII. Under ordinary conditions, Foundation provided for 495 tax by invading
principal. Now, the tax monies must come from income.

IX. In the past, the tax has not seriously affected the foundation's granting
capacity because principal could be spent to maintain the desired expenditure
level. Now, taxes and grant payments must both come from income.

X. Charity is really losing. The supervision of foundations cost the govern-
ment between 1% and 2%, net 4% ; everything about the cost of supervision
is a direct tax on charity.

XI. The expenses of the Foundation’s audit are justified; anything above that
is a tax on charity.

XII. Not applicable ; community foundation,

Senator HARTKE. The next witness is Mr. William L. Bondurant,
executive director of the Mary Reynolds Babcock Foundation, Win-
ston-Salem, N.C. I have a problem, sir. I am going to permit Mr. Mar-
lowe to conduct the rest of the hearings, if it is all right with you. I
am going to a conference committee on hazardous materials, and I just
want_you to know that we will try to go ahead and save a few lives
with that this afternoon. )

Mr. BoxpuRANT. I certainly would not step in the way of that, sir.

Senator HarTke. All right.

I will let you take over.

STATEMERT OF WILLIAM L. BONDURANT, EXECUTIVE DIRECTOR,
MARY REYRNOLDS BABCOCK FOUNDATION

Mr. BoxpuraNT. Mr. Marlowe, I am William L. Bondurant, execu-
tive director of the Mary Reynolds Babcock Foundation of Winston-
Salem, N.C,, which is a general purpose foundation with assets of
around $21 million.
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I might add also that I have recently served as the head of a major
department in North Carolina, the Department of Administration,
for the past 18 months, and my remarks today will in some way reflect
my experience working in State government as secretary of admin-
istration, as well as my previous 4 years working with the Babcock
Foundation and now in my position as executive director. '

The 1969 Tax Reform Act was in our judgment a constructive re-
sponse to conditions existing both at that time and to a great degree
still existing. From the point of view of the management of a private
foundation, the horrors which many people expected when the act
was passed simply have not come, and the act has been both stinulat-
ing and constructive in a number of ways, such as f)rovidin more
accountability to the public who are in a sense shareholders of founda-
tic ns, less likelihood of foundation control of family corporations, and
betier monitoring of foundations by the Internal Revenue Service.

However, the Tax Reform Act was not designed to deliberately cause
the liquidation of foundations over a certain number of years. Forced
liquidation of foundation endowments was debated and rejected as
ultimately not in the best interests of our society.

Unhappily, it now appears that economic conditions are doing just
what Congress sought to avoid. The depressed stock market and in-
flation are reducing both the assets and the effectiveness of founda-
tions to an alarming degree.

Now, I do not propose to speak as the representative of a class of
foundations, but f have reason to believe that there are a number of
moderate-size foundations who share our experiences.

The Babcock Foundation was created in 1953 by the will of Mary
Reynolds Babcock as a general purpose foundation devoted to improv-
inﬁ the human condition. Its primarz beneficiaries have been private
colleges and universities in the South, mostly in North Carolina, al-
though it has made grants over the years to support a wide varie&y of
charitable, scientific, educational, or social welfare activities around the
nation, Initially endowed with $12 million in 1954, and with additional
capital contributions of around $5.5 million for a total capitalization
of $17.6 million, the foundation has paid grants totaling $33.2 million
over a relatively short span of years. Every one of these, incidentally
has gone to a tax-exempt, nonprofit organization except in the case of
one small grant to a nonprofit organization which will soon be tax
exempt.

Based on capitalization of $17.6 million and making grants totalin
over $33 million, we have over the years granted in excess of $9.1 mil-
lion from capital in addition to grants from income., Indeed, we have
made grants in excess of income for 14 of the 21 years we have been
1n existence, i

Thus, this foundation, similar I believe to many foundations, has
strived over the years to do the right things in the most efficient ways:
to grant both capital and income, to support only tax-exempt pro-
grams, to maintain low overhead and to mg a variety of notable insti-
tutions seeking to solve important problems in innovative ways.

I wish we had time to explore some of the exciting things that are
being done with these funds. And, after all, that is what our efforts are
all about, but I must push on to analyze specific economic effects on
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the foundation in four areas: what has happened to our market value,
our income, our annual payout in relation to our income, and our over-
head. We shall then briefly look at the impact of inflation on the foun-
dation, & projection of the effects of a continuation of present market
conditions, and finally a modest proposal.

I have included in the testimony copies of the charts that I have
up here, and I will not spend but one or two sentences on each of these

-charts.

I have selected 3 years at 5 year intervals, 1964, 1969, and 1974, as
the best way to see the effects of economic conditions on the foundation.

What has happened to our market value? In 1964 the foundation
held $37.1 million in assets at market value. By 1969 our assets had
declined to $32.5 million, and by 1974 our market value was $21.6
million. Thus in 10 years, the foundation’s market value has declined
by 42 percent. Of course, this was due in part to our granting funds
from principal. - .

What has happened to our income? In 1964 the foundation’s gross
income was $1.g million. By 1969, annual income had decreased by
$237,000, and in 1974, it was $1.2 million. Thus, in 10 years, gross
income declined 32.8 percent. . )

What has happened to our annual grants payments in relation to our
annual income? In 1964 the foundation paid out 4.4 percent of its
market value. This expenditure exceeded income in 1964 and required
our carrying forward an income deficit for that year, In 1974, the
foundation paid out 7 percent of its market value. A little over haif_ of
that was covered by income, and again the foundation has carried
forward an income deficit. We also paid some from Erincipa] that year.

We began our fiscal 1975 year with contingent liability for grants in

. excess of 1.8 million.

What has happened to our overhead in the meantime{ In 1964, and
again in 1969, the Babcock Foundation’s overhead was 8 percent of
grants paid. In the past 5 years, when income has decreased by $348,000
and inflation has nationally increased operating costs, our operating
costs have risen to 14 percent of grants paid. However, I might point
out that the 1969 Tax Reform Act has caused the foundation to incur
several new operating expenses, accounting for at least 414 percent
of the increase from 8 percent to 14 percent.

We might compare this with the Federal office probably most simi-
lar to the foundation in program interests, According to the appendix
of the Budget of the U.S. Government for fiscal years 1969 and 1974,
the Higher Education Activities of the Office of Education, HEW,
which expends more than 100 times what we do, reported an overhead
of 24.1 percent in 1969, and 21.8 percent in 1972.

What has been the impact of inflation on the foundation? Between
1064 and 1974, the purchasing power of the dollar has declined by 46.8
I}ercent according to the “Survey of Current Business,” October 1974.

hus, the foundation would need an income of $1.9 million to produce
the same monetary results in 1974 as it did in 1984. Our income for
1074, in fact, was $1.19 million or only 62.6 percent of the amount
needed to remain at the same level of monetary effectiveness as 10 years

ago- ’ . [ I3 . . ) !
This chart, incidentally, is the third chart in the testimony that you
have there, and it indicates the level of grants in 1964, 10 years ago.
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This line shows the required income that it would take to continue the
same efficiency in the ensuing years, and this line is our real income,
during the period. )

And then the final chart, if past or current economic trends continue,
what will be their impact on this foundation f The foundation’s market
value has declined by 33 percent in the last 5 years, If this continues,
our assets will be down Prom $21 million to $15.3 million in 5 years.
Assuming the same income rate we have had for the past § years, 5.15
percent, and ignoring the depletion of principal produced by the re-
quired 6 percent payout, the foundation will have only $788,000 to
grant from income in 1979. .

. Now, assuming a 5-percent rate of inflation over the next 5 years, our
income for 1979 would have to be $2.3 million to match our 1964 pur-
chasing power. If the E)rojected income is correct, the foundation will
have only 34 percent of its 1964 purchasing power in 1979. Thus, in 15
years we will have seen & decline of 66 percent in the foundation’s
ability to assist worthy causes. -

What can be done to improve the future economic situation of the
foundation? As our statistics indicate from a fiscal point of view, the
future of this foundation and indeed of all endowe({) organizations, is
not bright. Our board, our investment advisers, and our staff are
doing all that they can to respond to these pressures in reasonablo
ways. Yet the combined forces of inflation and recession continue to
seriously threaten the erosion of our resources and of our effective-
ness. The solutions to these joint pressures will certainly have to be
national in proportion, and surelx it will take all of our best efforts
to find them. However, I would like to put forth one small recom-
mendation that might be of assistance in the national effort to under-
stand and deal with the total questions of philanthropy, tax induce-
ments, encourngement of the private sector’s particigation in meeting
public needs, and all of the myriad of things that the Filer Commis-
sion is studying. May I suggest that consideration be given to the use
of some of the surplus funds generated by the 4-percent excise tax to
establish & permanent Commission on Private Philanthropy and Pub-
lic Needs? Such a Commission, with no regulatory power whatsoever,
could be charged with the duty of updating the information gathered
by the Filer Commission and serve as an objective source of current
information to the Congress and the people of the United States.

Mr. Chairman, the Babcock Foundation has been able to make
Emnts totaling $33 million in the last 21 years largely because our

oard has chosen, in an expanding market, to make grants from prin-
cipal. Now that that principal fund has diminished considerably, we
shall find it very difficult and painful to continue doing so. Major relief
can come primarily in the form of a stronger economy, although of
course some relief would be felt too by the reduction of the excise tax
and minimum payout requirement. Any steps which the Congress can
take to strengthen the economy and to reduce inflation will, through
strengthening foundations, benefit the educational scnent.nﬁc, chari-
table, and religious causes which both Government and private phi-
lanthropy must support. . .

I have a page of financial data, the next page in the testimony here,
that confirms some of the figures that I have given, and the next 4
pages are charta. I speak from the point of view of a small foundation
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down South where for the last 21 years we have sought to be innovative

and to do the job that we felt needed to be done, primarily in our

part of the country where there certainly are far more problems that

Wo can say grace over, but occasionally sortieing out oF the South to

pick up a few good ideas from up here in the East, out yonder in the

,‘?,VESt}’ or wherever clse, and occasionally to bring them back to the
outh.

It strikes me at this particular time when the effect of inflation
upon our assets and upon our effectiveness is most acutely felt, that
this is certainly not the time to take steps that would discourage the
creation of private foundations or philanthropy, but indeed to en-
courage it, and I trust and hope that the Congress of the United States
will very seriously Jook at the market conditions affecting
philanthropy.

I also hope that opportunity will be given for foundations to speak
again to the subject of what they are all about. We can focus too much
on the question of the tax advantage that may help create foundations
in some cases and yet overlook the importance of the job that founda-
tions are doing relative to the revenue lost by that tax advantage,

I would be delighted to come back at some time and talk about some
of the, I think very exciting things that are going on as a result of
initiative of individuals who then come to foundations and seck that
})i]ot money to get their programs underway. Indeed, I would be
wppy to talk about it for the next 2 hours, if I could, but I will
nov do that to you.

Mr. Marvowk. Thank you, Mr. Bondurant. First I want to apologize
to you and to the other witnesses for the lateness of the hour and the
other conditions which are prevailing here, and hope that if there is
any wrath to be directed, that it be directed at me rather than at any
member of the committee. And 1 think it is very clear from what the
chairman had to say that he would enjoy that conversation with you
for whatever time it took.

Both he and Senator Gravel today really spoke to the practicalities,
albeit the underlying philosophy, but the practicalities of it from our -
point of view. If we are going to recommend anything to the Senate
about the change in the tax law affecting foundations, we are going to
have to sell it, and I think Senator Hartke alluded to the fact that he
would have difficulty selling, and perhaps Senator Gravel made the
same types -of statement, and difficulty not so much because it is the
fault of the foundations, but because I do not think that the story
of what foundations are all about has been told, and I do not think
it is certainly evident to Congress just what the story is.

I think the proof of that is in some of the recent developments over
in the Ways and Means Committee affecting the 4-percent excise tax
where at least on at least two occasions they rejected reducing the tax;
and yet it is clear from the statements of the members of this sub-
commites back in October that that is one tax which has to be at least
reduced because it affects the people who need that money the most.

Let me ask you a couple of questions that come to my mind, and
then one which I know came to Senator Hartke’s mind when he read
the summary of your testimony last night.

Haveé you been forced to go into assets in order to meet minimum
payout requirements?



248

Mr. BonpuraNT. No; we have exceeded minimum pa{out require-
ments. We have not beeu\tforced to, but we have gone well above mini-
mum requirements voluntarily.

Mr. MarLowe. Incidentally, I also wanted to take some recognition
of the fact that you are, I believe, part of the Southeastern Council{

Mr. BoNDURANT. Yes.

Mr. Marvowe. Which has just had a conference, I think, and has
been doing an excellent job in promoting cooperation among founda-
tions in that part of the country, I think that was another reason that
we were particularly happy to have someone from other than the usual
area that we get foundations here today.

You recommended at the end of your statement that we make some
adjustment in the 4-percent excise tax, but also in the minimum in-
vestment return?

Do you have any recommendation for us along that line?

Mr. BonpURANT. I am not an economist. I would simgley echo the
remarks that have been made earlier today. It should be based on
broader considerations than what the Federal Government pays as
the minimum interest payments.

I would say that to hit a figure of 5 or 6 percent and sock it in as
a figure would today be reasonable from our point of view, I think
figures that appear reasonable in 1969 and 1968, given the market
conditions at that time, may turn out to be quite counterproductive,
if the basic assumption is correct that private philanthropy and di-
versity of decisionmaking as to how we can best meet the burning
needs that seem to beset mankind over the years should be widely
spread out among the people of the United States by way of founda-
tions or whatever boards may meet and choose. When that basic deci-
sion is made that we do not want to liquidate foundations, I think one
must be prepared to adjust the payout according to market conditions
which, as my figures here show, are eroding foundation assets. An
arbitrary figure, the effect of which is to invade consistently the prin-
cipal of foundations and to do, as the Senator spoke about earlier, by
the back door what was not done by the front door, which is to say
to cause foundations to liquidate when publicly we are saying we are
not really doing that, is not the most admirable way of doingit.

Mr. Marrowe. Mr. Bondurant, this strikes me &s a unique oppor-
tunity for me to ask the type of question that staff people always
would like to ask.

One of the problems that I am faced with here is trying to reach out
to more and more people, both in the foundation community. the pub-
lic and academia. for information. You talk about the need for a Per-
manent Commission on Private Philanthropy and Public Needs, some-
thing after the Filer Commission finishes its work, and although I do
not want to equate the two, that is a point I am making with the rec-
ommendation that you have, but I am wondering what you might
recommend to me that I do to reach out beyond the normal sources of
information that we have, to reach out to more people in the founda-
tion community. to more people who are interested in philanthropy, in
order-to get information, to get advice, and to get guidance for the
subcommittee. - = ,

Mr. BonpUranT. Well, first, let me say that my impression from
talking with colleagues at the Council of Foundations and with what



249

might broadly be called trade organizations for the foundations—and
that is not exactly the word I want—is that you have indeed been dili-
gent in trying to go through those channels to whom we as a founda-
tion relate and try to give information, and second, the invitation
to the foundations to testify hare, to which I responded and to which
others have responded, would certainly help to accomplish that,.

I think quite candi(ily that 1969 taught foundations a pretty sig-
nificant lesson, that they simply were not prepared to respond to tﬁe
kind of questions that you are asking right now, and certainly not in
1969. I think hopefully we are better so today.

I would be happy to take it on as a personal mission to see if I could
not on fact open any sorts of doors so that you could find information
that you want, and I am sure that with the power of your position as
a staff member for this particular committee, you probably do not
have much trouble getting the information that you want.

But I do think the foundations have been negligent in this respect
in the past, and I think this indeed was one of the reasons the South-
eastern Council of Foundations was created.

The 1969 Tax Reform Act has greatly helped us in making infor-
mation available to ourselves and through the 990 AR’s, to the Con-
ﬁress and to the IRS, but I think there is a great deal more we could

o in that regard, and needless to say, it occurs to me that whereas the
Federal Government and the State governments generally deal with

roblems in a symptomatic basis, a ﬁood, a fire, or a famine, the tax

ollar has to go and deal with it, the foundations have the oppor-
tunity, indeed the duty to deal with causation and to say, well, now,
10 years from now how can we prevent that flood from coming back
again, or in 5 years from now, the famine. This is the kind of thing I
think that is going to be with us from now on, and I think that foun-
dations have a tremendous story to tell about their efforts to deal with
causation. Somehow they are not getting that story across as well as
they could and as well as they should.

I am distressed in a way to hear your comment, and the Senator’s
comment, about having to defend foundations. Perhaps I am wrong,
but I equate foundations with the effort to deal with the timeless,
burning problems of our day, and of tomorrow and of yesterday,
hatred, bigotry, mendacity, the serious problems that have beset man-
kind since the year 1. We must deal with these and we cannot expect
Congress or the tax dollar alone to deal with them. I do not think we
will ever get through dealing with them. But I believe that founda-
tions have an opﬂortunity to look beyond the battlefield of todtg', to
look beyond the skirmish of symptomatic relief, into'the broader fields
of causation and to seek permanent solutions. For example, I remem-
ber in the early 1900’s the Rockefeller Foundation, in a time which
was unpopular for private or public money to do this, came to North
Carolina and set up a program to eradicate hookworm. The State

overnment lambasted them for it, the local politicians and the local
eading citizens who were not politicians thought this was an invasion
of northern ideas into the South, and yet before several years had
passed, it became a very acceptable thing. i

Indeed, the State and the Federal Government then picked.-up on
the programs in succeeding years. but at the time it was done, it was
most unpopular politically. The State of North Carolina has in fact
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benefited greatly from that, and I do not believe that the Congress
or the State government would have done anything. I simply do not
think they would have.

I am beginning to feel that you have given me a platform, and I
am sorry I have taken more liberties than I was allowed.

Mr. Marrowe. Thank you very much.

I hope that the subcommittee will take up your offer to come back
and discuss some of these underlying issues, but I will put the condi-
tion out that if you would like to talk 2 hours-on that, then I would
like to talk to you 2 hours about the difficulties that Congress has in
acquiring the information it nceds in order to make ﬁolicy decisions,
bﬁcause think we have both got something to talk to each other
about.

Mr. BoxpuranT. I will consider that a mutual offer, and will look
forward to following up on it.

Thank you.

Mr. Marrowe. Thank you.

[The following material was submitted by Mr. Bondurant:]

FINANCIAL DATA—SEPT. 11, 1953, THROUGH AUG. 31, 1974

Total grants Excess or
. committed (deficiency) Grants
Fiscal year ending Netincome for payment of income payments
$41,012.69 $129, 500. 00 (388, 482,31 }39 000,00
439,820.06 1,165,070, 22 2 25, 250. 16 28, 570, 22
615,008.05 1,127,000.00 511, 991.95 913, 901.91
662,275.97 624, 589. 64 37,686.33 680,772, 90
721,509.16 345, 786. 20 375, 7122.9% 495.40
771,700.62 1,276, 951.8? {505.25!.25 839, 282. 50
872,782.93  1,371,927.00 499, 144.01 894, 092. 00
, 010, 001. 95 692,572.02 317,424.93 $12, 5%. 30
, 178,304,565 1,524,633 35 (346, 328. 80 , 569, 752.63
,235,489.85  2,407,093.01 (1,171,603, 16 , 541, 512,51
,339,437.09 1,908, 790.39 (569, 353.30 647,544, 83
,687,440.89  5,799,012.43 (4,111,571.54 , 925,612 1t
,394,644.19  1,173,100.00 221,544.19 , 307, 795.63
L4M3,834.76 ], }32.119.83 311,7114.93 , 594, 035. 94
,467,130.95 2, 145,759.30 (678, 628. 35) . 546,693. 30
,427,299.78 985, 266. 45 442,033,133 , 469, 946. 65
,398,292.56  3,635,023.22 (2,236, 730.66 3, 816, 865. 22
,290,130.86  1,411,123.91 (120, 993.05 ,197,125.94
,118,486.81  2,531,910.53 (1,413,423.72 2, 481,522, 7%
777,938.48  2,814,679.23 (2, 036, 790. 45 . 346,929.23
931,714.48 833, 147.17 97, 967.31 , 552, 869. 51
21,824,261.74  35,035,660.77 (13,211,448.73) 33,214,923.11
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Mr. Marrowe. Our next witness is Mr. Robert Augsburger, vice
president for Business and Finance of Stanford University.

STATEMENT OF ROBERT R. AUGSBURGER, VICE PRESIDENT FOR
BUSINESS AND FINANCE, STANFORD UNIVERSITY

Mr. Augssuraer. Mr. Marlowe, I believe you have my written testi-
mony, and so in the interest of time I will just try to highlight a few
of the facts set forth, and indulge in trying to emphasize a couple of
the issues that I think are very critical from the point of view of Stan-
ford, and I suspect that they apply more broadly and generally to
other higher educational institutions as well.

Some 37 percent of Stanford’s educational budget comes from pri-
vate giving in the form of either current gifts or endowment income,
from gifts previously received and invested, Foundations represent a
very significant element of that gift givinfg. Over the last 10 years, 25
Fercent of our gifts have been received from foundations. Qver the

ast 214 years we have been engaged in a $300 million fundraising
campaign, and foundations have contributed close to 33 percent of
(tlh:e total of $173 million that has been either pledged or given to

ate. .
We have outlined in my memorandum to you some of the various
sources of giving and the type of giving that we have received from
foundations, but there is one very critical issue here that I would
like to e‘mpi:mze. Having come into higher education from the in-
vestment business about 4 years ago, I find it somewhat easy to draw
analogies, and I think there is a very appropriate analogy here in that
as I see it, foundations represent a source of venture capital for the
social aspects of our society in the same way that venture capital firms
represent a source of capital for the profitmaking segment of our
society, and these both perform very valuable functions. They are
generailystaﬂed by knowledgeable, sophisticated people who are able
to evaluate a variety of investment opportunities that are presented to
them, and provide the seed money to get new ideas going. And those
new ideas are beneficial to our society, whether they come out of the

rofit sector or out of the social, nonprofit sector.

And then it becomes the responsibility for that organization, what-
ever it may be, to find the permanent funding to proceed to develop
more fully those ideas which are successful.

I have set forth one of them, and I would just like to elaborate on it
because I think it is very important. Five years ago eight of our most
senior faculty members from a variety of fields, recognized the nheed
for a new course or a new curriculum that would interrelate biological
and medical sciences with the social sciences, or particularly those of a
behavorial character, anthropology, sociology, psychology and so
forth. Through the auspices of the Ford Foundation we received a term
grant for 5 years running about $120,000 a year to begin to put together
that program. This is the last year in which we have those term funds.

In the space of 4 years’ time that program has become one of the
most significant parts of Stanford’s undergraduate curriculum. We
graduated some 169 students last year with majors in human biology.
It is now the third largest undergraduate major at Stanford

University.
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More importantly, these undergraduates are getting the o rtunit
to be exposed to people like Nobe?Lau reate J os‘l;ﬁm Ifsderbexl?g;o to Pau){
Lhrhcl}, one of the most eminent population biologists in the country,
to David Hamburg and Jane Goodall who have done pioneer work in
the study of primates and the application of that knowledge to a better
understanding of man.

Of those 169 graduates last June, about 25 percent are now in medical
school, 5 percent are now in law school, and the others are scattered
In & myraid of fields such as nursing, nutrition, agricultural food
research and what have you. We probably could not have done that
without the benefit of the kind of startup capital, if you will, that the
Ford Foundation provided.

I could give you a number of other examples. This obviously is the
most successful one, but it is very critical to us to have that kind of a
source of funds, and all the more so as we face a greater and ter
financial crunch, as one speaker this morning referred to it, in that we
have to remain alive intellectually and programmatically to maintain
our purpose, :

e second issue I would like to discuss—and I am s little bit more

comfortable with it because it is my background, has to do with the
distribution rate or the payout rate and the analogy that it represents
as far as Stanford’s endowment is concerned.
- As we have set forth in my written testimony, in measuring ourselves
against a large group of other tax exempt investment , indica-
tions are that we have produced an above-average in ent return
over the last 5 or 6 years. Our funds have pretty consistently been in
the top quartile of 2,500 tax-exempt funds that we measure ourselves
against, yet during that period of time, our total return, dividends,
interest. and change in capital value has been only 2 percent a year, our
average total return.

At the same time we have been paying out for purposes of our operat-
ing budget something closs to a 6-percent rate. About 3 years ago, even
before the current decline in security {rices we began to observe the
fact that our income was not growing at the same rate that it had been
growing, and this caused us to begin to try to understand the inter-
related economics of our endowment and get a better handle on what
was taking place here. -

And the sum and substance of it is that we discovered that we were
really spending at too high a rate, or distributing at too high a rate
and not reinvesting enough in earnings to produce growth of income
out into the future, - .

We are now in the process of cutting back on our endowment dis-
tributions, recognizing that there is a cost attached to that as far as the
current generation is concerned. but that we do represent an institution
for which we have a responsibility to preserve, and it is hopefully going
to be around here for a good number of decades, and we have to be
concerned about the future as well as we do the present.

Tn effect, we are assuming that most likely expected total return
will be about 10 percent a year, and that our institutional increase in
cost of living, if you will. or institutional inflation rate, is likely to be
something on the order of 8 percent a year. This means that in order
to maintain a growth of income consistent with growth of expendi-
tures, that we need to get the endowment payout rate down to 4 percent.

I recognize that represents a somewhat lower figure than you have
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been hearing in the last 2 days, and I would say that it is probably the
more valid figure, that the others are being a little bit generous or a
little bit circumspect or something, that 4 to 414 percent is the more
likely figure to sustain capital and program over a long period of time.
The thing that I find sort of interesting is the fact that no one has com-
mented about the source of income, anﬁ I really think that in consider-
ing either Internal Revenue regulations or legislation, that there ought
to bea little bit more focus on your part on this.

As I understand the existing legislation, it is the greater of earned
income or the set payout rate, and I think that that represents an
artificial distinction, that earned incolne needs to be reinvested as
well in order to maintain the purchasing power of investment assets.

It probably has not come to light here because most of the foun-
dations have portfolios that consist of dividend paying stocks, simply
where the income produced has not measured up to the set payout
rate, but let us assume a foundation portfolio that has assets that are
all in fixed income, and that the earned income and the total return,
if you will, is 9 percent. If you pay out that 9 percent, which you
are require(i to do under the present legislation, in some 20 years undev
an inflation rate as modest as 4 or 5 percent, you would have depleted
the purchasing power of those assets by about 70 percent.

What we are doing at Stanford, and this is part of recognizing
what was happening to our slowdown in endowment growth, is not

-distinguishing between earned income and appreciation. If we earned

income, even though it is in excess of our payout rate, that amount
that is in excess will be reinvested back in the endowmment to pro-
duce greater income in succeeding years. I would suggest that some-
what more attention ought to be paid to that issue in regard to
foundations. If one looks ahead at circumstances that are likely to
exist because, you know, what it does is it sort of forces investinent
policy. It would force you to invest in issues that did not produce as
much income currently in order to not exceed the payout rate, and
perhaps that might not be the best investment decision or investment
course,

Thank you.

Mr. Marrowr. Thank you very much, Mr. Augsburger, especially
for your persistence in being with us yesterday and today.

A'e there any regulations in the State of California which govern
your investment policies?

Mr. AvosBureer. We have a new Uniform Management of Insti-
tutional Funds Act which is in the process of being passed in other
States. California did not follow the standard uniform act primarily
because of concerns expressed by the State attorney general. We have
a prudent man rule that is expanded to reflect the fact that educa-
tional institutions are operating kinds of institutions. The Uniform
Act, on the other hand provides just a rule of standard business con-
duct. Qurs is narrower in terms of investment alternatives.

Mr. Marrowe. Do you think that you are at an advantage or dis-
advantage compared to foundations which operate under Federal rules
regarding their investment policies?

Mr. AvasBureer, Well, T am not familiar with the rules in regard
to irlllveetment policies, Mr. Marlowe, so I cannot really comment
on that.
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Mr. Marvowe. You were talking about your payout rate being

perhaps around 4 percent, projected._ ) )
Do you have any basis of comparing the portfolio which you have
with the portfolio which either a foundation or foundations in gen-

cral carry? . .
Mr. AuasBurcer. Well, I suspect that ours is not too different from

that of let us say the Ford Foundation or Carnegie Foundation, where
there is not a significant holding of a single stock from the original
donor. Our portfolio is a list of some 75 common stocks, and that
represents in varying degrees 50 to 60 percent of the total.

Ve have, or happen to own a shopping center that is in the en-
dowment portfolio that represents about 10 percent of the total, and
the balance is in a variety of fixed income investments, almost all of

which are marketable types. .
So I suspect that it is, fairly comparable to those foundations that

have been 1n existence for some period of time and have been through
the process of diversification of investment assets.

Mr. MarLowEe. Good. Thank you very much.

Mr. AvesBurger. Thank you. .

[The prepared statement of Mr. Augsburger follows:]

PREPARED TESTIMONY OF ROBERT R. AUGSBURGER, VICE PRESIDERT FOR BUSINESS
AND FINANCE, STANFORD UNIVERSITY

In the current environment, all of us who have financial responsibility for
private educational institutions have been forced to reevaluate the underlying
economic forces which influence the financial stability of our institutions. In
dolng so, we recognize that we must be financially healthy to be academically
healthy and, concurrently, we must be academically strong to remain financially
strong. Achievement of these interrelated goals is dependent on our ability to
innovate educationally and to maintain a stable base of support for established
on-going programs, Since some 37% of Stanford University’s educational budget
i derived from private giving and endowment income, I intend to address some
of the critical issues related to these sources of financlal support.

In 1972, Stanford embarked upon a five year, $300 million fund-raising
campalign, at that time the largest such campaign of any independent educational
institution. Our goals are to obtain $125 million for endowment, $82 million for
term support and $83 million for expansion of teaching and research facilitles.
To date, we have recelved gifts and pledges totalling $173 million of which $56
million or just about one third has been contributed by Foundations and Asso-
clations. These results are quite consistent with our history of gifts since
during the past ten years foundations have provided 259 or $78 million of our
private contributions, and associations some $9 million or 3% of the total. Thus,
as private support of Stanford has grown, so bas foundation support grown in
a fairly proportionate pattern.

It has been our experience that foundations tend to provide term support for
projects such as research and educational experimentation and development,
and also support for phyxical facilities. They are less inclined to provide perma-
nent funding through gifts to endowment. These practices were anticipated in
planning for the Campaign for Stanford and it is interesting to note how they
are reflected in the results to date:

Amount from Target

foundations pem#l.l.n

and campaign

Purpose sssociations Percent  for Stanford
L TSRO S.b%. $00, 000 60 31

600, 000 3 28
300, 000 9 4
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During the Campaign, Foundations have been Involved in the establishment of
twelve professorial chairs, in a variety of fields: ]
Ford Foundation—International Studies; Human Blology.
Baxter Foundation—Pharmacology.
Irwin Foundation—Cardiology.
1907 Foundation—Civil Engineering.
W. R. Kenan Trust—Undergraduate Studies. N
Avalon Foundation—Humanities.
Kresge Foundation—Marketing.

We have also been most fortunate in receiving foundation assistance toward
the construction of new buildings for which the University has a high priority
need. Among these have been a $7.5 million gift from the Fairchild Foundation
for a neurosclence facility in our School of Medicine; a $1 million gift from the
Kresge Foundation for our new law building; and a most recent gift of $2.5
million by the Seeley G. Mudd Fund toward a greatly-needed chemistry building.

More important than the sheer numbers, perhaps, is the fact that foundations
represent sophisticated, discriminating donors. They understand what the educa-
tional process is all about; they have the ability to differentiate between truly
significant educational progress and that which simply reinvents the wheel ; they
have the ability to encourage experimentation which is essential to learning; and
they provide a discipline, requiring evaluation and accountability. Let me outline
a couple of examples of the extent to which foundation support is enabling Stan-
ford to provide educational vitality. The first of these 18 our program fn Human
Biology. Started just four years ago, with financial support from the Ford Foun-
dation, this program was created in response to the need for knowledge of the
complex relationship of man and nature, Its originators were eight of our most
distinguished senior faculty from the blological sciences, from the medical sciences
and from the social sciences. Within the space of a single student generation,
Human Blology has become the third largest undergraduate major in the Uni.
versity—perhaps the most dramatic growth ever experienced by a new curricu-
lum in a major institution.”Last June, almost ten percent of, our baccalaureate
degrees were awarded in Human Biology. In addition to initlal term support, the
Ford Foundation provided endowment for four half-chairs, and matching funds
for three of these have now been secured. The incumbents of all three chairs are
senior members of the Stanford faculty who have been teaching in the program,
but who will now be able to devote their full undergraduate teaching commitment
to it into the future, guaranteeing a cadre of academic leadership for the pro-
gram after the present Ford term grant expires.

A more recent example is an experiment in structured liberal educatlion for
the freshman year at Stanford, begun last year under a grant from the Carnegte
Corporation. It involves a smal) group of specially selected students, living in the
same residence hall and participating in a ¢common core curriculum emphasizing
the traditional major divisions of knowledge: the natural sciences, the soclal
gelences, and the humanities. The materfals are not studted as separate flelds
but as a coherent body of knowledge produced during three important periods of
Western culture—the Greeks, the Renaissance, and the Modern. The impact of
such a program on the undergraduate curriculum at Stanford remains to be
tested, but the risk capital provided by foundations, such-as Carnegle, is essen-
tial to education experimentation and such experimentation is essential to the
intellectual growth and vitality of undergraduate education.

I have tried anecdotally to convey to you the importance of foundation support
to Stanford. Since this is a legislative hearing dealing with legislation affecting
foundations, I would be remiss if I did not comment on what we perceive to be
an inequity in existing legislation—i.e., the four percent tax on foundation invest-
ment income. Since foundations support tax-exempt institutions, any tax levied
simply reduces the amount of grant money available to places like Stanford.
The effect 18 no different than if you were to place a tax on us on the basis of
gifts-received. Furthermore, we know of no other tax which is levied essentially
to pay for the costs of administration. We recognize that there may be founda-
tions whose principal objective is tax avoidance. However, our experience indi-
cates that most have genuine, sincere program objectives whose intent is to
provide support for non-profit, tax-exempt institutions. We question the equity
of penalizing them, and consequently us, for the improper motives of a few.

ulﬁet nlle turn now to the issues related to endowment management and income
utilization.
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Stanford University’s endowment at August 81, 1074 approximated $325 mil-
lion, Of this, nearly $100 million represents a varlety of assets in a varlety of
forms over which the University has little immediate management control. The
balance of $225 million consists principally of marketable securities held in two
pooled accounts and supervised by the Investment Committee of the Board of
Trustees. It 13 to these assets and the income they produce that my remarks will

be directed.

ENDOWMENT ASSET MANAGEMENT

Stanford’s endowment has historically been invested in a diversified list of
common stocks and bonds of varying maturities. We have invested these nssets
for total return, i.e,, a combination of income and growth of principal value. We
attempt to maintain a proper balance in the preservation and enhancement of
the purchasing power of endowment principal and in the current income from
endowment, The amount invested in common stocks has fluctuated between 509%
and 60% of the total. In modest proportions, efforts are made to adjust the asset
composition on the basis of perceived opportunities and risks in the prevailing
economic and securities market environments. These moves, however, are gen-
erally at the margin, since we consider ourselves as essentially long term investors.

ENDOWMENT INVESTMENT RETURNS

Each calendar year we attempt to compare our investment results against a
universe of some 2,600 endowment, pension, profit-sharing, foundattons and other
tax-exempt funds. Data available for the five calendar years throu;zh 1973 indi-
cates that Stanford’s endowment returns have been in the top quartile of all the
funds measured. In spite of this well-above-average performance, our total annual
return for this five-year period has been only about four percent.

The decline in security prices over the past ten months has quite obviously had
a significant impact on our returns. For the six fiscal years through August 31,
1974, we have experienced an average annual total return of less than 2.

ENDOWMENT INCOME DISTRIBUTION

The distribution of income from endowment is determined by two limiting
factors: (1) the terms of the gift from the donor, and (2) policies adopted by the
Board of Trustees. Where the terms of the gift restrict income to dividends and
interest, it has been our practice to distribute all such earned income each year.
Over the past six years this has fluctuated between 5% % and 6% % of beginning
market value. Where the terms of the gift or the nature of the funds permit the
expenditure of principal, it has been our practices to distribute both earned in-
come and appreciation (realized or unrealized) at a rate equal to that earned in
the other funds. With the severe decline in security prices this past year, our un-
realized appreciation very quickly disappeared, and it became necessary to
suspend distribution of that portion of endowment income budgeted from appreci-
ation. This action resulted in a $2.5 million income shortfall last year~—a shortfall
which had to be absorbed by reduced spending and/or consumption of reserves.
In the absence of a dramatic turnabout in security prices, a similar situation will
prevail during this current year,

- ENDOWMERT PAYOUT ISSUES

Events of the past year forced us to accelerate studies then underway which
were directed toward an improved understanding of the economics of our endow-
ment and the role which it plays in University finances. (Interestingly enough,
these studles are being financed by a small grant from the Lilly Foundation.)
The objectives derived from these studies are: -

a 1i lTo make Investment management independent of University spending
ecisions.

2. To develop a spending rule (rate of endowment payout) that protects the
real value of endowment prinecipal.

8. To create spendable endowment income which is reasonably stable and
predictable from year to year and which incerases at a rate commensurate with
that of expenditures. *

It has become increasingly clear to us that none of these objectives are now
being achieved. You will recall that our total return over the past six years
has averaged less than 29 annually while our payout has been approximately
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6% each year. Because we have been spending or distributing at a rate greater
than that earned (on a total return basis), the real value of the endowment
principal is being eroded, not only by inflation, but also by spending. The lack
of reinvestment has stagnated growth in endowment earnings, eliminating the
growth element whieh is necessary to offset, at least partially, increased costs of
University operations. Simply put, it is our conclusion that to have our endow-
ment in economic equllibrium the difference between the total return and the

payout rate must approximate the institutional inflation rate. If we assume a
long term total return of 109 and an institutional inflation rate of 6%, then we

nmust get our endowment payout rate down to 4%. I might add that is exactly
what we are in the process of doing.

What is important to recognize in this analysis is that it {8 the spending rate,
not the form of income, that is critical. Even though we might earn dividend
and interest income of say 7 to 8 percent, that amount in excess of 4% (or
whatever spending rate is determined) must be reinvested to maintain the real

value of the principal.
It appears to us that there is a substantial analogy between our own endow-

ment economics and that of the foundations. In macro-sense, the investment
nssets of the foundations are clearly an extension of the endowments of the
institutions they support. To the extent that they are required to pay out at a
rate which does not reflect the difference between expected total return and the
inflationary rate of the institutions they support, their principal will ultimately
be eroded and they will cease to be a source of financial support—a condition
which would be devasting to their donees, such as Stanford.

For the reasons, I question the wisdom of the requirements of the present
legislation which make it mandatory to pay out all earned dividend and interest
income it that amount {s greater than the established payout standards. I also
question the basis on which the payout standard is belng determined by the
Secretary of the Treasury in that it does not now appear to reflect an ap-
propriate balance between the present and the future.

Just as we at Stanford University are taking steps to reduce the level of our
payout rafe to protect future sources of endowment income, we believe that
greater attention need be paid to Foundation payout rates as it is in our interest
to see that those future sources of income are protected as well,

Mr. Marrowe. The last witness today is Mr. George White of the
Eugene O’Neill Center.

STATEMENT OF GEORGE WHITE, THE O'NEILL CENTER

Mr. Wanre, Thank you, Mr. Marlowe. It is a great pleasure to be
here and a privilege. I have submitted a statement and would like to
touch on a few items therein.

My name is George White. I am President of the Eugene O’Neil
Memorial Theater Center, which is the home of the National Play-
wrights Conference, the National Theatre of the Deaf, the National
Theatre Institute, and the Critics Institute and their allied programs.

It is terrifying to contemplate the possible results of the diminution
of foundation giving, particularly in the performing arts, the foun-
dation funding due to shrinking portfolios has already begun to have
an effect on major funds. In contemplating the reordering of their pri-
orities, the arts often are, someone once termed “the last hired and
the first fired.”

I think it is important to emphasize that I do not think we are
crying wolf when'we say that the possibility of the collapse of major
arts organizations could result in throwing thousands of people out of
work. In southeastern Connecticut alone, the area_in which we oper-
ate—we have New York offices—benefits in excess of $1 million a year
due directly to foundation funding. I think this also puts undue pres-
sure on the National Endowment and the state arts councils for this to
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happen. And I also think the only other alternatives to foundation
giving are corporate or individual gifts, and I find that individual
gifts have lessened in the last few years and I also feel that corporate
giving is a few yecars away. The prime users of thé performing arts
to which we really are a research and development arm of the enter-
tainment industry, is very notoriously cynical in their attitude toward

helping the performing arts. -

And last, I would like to say that I was sent out to .\ustralia two
vears by the State Department and have been in a lot of other coun-
tries around the world and find that we as a Nation are the leaders
in private philanthropy, and we really are viewed with a great deal
of awe and admiration by artists in other countries.

Indeed, I think foundations should serve as a model for people in
the arts and Government of how to dispense large sums for maximum
impact at minimal administrative costs. It is my hope that in the
future ways will be found to implement this service to our free society.
_ Mr. MarLowE. Thank you. About how much of your support comes
from foundations?

Mr. Wirre. About 75 percent.

Mr. MArLowE. From a mix of foundations?

Mr. Wurte. Yes, local and the big national ones, from the Rocke-
feller Foundation, Ford Foundation, to the small ones,

Mr. Mgmmwa. Have you noticed a decline coming from foundation
support

K r. Waite. Well, T am luckily at the moment on a 5-year grant,
what is termed a terminal grant from the Rockefeller Foundation. It
is a frightening term. So that we are now at the point where we are
coming down to it in 2 or 3 years. I do know of a very strong reordering
of priorities and & lot of people are very, very nervous about the fact
that the arts are going to suffer now.

I have not been to a foundation recently that has turned us down
in the last 6 months because of this, but I know I am going to run into
this very, very shortly, and I spend my life—

Mr. Marrowe. What sort of activities is your center involved with?

Mr. Winrre. Well, it is primarily in the developmental research sides
of the performing arts, \8«3 have the National Playwright Conference,
which sms presented over 100 plays by new playwrights in the last 10
vears. And we have the National Theater for the Deaf, which was an
interesting idea. It was a nice combination of Government and private
foundations working together. It was primarily funded by the voca-
tional rehabilitation arm of HEW, along with private foundations
working on a 50-50 basis. And now that is pretty much on its own.
And we also train students from 62 different colleges and universities
in the performing arts, so we have a rather multifaceted program that
allows us to receive from different foundations different kinds of
grants, both in the area of the handicapped and of the area of educa-
tion and administrative arts,

Mr. MarLowe. And in the field perhaps of getting the arts out to
new groups of people who perhaps have not been exposed to art,
theater. Tﬁe Senator asked Ms. Hanks this morning what the National
Endowment was doing in the area of core-city, inner-city area.

Has-that been anything that you have been involved in at all?

-



261

Mr. WHiTE. We are very deeply involved in that. First of all, the
Theater of the Deaf itself is a major, we undertake it as an artistic
venture but it, of course, is a major sense of pride to the handicapped
because this is something that is not for the deaf; it is of the deaf.
It is something that deaf people can do better than hearing people,
not something as well or almost as well.

It has become a source of pride to all of the handicapped and it has
done a great deal in the psychology of the handicapped nationally.

We are also in & program of traming teachers to use dramatic tech-
niques, the techniques of the theater, to be better teachers of history,
of geography, and of course the example often used, it is in a classroom
where teaching kids the Civil War, you divide the class into the North
and the South and you argue the battles and the issues that way, which
is a straight, old-fashioned theatrical technique that is taught to actors
in every acting school in the country. And those kind of techniques
ap{)lied to education are very important.

Ve have found also in the inner-city systems of being able to have
groups that are under, that are having 5woblems in the inner-city to be
able to act out aggressions on stage rather than in the streets.

We have been effective in coming up with programs this way, a
direct, practical application of art forms we found to be very im-
portant and very useful and this has been done due to the kind of
enlightened funding that has come from foundations which has
allowed us to do this. -

Mr. MarLows. Let me ask you a leading question. Do you find
Sngugl?l foundation interest in the type of programs that you are

oing

Mr. Waitke. Do I find enough?

Mr. Manrowe. Yes.

Mr. Winte. Yes. Actually, I have always found foundations really
leading in that area tremendously. They have been wonderful.

Mr. MarLowE. I would assume you would like them to do more.

: Mr. Winrte. I certainly would. I am terrified they are going to do
ess,

Mr. Marcowe. T think that is a problem because what you have
described has been innovative, experimental, yes, but not in the sense
of being a fly-by-night experiment. Innovative in that sense, really.
And I gather that you are suggesting that this type of innovation
obviously would be in jeopardy if foundations are so adversely affected
by the economic conditions and/or by the Tax Act provisions that they
were forced to cut back.

Mr. Warre. I found this and if I may, I know this is one of the ad-
vantages and disadvantages of being the last, I guess, is the time
factor, but the things that I have noticed, of which I think is due
probably to the 1969 Tax Act, too, something that has concerned me
along this line, and that is in the area of individual grants, because
sometimes it comes down to people, individual people, doing this and
I have noted, although I think foundations are very loathe to give
individual grants any more since 1969, and I cannot quote the reason
for it but I know they are very loathe to do this for a lot of witnesses
have gone into this. But I know of artists who have been working in
the experimental areas and by that experimental has come to mean
something far out. I do not mean that but I mean really working like
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scientists—have noticed an enormous drop since 1969 in just personal
rants.

& And I guess perhaps off the subject but involved with that 1969 Tax
Act I find it inequitable to artists who can paint a painting, for in-
stance, and if they give it to a musewm—and we have a museum and
library connected with the center—they paint a pamting and give 1t
to us. as I understand the Act and as thoy do, they get a deduction for
the amount it cost them for the paint and the canvas. Or as somebody
else, a private individual can come and buy that painting for $5,000
and donate it and get the full deduction. I think there is a short circuit
there somewhere in the equity of that.

I find that whole business of gifts—and I know thore have been
abuses about private papers and all of this kind of thing—but it is
hurting us in terms of getting donations for libraries, for things like
t}xat. 1ere is a certain amount of throwing out the baby with the bath
there. :

. Mr. MarLowe. Two points that you made there. I believe that the
Council on Foundations has addressed itself in its submission to the’
Filer Commission to the question of the impact which the tax Act
has had on grants to individuals, and there is no doubt that there was

:some abuse taking place prior to 1970, but there is, I suggest, at least &

possibility that there was some legislative overkill also, which I think
18 what you are referring to. .

On your second point that interested me, on tax provisions that
affect artists. I think there is some legislation pending before Congress,
on that subject, I believe.

I have no idea what progress, but I think that this is an area which

I know that Senator Hartke has indicated an interest in pursuing next
year as one of the program areas. And we may approach it from the
standpoint of foundation invelvement in the arts, but I would trust
that we would also get some testimony on the proi)lems which artists
have under the current tax laws because there apparently is some
inequity which at least ought to be examined to determine whether
the tax provisions are adequate, inadequate, just or unjust.
- Mr. Wmrte. I would be very anxious and willing to help in any way
I can to talk to that [‘)_oint, ecause there are many problems in it,
right down to the small actor who is taxed, for instance, just on a
withholding basis for one role he does on television on the basis of
what that would mean if he got that salary all year long, and there-
fore, he really nets out very, very little, and-the artist who cannot
really make a contribution.

And we had a recent donation of a gift by a major set designed for
a rendering which I know sells for $3,000 to $4,000. And we literall
had to give him a certificate, a receipt for the appraisal of $1.25, whic
was the exact amount of that paper. And I think that that could
be argued that it was only worth 85 cents, and that somehow
it lreal ly hurts because here is an artist making a contribution and he
1s hurting.

Mr. Marrowe. Thank you very much.

Mr, Wurte. Thank you sir.

Mr. Marrowe. Our hearings will be recessed, subject to the call of

.the Chair,
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[The prepared statement of Mr. White follows:]

PREPARED STATEMENT BY GEORQGE O. WHITE, PRESIDENT, EUGENE
O'NEILL MEMORIAL THEATER CENTEBR

It 1s an honor and privilege to have the opportunity to address the vital sub-
Ject of Foundations before this committee. I do so because the Eugene O’'Neill
Memorial Theater Center has benefited greatly from Foundation largesse and
continues to rely heavily upon it for its very existence.

It is terrifying to contemplate the implications of the threatened major cut-
backs in foundation giving, particularly to organizations which were estab-
lished and grew during the past decade; a time which could well be termed the
“golden age of foundation giving” for the performing arts.

Reduced foundation funding, due to shrinking portfolios and inflation, has
forced many major funds to contemplate or actually reorder their priorities to
the detriment of the very arts organizations they played a major role in

spawning.

The ultimate result of this trend must per force place undue pressure on the
already overburdened National Endowment and State Arts Commissions. We
in the arts are faced with the bleak prospect that many organizations will col-
lapse, causing thousands to be thrown out of work, and creating economic hard-
ship for the many businesses and services which have come to depend for a
major portion of their revenue on arts organizations. (Southeastern Connecticut
alone benefits in excess of one-million dollars annually, due directly to the
O'Neill Center's foundation funding).

Alternative sources to government or foundation grants are, of course, indi-
vidual and corporate gifts, which in the former instance, seem to have lessened
(particularly in the area of gifts in kind, due to the 1909 tax reform act) and
in the latter case, corporate giving (with a few notable exceptions) is in its in-
fancy and seems that a meaningful impact from this source is years away. In-
deed, the very industry that benefits directly from the non-profit arts institutions
i.e. the entertainment industry is notoriously cynical in their attitude toward
support.

From the admittedly parochial viewpoint of a reciplent, I can only hope
that foundations be given the tools to continue their support of the arts. Though
I'm sure the 1969 tax reform act corrected many abuses, I a)so dave found that
to some extent the “baby was thrown out with the bath.” Many important gifts
“in kind” such as works of art by artists and donationus of other kinds to
museums and libraries were lost. Individuals rarely benefit any longer from foun-
dation grants. With the exception of The Guggenheim Foundation, foundations
since 1989 are very weary of grants to individuals and many artists have suffered
because of this,

I have traveled to many foreign countries and have noted with pride, the awe
and admiration reserved for American private philanthropy. Truly, we are world
leaders in this field and the vitality of our arts and sclences reflect this. Indeed,
foundations could well serve as models of good fiscal management to us all,
dispensing large sums for maximum impact at minimal administrative expense.
It is my hope that further ways may be found to implement their essential service
to our free soclety.

Thank you.

[Whereupon, at 2:55 p.m., the subcommittee recessed, to reconvene
subject to the call of the Chair.]
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SUMMARY OF THE PRINCIPAL POINTS OF NANCY M. GLASGOW, PRESIDENT,
THE NATIONAL ASSOCIATION OF FOUNDATIONS, INC.

1. The National Assoclation of Foundatlons, Inc. {3 irmly opposed to the Bill
H.R. 5720 introduced by Chairman Wright Patman, D. of Texas, Chairman of
the House Banking and Currency Committee.

2. The present crisis faced by Private Donor Foundations and all those who
invested in the stock market and the various stock exchanges would be much
worse if the Dean of the House of Representatives has his way! Chairman
Patman is also Chairman of the Joint Bconomic Committee of the Congress and
Chairman of the Subcommittee on Domestic Finance of the Banking and Cur-
rency Committee.

3. The importance of retaining the family foundation and the family business.
Remember, the large foundations are very few in number. It is the family foun-
dations who are the majority of the Private Donor Foundation Xévement.

4. The vital fmportance of the Private Donor Foundation is being demon-

—strated in the present financial crisis. They stand as a bulwark against Com-

munism and as a pillar of the economy.

5. The great hope of the future i8 the power placed in the Private Donor
Foundations to act independently of all outside influences.

8. The existence-of dedicated private individuals of wealth is the one hope
of the world in planning and combating the vast problems which cannot be
undertaken by government alone. The most advanced thought and planning for
the survival of mankind will come from this- area.

Mr. Chairman, and distinguished Members of the Senate Finance Committee,
Subcommittee on Foundations, it is a great privilege for me to have the oppor-
tunity of presenting the position of The Natlonal Assoclation of Foundations,
Inc. before you on such a momentous,occasion. I wish to speak to the heart of
the subject before us the tremendous losses of the large Private Donor Foun-
dations which have huge diversified stogk and bond portfollos invested in the
varipus stock exchanges and markets, For some time, The National Association
of Foundations, Inc._has had the sole responsibllity for combating the forces
within the financial community who coustantly pressure the Private Donor
Foundations to sell the substantial holdings they bhave In many family businesses
and closely held corporations and invest the accumulated wealth of the Anglo-

-Saxon ﬁstabllahment in the unprotected a h%l;lly volatile stock market. All

this is done under the guise of helping cha o i3 being helped when large
foundations must cut their grants in half? .

The Dean of the House of Representatives, Hon. Wright Patman, D. of Texas,
Chairman of the Banking and Currency Committee of the House and former
Chalrman of the Small Business Committee and Chairman of the Subcommittee
No. 1 of that Committee, has for a long time enjoyed total jurisdiction over the
Private Donor Foundation Movement of the United States, Chalrman Patman,
for many years, has taken.great pleasuge in pressuring Private Donor Founda-
tions to sell their hard earned interests in all family businesses and to invest
the money in diversified stock portfolios, The present crisis serves only one
purpose which is beneficial to Private Donor Foundations it shows the fallacy
of Chairman Patman’s thinking. Remember, Gentlemen, Chairman Patman s
also Chairman of the Joint Economic Committee of the Congress as well as being
Chairman of the Subcommittee on Domestic Finance of the Banking and Cur-
rency Committee of the House of Representatives, .

On March 15, 1978 Chairman Patman introdticed in the House of Representa-
tives a Bill H.R. 5720 which was referred to the Committee on Ways and Means
of the House of Representatives. The purpose of. this Bill was to force the
diversification of the holdings of all vate Donor Foundatlons incorporated
within the United States of America. I am attaching a copy of H.R. 5729 to be
placed in the record of this hearing. No Private Donor Foundation would be
permitted to have more than ten percent of its stock in any one taxable entity.

(267)
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In other words, diversify or be fined! The effect would be to dump unknown
quantities of stock on an already glutted stock market forcing huge losses to the
parent companies and depriving the recipients of foundation grants, whom the
Chairman claims to be helping, of any financlal support whatever.

Most major corporations in America have & foundation if all the stock of all
these companies were dumped on the open market within 180 days after the
enactment of H.R. 5729 I wonder how long the nation would survive. Remember,
Gentlemen, all this would be done in the name of progress as Chairman Wright
Patman is Chairman of the Committee on Economlic Progress !

I respectfully request the following materlal be inserted in the official record
of these hearings: The text of H.R. 5720 ; Statement of Chairman Patman before
the Committee on Ways and Means, Wednesday, April 18, 1978; Statement of
Chairman Wright Patman's Committee Ofice—An Opposing View : Facts Omitted
By The Foundations In Their Argument For A Lowering Of The Minimum
Distribution Requirement; Membership Bulletin of The National Assoclation of
Foundattons, Inc.,, Vol. II, No. 83, June 8, 1978; Statement of Mrs. Nancy M.
Glasgow, President, The Natlonal Assoclation of Foundations, Inc. on H.R. 5729
Introduced Before The Committee On Ways And Means Of The House Of
Representatives During The Hearings On The Tax Simplification Act.

What Private Donor Foundations are experiencing is part of a world wide
situation, we are in a very serlous crisls. I wish to add a new dimension to your
thinking, count the number of governments that have fallen since the comet
came in Novembeér of 1973, Part of our problem is human and part is beyond us.
We are in a new world order and we must learn to cope with it. I sincerely urge
you distinguished gentlemen to pray for divine guidence.

(H.R. 5720, 93d Cong., 1st sess.)

A BILL To amend the Internal Revenue Code of 1934 to require private foundatlons
to diversify thelr holdings

Be it enacted by the Senate and House of Representatives of the United Btates
0f America in Congress assembdled, That section 4944 of the Internal Revenue
Code of 1954 (relating to taxes on Investment which Jeopardise charitable
purpose) is amended by adding at the end thereof the following new subsection :

“(f) FAILURR TO DIvERSIFY PORTFOLIO.
(1) TREATED A8 JEOPARDISING CHARITABLE PURPOSE.—For purposes of this

- section, on each day on which a private foundation falls to dispose of any

nondlversified holding such foundation shall be treated as making an invest-
ment, in an amount equal to the amount of such nondiversified holding, in
such a manner as to jeopardize the carrying out of its charitable purposes,

*“(2) NONDIVERSIFIED HOLDING DEFINEZD.—For purposes of this subsectlon,
the term ‘nondlversified holding’ means the amount (i¢ any) by which the
value of the private foundation’s holdings of stock and debt obligations of
any corporation exceed 10 percent of the value of the total assets of the
private foundatfon.

*(8) DETERMINATION DATE.—For purposes of this sectlon, the amount of
the nondtversified holding of a private foundation in any corporation for any
period shall be determined—

“(A) In the case of the taxes imposed by subsection (a) for any
year (or part thereof), on the day in the year (or part thereof) on which
the amount of the nondiversified holding was the greatest, or

“(B) in the case of the taxes Imposed by subsection (b), on the day
in the correction period on which the amount of the nondiversified
holding was the greatest.

“(4) SHORT-TERM KONDIVERSIFIOCATION TO BE DISREGARDED.—Paragraph (1)
of this subsection shall not apply to the holdings of any private foundation in
any corporation until such foundation has had nondiversified holdings in
such corporation on each of at least 180 days occurring after the date of
the enactment of this subsection. ’

*(8) B-YEAR PERIOD TO DISPOSE OF PRESENT HOLDINGS.—This subsection shall
not apply to stock and debt obligations held by the private foundation on
March 1, 1978, until the date which is 5 years after the date of the enact-
ment of this subsection. . '

. *(8) B-YEAR PERIOD TO DISPOSE OF GIFTS, BEQUESTS, Ere.—If, after March 1,
1978, there s an increase in the holdings of stock and debt obligations (other
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than by purchase by the private foundation) held by a private foundation,
this subsection shall not apply to the stock and debt obligations representing
such increase until the expiration of 8 years after the later of—

“(A) the date of the enactment of this subsection, or

“(B) the date on which such increase in holdings occurs.

“(7) CONTROLLED GROUP OF CORPORATIONS TREATED AB ONE CORPORATION.—For
purposes of this subsection, all corporations which are component members
of the same controlled group of corporations (within the meaning of sec-
tion 1563) shall be treated as one corporation.”

STATEMENT OF CHAIRMAN PaATMAN

Mr. Chairman and members of the committee: I appreciate your invitation to
testify before this committee on the important subject of tax exempt private
foundations. A little over four years ago you extended a similar invitation to me
and as a result of those deliberations the Tax Reform Act of 1969 vigorously
addressed itself to the serious abuses I documented at that time.

The Tax Reform Act of 1969 established the standards that those who desired
reform of private foundations had been seeking for many years. The provisions
that pertain to the excise tax on private foundations, seif dealing, the minimum
payout requirement, excess business holdings, jeopardy investments and the
prohibition of political activity were the result of many years of study by Sub-
committee Number One of the Select Committee on Small Business, the 1968
Treasury Department Report on Private Foundations, and many months of seri-
ous delberation by the Committee on Ways and Means and the Committee on
Finance.

Since the passage of the Tax Reform Act of 1860 the Department of Treasury
and the Internal Revenue Service have attempted to implement your legislative
intentions by the promulgation of temporary and final regulations that in most
instances have been in effect less than a year, For this reason I believe that two
decades of Investigation and study, a year of legislation, four years of imple-
mentation of regulations and less than a year compliance should not be answered
by a lessening of the provisions that are of primary importance in the super-
vision and regulation of private foundations. I believe that the response of the
foundation community should not be that of an attack on the work of those
who sought reform and performed the difficult task of legislating that reform.
Those who are truly concerned with ;&manthropy could better achieve the resulta
envisioned by those who advocated the government subsidy of charitable dona-
tions by directing their efforts at the elements of their community which con.
tinually promotes thelr personal well-being under the guise of philanthropy. -

It Congress is to justify & deduction that primarily benefits the upper and
upper-middle bracket taxpayer it must assure itself and the public it serves, that
the results of this tax privilege are annually passed on to its intended bene-
ficlaries. These beneficiaries must refiect something other than a narrow con-
stituency of male, urban and corporate executives who are the present reigning
officers and trustees of the.majority of private foundations.

Contrary to many of the leaders and spokesmen for the foundation community
who advocate major and substantive revision of the work your committee ac-
complished in 1969, I have come here today to urge you to holdfast against an
attack on good work achieved by the Tax Reform Act of 1869, The legislation
that I will discuss this afternoon is in the form of a refinement of the existing
provisions and is intended to improve upon, not detract from, the standards
achieved fn 1069.

These provisions were not arrived at through a concern for the perpetuation
of self, but are the result of studies and hearings held by the Subcommittee on
Domestic Finance of the Committee on Banking and Currency. These provisions
are something more than pleas of those who find compliance a challenge to their
definition of philanthropy. The provisions that I present to you today are con-
cerned with the protection of the “public trust” which your committee has decided
to warrant a deduction upon creatfon, and exemption for its duration.

H.B. 5728 -

The first provision amends Section 4840 of the Internal Revenue Gode. whi
imposes an excise tax of 4 percent on every private foundation's net invest-
ment income. The provision I have introdiced, H.R. 8728 would specifically
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earmark the revenues generated by the excise tax on the net investment income
of private foundations for the auditing and supervisory purpose for which it
was intended. Currently the revenues generated by the excise tax on private
foundations are commingled with the general revenues of the Treasury and
are not earmarked, segregated and made avallable for the specific purpose which

- the legislative history of Section 4940 addresses itself to. While the specific

earmarking ef the revenues generated by Section 4940 is an important refine-
ment, the most important recommendation of H.R. 5728 is the mandatory
sharing of the revenues of this excise tax with the states.

Historically the Attorneys General of the states have been charged with the
responsibility to represent the interests of the beneficlaries of charitable dis-
positions, The Co in its wisdom, has never attempted to impose upon
the Internal Revenue Service, its revenue-collecting agent, the daily super-
vision of charitable trusts and charitable corporations.

On April § and April 6 the Subcommittee on Domestic Finance of the Bank-
ing and Currency Committee heard testimony pertaining to the functions of
the states in the regulation and supervision of private foundations. Some of
those who agreed with the fact that the states possessed the aforementioned
powers which the Internal Revenue Service did not and, further, agreed that
the states have a necessary and proper role In the supervision of private foun.
dations were Dr. Robert F. Goheen, Chairman of the Council on Foundations;
Mr. Lee Henkel, Chief Counsel of the Internal Revenue Service; and the
Attorneys General or representatives from the States of New York, California,
Illinols, Massachusetts, and Ohlo.

H.R. 5728 is an answer to the problem that has been unanimously expressed
by the state officials charged with the responsibility to regulate and supervise
entities created for the charitable beneficlary. By making avallable to each
state a minimum of $250,000.00 the state officials will no longer have to make
that dificult choice between the fighting of a rising rate of crime or the protection
of the states’ charitable beneficiaries.

I find it dificult to understand how the leading spokesmen for the founda-
tion community can continuously attack a proposal that seeks to achieve a true
balance between the federal and state supervision of charitable “public trusts.”
1t is difficult to understand how the spokesmen for the foundation can applaud
the efforts currently achieved in New York and California and at the same time
vigorously oppose a proposal that would allow the states of the Midwest and
the South a similar opportunity. It is dificult to understand why a chari-
table beneficiary in California and New York can depend upon the coordinated
efforts of their Attorney General and the Internal Revenue Service while other
charitable beneficiaries must primarily rely upon the disinterested efforts of
& bureaucracy that is thousands of miles away and whose primary responsibility
is to collect taxes as opposed to the protection of charitable beneficiaries.

H.R. 5729

The second provision amends Section 4944 of the Internal Revenue Code,
which was intended so safeguard the funds that tax exempt private founda-
tions hold in public trust by discouraging investments that carry a high degree
of risk. To discourage jeopardizing investments the current provision imposes a
tax upon a foundation when it Invests any amount in such a manner as to
Jeopardize the carrying out of its exempt purpose.

H.R. 06720 will add to the definition of a jJeopardy investment any finvest-
ment by a private foundation in a single company or taxable entity in excess
of 10 percent of the foundation's total assets. This mandatory diversification
of foundation portfolios i3 intended to give substance to the prevalling prudent
investor standard while avolding the inflexibility of a legal list requirement.

Recent studies by the Subcommittee on Domestic Finance of the Banking
and Currency Committee have shown numerous foundations that have an extraor-
dinary amount of their portfollo invested In a single company or taxable
entity. Obviously, such a concentrated investment entails a much greater risk
of loss than a prudently invested diversified portfolio which does not place
its abllity to serve its charitable beneficiaries upon the performance of a single
company. The fiduclary of a charitable trust has a special duty to protect
ita charitable Leneficiaries, and this duty must not be compromised by feelings
of duty or loyalty to the donor. The business judgment and direction of the
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managers of the nation’s largest corporations has never been a citadel of con-
cern for charitable beneficiaries who must rely upon these decisions.

In recognizing certain problems associated with the mandatory- divestiture
of extremely large holdings, H.R. 5729 allows existing foundations up to five
years to diversify its portfolio. This five-year provision will also apply to
any new gift or bequest received by a foundation at a future time, The require-
ment of a diversified portfolio should not be attacked because diversification
will take time and will require major alterations.of investment pollcy based
upon loyalty to a donor and the desire to protect an illusory inter vivos relin-
quishment of control.

In conclusion, Mr. Chairman, for many years I have been studying the need
to Insure that tax exempt funds held in public trust by private foundations
are used solely for charitable purposes. The provisions of the Tax Reform Act
of 1969 that relate to tax exempt foundations were addressed to many major
areas of abuse,

The legislation I have discussed this afternoon will improve and refine the
existing provisions pertaining to private foundations. I urge you not to retreat
from the standards of tax exempt philanthropy you have established and not
to be swayed by those who_have never exercised any self-discipline and who
once again have come before you requesting your support in their attempt to
destroy the reforms achieved by the Tax Reform Act of 1969,

STATEMENT OF CHAIRMAN WRIGHT PATMAN'S COMMITTEE OFFICE

AN OPPOSING VIEW : FACTS OMITTED BY THE FOUNDATIONS 1IN THEIR ARGUMENT
FOR A LOWERING OF THE MINIMUM DISTRIBUTION REQUIREMENT

The most important provision of the Tax Reform Act of 1960 was section
4042 which requires private foundations to make-minimum contributions to
charity each year. This provision has had the most immediate impact on private
Youndations and Is certainly the most constructive reform achieved by the Act.
To no one's surprise, section 4042 is algo the provision which is under the strong:
estattack by the foundation community.

Essentially, section 4942 requires foundations to contribute the greater amount
of elther their net income less any capital gains or a fixed percentage of the
market value of their assets. In order to relieve any hardship, a transitional
period was provided for foundations which were is existence before May 27,
1069. The percentage of assets these foundations must contribute was set at
4.8 percent beginning in 1972, The percentage increases .5 percent each year
until the maximum of 8 percent is reached in 1975.

The rationale behind the minimum payout requirement is sound. The donors
to charity receive substantial current tax benefits from their contributions and,
therefore, charity should 8lso receive current benefits. from private founda-
tions. It i8 well documented that prior to adoption of the Act, many founda-
tions held passive or unproductive assets over extended perlods. Hence, charity
was recelving very little, or no benefit from these enormous holdings while
valuable tax deductions had been received by the donor.

Last week the Committee on Ways and Means heard from representatives
of a group of family foundations who urged that this most worthwhile minimum
payout provision be reduced. Thus, the amount' that charity is to currently
receive from private foundations would be reduced. These family foundations
expressed a greater concern for their future Interests as opposed to society's
current needs. They testified that they believe the current payout requirement
would make it difficult for their foundatlons to grow in the necessary size to
serve the future interests of society, and that these future interests were more
important than the present needs.

It was only after sharp questioning by Members of the Ways and Means Com-
mittee that each of the foundations who testified admitted that thelr individual
foundations had experienced tremendous growth In asset size since the adoption
of the 1969 Act and its alleged death sentence.

Any analysis of the testimony of the family foundations that fails to point out
some of the fallacles or intentional omissions in their arguments Justifying the
reduction of the minimum payout requirement would be irresponsible and inac-
curate. One example employed was an attempt to illustrate the alleged diminu-
tive effect the minimum distribution requirement would have had on the Kellogg
Foundation if the minimum payout had been in effect since 1984 at an annual
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rate of 6 percent. Amazingly, that example conveniently fails to mention that,
while the Tax Reform Act set the minimum payout at 6 percent, future percent.
ages shall be determined by the Secretary of the Treasury or his delegate and
shall bear a relationship to 6 percent which the Secretary determines to be com-
parable to the relationship which the money rates and investment ylelds for the
current year bear to the money rates and investment yields for the year 1969.
Nothing could be more misleading and inaccurate than such an example which
attempts to describe the effect the current 6 percent payout requirement would
have had in 1034, The average yield on corporate paper and government notes for
1934 was approximately 2 percent while in 1069 the base year for determining the
payout percentage, the average yield on such investments was close to 7 percent,
Therefore, & 6 percent payout requirement in relationship to the average ylelds
for the year 1934 would be equivalent to a 21 percent payout requirement in rela-
tionship to the average yields for 19069. Surely, those who offer such an unrespon-
sive and deceptive example cannot argue that the money rates and investment
vields of 1084 are in any way comparable to those of 1869,

The Committee on Ways and Means exercised sound economic foresight when
in its wisdom it authorized the Secretary of the Treasury or his delegate to pro-
spectively adjust the rate (minimum distribution requirement) from time to time
based upon money rates and investment ylelds as they compare to the rates and
vields of 1969. For example, in 1972 the Secretary of the Treasury authorized the
lowering of the transitional payout rate of 4% percent to 4% percent.

Any argument favoring the lowering of the minimum distribution requirement
that falls to mention the authority delegated to the Secretary of the Treasury
:a an affront to the wisdom of those who deliberated so arduously and intelligently
n 1969.

A second example of the convenlient omission technique employed by the spokes-
men for the family foundations was their citation of average dividend ylelds on
selected stocks as the proper means of measurement of investment return. Their
testimony referred to a 3.8 percent dividend paid by 1,400 stocks selected by the
Value Line Investment Survey. Again by convenlent omission the family founda-
tion spokesmen failed to mention that the acceptable and proper means to measure
fnvestment return is not simply the average dividend yield but the “total return
concept.” The total concept calls for a measurement of investment that reflects
dividends and Interest plua capital gain or loss, whether realized or unrealized.

An analysis of the effect of the total return measurement of investment is a
nore accurate and enlightening presentation of the current economic status of
the foundation community. -

In 1972 the total return on the stock in the Standard and Poor's 5800 Stock
Index was 15.8 percent. If you take into consideration the 8.8 percent rate of
inflation for 1972, as reflected in the Consumer Price Index, the real “total return”
for that year was 11.8 percenl. The 11.8 percent real total return paints a more
accurate and different picture than that presented hy the famlily foundations.
Therefore, it 18 difficuit to believe that the present payout requirement will stymie
the foundations' ability to serve charity.

When considering any request for a reduction in the minimum payout require-
ment for private foundations which now hold in excess of $30 billion In assets
according to the Treasury Department’s most recent estimates, the Committee
must be reminded that charitable beneficiaries could be deprived of over 500
‘million anually for every percentage point the requirement is reduced. For this
reason alone, any consideration given to lowering the minimum payout require-
ment should be accompanied by accurate and complete facts and a decision made
only after the most careful deliberation.

Tig NATIONAL ABSOCIATION OF FOUNDATIONS, INC., FOUNDATIONS
DivisioN-ExEcUTIVES DivisioN—MEMBERSHIP BULLETIN

THE WAYS AND MEANS COMMITTEE II

Chairman Wright Patman’s bill H.R. 5729 is designed to amend section 4944
of the Internal Revenue Service Code. “H.R. 5720 will add to the definition of a
jeopardy investment any investment by a private foundation in a single company
or taxable entity in excess of ten percent of the foundation’s total assets.’” Almost
all of the members of NAF are on the donor level of private foundations and most
have stock of a closely held corporation or family business. What s wrong with
this! It Is the American way to help others and why not have stock of a corpara-
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tion founded or run by the donor in the portfolio of his own foundation. This bill
would force all family foundations to divest themselves of majority stock in the
donor’s family business. This is ridiculous! I think it is imperative that the Na-
tional Association of Foundations, Inc. make a strong case for private donor
foundations. We have from now until September when the Ways and Means Com-
mittee will return to the Tax Simplification Act,

The Chairman, Hon. Wilber Mllls, D. of Arkansas, is working on the plans for
the International Trade Conference to be held in early September. He has had the
Secretary of the T'reasury, Hon, George Schultz, along with the Secretary of
Ntate, Hon. William Rogers, and the Chairman of the International Economic
Council in the White House, Mr. Peter Flanigan up to testify before the Com-
mittee. They are setting up a special committee of eighteen made up of the Senate
Finance Committee and the Ways and Means Committee Members to handle the
work which will develop from this Conference also to delegate special powers to
the President in order for him to be able to attend this extremely important
Conference with the EKuropean Economic Commaunity.

Hon. Wright Patman, D. of Texas, Chairman of the Subcommittee on Domestic
Finance of the Banking and Currency Committee has been listening to Mr. George
Meany, President of the AFL-CIO before his Committee all Spring.

Chairman Patman has direct jurisdiction over private donor foundations, He
more than any other man in the Congress is a threat to you. He is Dean of the
Texas Delegation in the House of Representatives and has a very large staff at
his disposal. The Council on Foundations in New York is a public charity as was
testified to by their legal counsel during the hearings in May of last year at the
Ways and Means Committee when I sent you Governor George Wallace's tax

statement just before he was shot. . .
Please let me hear from you concerning this bill. My experience I8 representing

foundations in Washington, You know from your own experience what will affect
you the most and what points you want covered. I think we should make another
written statement to the Ways and Means Committee before September. The
Members of Congress and this particular Committee are extremely busy and
seldom have time to ait and listen at the sessions. A written statement gets all our
points across without the danger of antagonistic liberal Members trying to make
trouble. May I take this opportunity to tell you the members of NAF that I am
always glad to hear from you either by letter or telephone or in person whenever
You are in the Washington area. NAF is a trade association as such is in & better
position to cope with the powertul forces which are being brought to bear on the
Congress, Washington thinks only in terms of power., The foundation counchiz
around the country do not have the political power to face such opposition. We are
the only practical means for private donor foundations to defend themselves.

When the Panel on Foundations testified in Apri]l, Hon, Barber B. Conable, Jr.,
R. of New York, wanted to know who Mr. Peterson was. This gives you an fdea
of what we are up against. The only person who knew about Hon. Peter G. Peter-
son, Peterson Report, was Hon. Joel Broyhill, R. of Virginia, because I had given
him a copy of the letter I sent to the President. I gave one also to the Chairman,
Mr. Mills. Hon. Sam Gibbons, D. of Fiorida, told the Panel he thought the life of
a private donor foundation should be limited to thirty years. After that let some-
one else have a chance. This is the attitude of the liberals. Hon. James A, Burke,
D. of Massachusetts, sald if the Panel and foundations like them did not stop
complajning about the four percent excise tax they would be In serious trouble
because the Committee originally wanted to tax private donor foundations at the
rate of seven and a half percent. He further said if they didn't shape up the
Committee would hold extra hearings and look into private donor foundations
much more closely and he inferred it would be very bad for them. The Panel was
quite upset when they left the hearing room because you could hear the exeited
rise and frll of votces in the hall just outside the door. They drew the fire of the
Iiberal Democratic Members which was probably quite & shock to them.

All citizens have the right to petition thelr government of honest grievances, I -
ghall look forward to hearing from you about the bill and I hope you will tell
other foundations about this matter. ' '

STATEMENT oF NANCY M. GLABGOW, PRESIDENT, THE NATIONAL ARBOOIATION
or FOUNDATIONS, INC., BEFORE THE WAYS AND MEANS COMMITTER

Mr. Chairman and distinguished Members of the Ways and Heans Committee
of the House of Representatives of the 98rd Congress The Nationa! Assoclation .
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of Foundations, Inc. respectfully requests that the Bill H.R. 5729 be killed in
the Committee. As Presldent of The Natlonal Association of Foundations, Inc.,
I do hereby formally request the Committee to reject H.R. 5729 for the good
of the Private Donor Foundations of the United States and for the general good
and welfare of the nation.

Hon. Wright Patman, D. of Texas, Chairman of the Banking and Currency

Committee and Chairman of thie Subcommittee on Domestlc Finance has intro-
duced a Bill that would destroy the family foundation in America. He would
force the sale of the stock of any Private Donor Foundation having more than
ten percent of its stock in any one taxable entity. This is most foundations. By
this clever device, he would kill off all the Private Donor Foundations and
destroy the family businesses that made it possible for these foundations to
be created. Under the guise of “protecting the public interest”, Chairman Patman
would force the sale of the stock of every major corporation in the country.
Where does Chairman Patman think he is going to find these safe investments
when all of the leading corporations are on the block? He has a sword hanging
over the heads of every Private Donor Foundation and large corporation in the
land. Chairman Patman says sell or face a penalty! What becomes of the men
who have spent a lifetime building a family business or a business run by the
second or third generation? Can this ba America? It sounds more like the early
days of Russia when the private owners were forced out by the Bolsheviks.
_ I appeal to the distinguished Chairman of the Ways and Means Committee
no one in the federal government knows taxeg as well as you. I have told the
Private Donor. Foundatl?‘m.you were. fair and belng fair-minded Would treat
them with respect. You know much better than I how much the nation needs
capital. Without risk capital there will be no country, no economy, no government
and certainly no welfare, If you want thig natlon to survive in the present
tranbled times, pleage, Chairman Mills, hear the case for the Private Donor
Foundations. All good works in the private sector of the economy need founda-
tion support. Do you :want the greatest nation on earth reduced to & moron
breeding farm? Brains and wealth go together, they will not stay in a country
that is untriendly to them. Harsh laws that deprive the just from accumulating
a reasonable estate will be self defeating. .- ... ~ ~

It is necessary for The National Assocjation of Foundations, Inc. to present
this statement to the Committee on behalt of the members of the Assoclation,
because Chairman Wright Patman presented his Bill ILR. 5729 on the last day
of the Hearings on the Tax Simplification Act. Only Members of Congress were
permitted to testify before the Committee, Since no opportunity was provided
for a responsible reply to the Chairman of the Banking and Currency Committee,
it 18 necessary for the Assoclation to present a written statement setting forth
our views on this vital matter concerning the fate and future of all Private
Donor Foundations, The Association has membership in 17 states and adheres to
a strict Code of Ethical Conduct. Every effort is made to comply with all the laws
of the land concerning Private Donor Foundations. We keep a close watch on
vour committee and any other committee of the Congress where the welfare
of Private Donor Foundations might be affected. .

“The power to tax is the power to destroy.” We have now reached the stage
in this country where the people are paying all the taxes they can. Certain
interests are trying to put an unfalr burden on someone else. Mr. George Meany,
President of the AFL-CIO callg for tax reform, “tax the rich family foundatlons
at a higher rate.” Let us go free. What does organiszed labor give to the develop-
ment of the nation? They spend what are supposed to be tax-free dollars to
fund political campaigns. Our whole problem right now is a too expensive labor
force. The friends of labor on the Committee will fight for their bllls never
realizing that they are working to destroy the system that gave them the
highest standard of living in the world and has made them the envy of every
other country. The enemy we face iz not a foreign menace but greed from
within. To the friends of American Labor on the Committee I say you need
capitalists more than anyone, and you need to keep them here in this country.
From now on it is American Business and Labor against the world, united we
stand—ivided von fall. . -

The future of the greatest nation in the history of the world is at stake.
What you gentlemen decide will affect not only the citizens of the United States
of America, but the free world as well. Yon have a great opportunity to make

history, to bring light and reason to a very difficult and serious task. Is it too
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much to ask politicians to think of the long range needs of a people? Can you
think beyond the next election? Are there any statesmen in the tradition of those
brave men who pledged their lives, their fortunes, and their sacred honor to
found this country? On behalf of the Private Donor Foundations, I appeal to
your sense of patriotism to think beyond today to the future and the goals of
an entite nation. The people must be able to look to their leaders with hope
and the belief that they will be heard when they petition their government.

The Bill of Rights guarantee the right of a citizen to hold private property.
A man’s business is his property and a man’s Private Donor ¥oundation is an
extension of that right. By what authority and divine rights, could the Commit-
tee pass a law taking away a private citizen's control over his own property?
Since none of the Committee are hereditary princes, your only authority is the
Constitution of the United States which states that the people shall be free from
‘“‘unreasonable searches and seizures,” according to the Fourth Article of the
Constitution. The National Association of Foundations, Inc. respectfully requests
the Bill H.R. 5729 be killed in the-Committee on the grounds that it is uncon-
stitutional and violates the Fourth Article of the Constitution of the United
States of America.

THE NATIONAL ASSOCIATION OF FOUNDATIONS, INC., FOUNDATIONS DIVISION—
Execurtives DivisioN—Cobr oF ETHICS

PREAMBLE

The National Association of Foundations, Inc, in order to inspire public
confidence, affizm the falrness of the self-assessment tax process and to indorse
the basic principle of promoting private philanthropy through tax-exemption,
does proclaim ethical standards of conduct for foundations as follows:

(1) Be ever mindful that they are organized for philanthropy and not for
private gain,

(2) Recognize that they hold & public trust.

(3) Realize that tax-exemption imposes special obligations to operate solely
in the public interest.

(4) Never permit a foundation to be used for the self-service or private
interests of its donors, trustees, directors, officers or employees.

(5) The foundations recognize the need to make distributions annually com-
mensurate with their incomes and consistent with their respective charters.

(8) To make investments as a prudént man would in & fiduciary capacity.

(7) Willingly furnish required jnformation when requested by duly consti-
tuted local, State and Federal authorities.

PREPARED STATEMENT BY Jo8. C. CoRNWALL, PRESIDENT OF
Tak FuNp FOR NEW JERSEY

Senator Vance Hartke has requested statements on the impact of current eco-
nomic conditions on foundations and on the reciplents of foundation grafits. The
Senator is to be commended for examining this question and providing a public
forum for better understanding of the implications of current economic condl-
tions for foundations.

The Fund for New Jersey gives highest priority in its grant-making to those
projects which will have the effect of increasing publec awareness of major prob-
Jems in New Jersey and which stimulate action on those problems. The largest
proportion of our annual %ants go to groups engaging in public-policy analysis
-and research, information disseminatior, and to those encouraging citizen action
on a variety of problems. Our total grants in recent years are depicted in the
following table:

1970 e cc e mememe e ce e mmeee———eam——————— $533, 125
10TL e eeerecemcccec——— e —— S, 616, 021
107 e ic e mcrcccccesmee—memcmeceeecmenmdehaean . - 642,218
1978 (including two one¢tlme capital gitis totalllng $744, 625) ...... 1,434, 761
1974 estimatid. o e ecmcnaehcenrcen—e—————— 638, 708
1975 pmjwted -------------------------- cmmcocmemo——— .-”—---q---— 1 ‘75] m

? As of September 30, 1974, the Fund & Corpus was reduced by one- .s1fth pursuant to &
Plan of-Reorganisation.
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A quick check of the above table demonstrates that the current economic
conditions have had a profound, direct, and negative effect on the money avail-
able to reciplents of the .‘und. As with other funds—whether profit or non-
profit—this Foundation operates on a total-return concept. Specifically, it is
our objective to realize from dividend and interest income, and in the appreci-
ated value of stocks and bonds, an annual return averaging 9 percent. Through
1973 it was our policy to liquidate apprectated securities and to use the proceeds
for additional grant-making. In a market where there are only depreciated
stocks, to pursue such a policy would permanently impair the financial potential
of the Foundation. Therefore, in 1974 the Trustees decided to distribute only
the amount realized from interest and dividend payments.

Thus, at a time when the needs of reciplent organizations are growing be-
cause of the devastating effects of inflation, the Fund has less money avallable.
In all probability, the financial problems of the Fund will mean that organiza-
tions presently recelving grants, and which in normal times could expect grant
renewals, will not receive them. Further, it means that whereas in past years
one ont of every twelve or thirteen organizations applying to the Fund could
expect to receive assistance, that negative ratio will necessarily grow, perhaps to
as high as one out of every twenty. Moreover, the ability of the Fund to assist
organizations facing short-term emergency conditions is greatly reduced, as is
the capacity of the Fund to stimulate new efforts in areas which are being
ignored by existing organizations. Thus, much of the creative work which has
been accomplished by the Fund and recipients in recent years will be stifled.

As a result of these conditions, the Fund is operating under the most stringent
financial guidelines. During 1974 we have asked recipient organizations to defer
payments untll 1975 so that we could avoid baving to liquidate securities to
meet our commitments. While this relieves the sftuation temporarily, the result
is to have less money available than anticipated in 1975 for new programs.

VANGUARD FOUNDATION,
San Francisco, Calif., November 22, 1974.
HoN. VANCE HARTKE,
Chairman, Subcommittee on Foundations,
U.S. Senate, Washington, D.C.

Dear SENATOR HARTKE: Vanguard Foundation supports small, charitable
groups in and around the San Francisco Bay Area. Our grantees are organizations
which “can't get money apywhere else”, that is, organizations which gre not
funded by most other foundations because they appear too unusual or too risky.
In doing so, we have found that thére are many classes .of people and social
causes which are In dire need of assistance but are almost entirely cut off from
the philanthropic mainstream. Although many of these groups are firmly
grounded in large numbers of beneficlaries and are committedly forward look-

. Ing, they rarely pass the screening stages of most foundations.

To my mind, this exclusion is ultimately based on the composition of the
Boards of Directors of these foundationg., Bogr;l members gre usually chosen on
the basis of accomplishment in fields unrelated to philanthropy, and quité natur-
ally, their interests and experlence tend not to be similar to those of the people
they are trying to help. So, while they can pring objective perspective and man-
agement skills and experience to the decision making process, they are often
auite ignorant of the context within which grants are being made—the dally
lives of the people associated with grante¢s, I would like to see more {ndividuals
from the recipient’s class of pgqple involved in positions of infivence in founda:
tion.boards and administrations.” o 4

To my mind, different sorts of rules apply to philanthropy than tn profit
scholastie, or service orfented professions. David Rockefeller, Jr., President oi
the Rockefeller Family Fund, uses the phrase ‘‘venture philanthropy”, analogous
to venture capltal, to convey the idea that foundation funds can and sheuld he
used for experimentation in the social arena. Philanthropic assets are unique in
that, while they comprise a very small percentage of the total dollars expended
for social programs, they are in a position to respond more quickly and with
much less bureaucracy than other kinds of funding. But a great mang board
membhers avold taking any chances with the money under thelr control. T think
that foundations could and should be far more responsive to soclal currents than
they are now, particularly at the grass roots level. :
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For background, Vanguard is comprised of 15 young people who have in-
herited money and give a portion of their incomes to our fund. We have been
operating for three years now and have helped a similar group get started in
Boston. Examples of our funding are Change for Children, which researches
children’s literature for racist and sexist content and hnolds workshops for
teachers of the San Francisco School District, and the National Jailhouse
Lawyers Association, which provides legal briefs and technical assistance to
inmate lawyers.

I hope these observations are of some assistance to you. Please let me know
if I can be of any further assistance.

Sincerely yours,

-

OBIE BENzZ, President.

CoruMBia UNIVERSITY IN THE CITY OF NEW YORK,
New York, N.Y., November 27, 1974.

SURCOMMITTEE ON FOUNDATIONS,
CoMMITTEE ON FINANCE, U.S. SENATE,
Washington, D.C.

GENTLEMEN : These brief comments reflect my personal views and are not to be
assuined #5 necessarily representing the opinions ot any organization with which
I am assoclated. I am Professor of Economics, Columbia University, and Eco-
nomlic Consultant, Tax Foundation, Ine¢, (The latter is not the type of foundation
under consideration here.) For six years I was on the Board of the Lincoln
Foundation. My service expired four years ago.

1. Your committee could make a positive contribution by trying to counteract
the atmosphere of suspicion, antagonism, and criticism which seemed to gain
force in the 1960's. The many kinds of constructive work of foundations far
outweigh, in my view, any disadvantages. Whatever the seriousness of abuses,
positive achievements have been, and are, substantial. Perhaps focus on the bad
elements was needed to build support for, legislation. Any human institution
will have faults, But the world of foundations, it seems to me, ought to receive
encouraging backing from leaders in Congress and other walks of life. The
admonition to “accentuate the positive” applies. ’

2. The 4 percent tax seems clearly too high. The notfon of earmarking revenues
or of charging for government services may or may not be wise on balance. In
this particular case the burden may be the most regressive in the entire Ameri-
can system. Whether or not such is the case, the tax deprives the beneficlaries of
foundations of needed funds. . ,

3. The pay-out provisions ought to be reexamined in the light of uncertainty,
inflation, changes In asset values, and the problems of maintaining real pur-
chasing power through time. The concept of compulsory pay-out calls for study
in relation to other goals. My personal preference would be rates which do not
impair the prospects of survival without contraction. I would favor greater
liberality and flexibility-in-the form of longer time periods—fve years or a
decade-—with opportunity to use hindsight to take account of actual changes in
the worth of assets, general inflation, and real ylelds, )

4. Forms, regulations, reports, controls, all these involve costs. The costs
are of many types, not the least belng the time, energy, and thought of leaders of
foundations and their staffs. The U.S. Government would serve the people
wisely, I submit, by reducing the burden of reporting and complying with regula-
tions. How much deadwelght loss {8 now imposed? Dellberate effort to simplify
forms, reduce frequency, relax controls, and generally moderate regulations
would help foundations serve the people. -

Respectfully yours,
C. LoweLL Harriss, Professor of Economics.

PREPARED STATEMENT SUBMITTED BY JOHRN W, ANDERSON FoUNDATION,
VALPARAISO, IND.

The Trustees of John W. Anderson Foundation appreciate the opportunity to
submit this Statement to thp Foundation Subcommlittee of the Senate Finance
Committee. The Trustees believe that the current state of the economy poses
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serious problems for foundations and their charitable beneficiaries. Specifically,
John W.pAnderson Foundation is concerned that the state of the economy and the
operation of the Internal Revenue Code minimum distribution provisions may -
soon force the Foundation to divest itself of its assets at artificially low prices,
to the great detriment of its charitable beneficiaries, including Boys Clubs, col-
leges and universities, hospitals and college students in Indiana and elsewhere.

Since the death of John W. Anderson in 1867, John W. Anderson 'mexndz'a'tlon
has owned more than 90% of the stock of The Anderson Company (“ANCO"), a
manufacturer of windshield wiper arms and blades in Gary, Indiana, employing
some 1,400 people. Under Section 4948 of the Internal Revenue Code, added by
the Tax Reform Act of 1969, John W. Anderson Foundation is required to divest
itself of a portion of its ANCO stock (“excess business holdings”). Fortunately,
Congress anticipated that foundations would have difficulty disposing of closely
held stock over a short period of time and, accordingly, in Section 4943 gave
foundations holding such stock on May 26, 1949, grace periods of lq, 15 or 20
years to eliminate excess business holdings. Sinc: John W. Anderson Foundation
owned over 909% of the voting stock of ANCO on such date, it was given 15 years
to eliminate its excess business holdings.

However, the current state of the economy has created conditions which
threaten to force the Anderson Foundation to divest some of its ANCO stock
which Congress determined it should be allowed to keep until 1984. The problem
is brought about by the operation of Section 4942, which requires n private
foundation to distribute to charity each year thec greater of its “minimum
investment return” or its adjusted net income, The “applicable percentage” for
computing the minimum investment return was raised by the Commissioner of
Internal Revenue from 4.375% in 1978 _to 5.59% in 1974, and presumably the
minimum investment return will be sct at 4 comparably high rate next year since
Section 4942 requires it to be set in relationship to money rates and investment
rlelds prevailing in 1974. *

Since the Foundation’s property consists almost entirely of its holdings in
ANCO, it is almost entirely dependent on dividends from ANCO to meet the dis-
tribution requirements under Section 4942, At the same time as the minimum
investment return applicable percentage 18 being raised due to high interest rates
prevailing in the economy, the state of the economy has caused substantial
problems for ANCO, including constant cost increases accompanied by strong
resistance to ANCO price adjustments, the current slackening of demand in the
auto industry and tight money, which make it difficult for ANCO to maintain its
current dividend payment to the Foundation, much less increase it. Consequently,
it the Foundation cannot meet its distribution requirements under Section 49042
out of dividends from ANCO, it has no cholce but to attempt to sell ANCO shares
in the currently depressed stock market. Of course, the sale of a substantial
amount of such shares (an initial public offering would require a substantial
sale) in a depressed market would tly diminish the value of its assets held
for charity and would not be in the beést interests of the Foundation’s charitable
beneficiaries throughout the state of Indiana and elsewhere. Such a result would
be directly contrary to the intent of the Tax Reform Act of 1969, which sought
to maximize funds available for charitable purposes.

The Senate recently took steps to deal with just such a problem, as it relates
to the Herndon Foundation, when the Senate added Section 4 to H.R. 6642, —
which provides in effect that the Herndon Foundation is required to distribute
only the dividends actually paid on the Atlanta Life Insurance Company stock
it is permitted to keep, and the minimum investment return does not apply to
such stock. On page 6 of the Senate Committee on Finance Report No. 98-986 to
accompany H.R. 6842 it is stated that it had come to the Committee’s attention
that the charitable distribution provisions were forcing divestiture of stock
which Congress determined the .Herndon Foundation should be permitted to
keep, and, as a result, the intent of Congress in 1969 was “being frustrated
because of the operation of the minlnum investment return provision.”

Likewise, because of current cconomic conditions, the Section 4942 distribution
provisions could soon force the divestiture of stock which Congress determined
John W. Anderson Foundation should be permitted to keep until 1984. Con-
sequently, the specific and well considered intent of Congress expressed in Section
4048 which gave foundntions certain apecific periods before requiring divestiture
of closely held corporation stock is heing frustrated because of the unanticipated
operation of the minimum investment return provisions of Section 4942, Although
it is acknowledged that the Herndon Foundation was given special treatment
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by the Tax Reform Act because of its stock holdings, likewise Section 4943 gave
Anderson Foundation und other foundations a similar type of treatment because
of their May 26, 1960 stock holdings. Accordingly, the 1T'rustees of the Anderson
IFoundation believe that it and other foundations similarly situated are entitled
to the same relief from the operation of Section 4942 as given the Herndon
Foundation.

Unfortunately, the Tax Reform Act governing private foundations was de-
veloped in 1968 and 1089 agalnst a background of economic_conditions which is
far different than that prevailing today. For example, the public offering of a
new issue, such as ANCO, which would have been met by investors with
enthusiasm in 1968 is almost impossible to sell in 1974. We appreciate your hold-
ing hearings on the very serious problems that these changed economic conditions
have created and we hope that legislation will be passed to ameliorate these
problems,

Thank you for your consideration of this matter.

Epwarp C. LARSON,
Chairman.
RICHARD 8. MELVIN,
Vice-Chairman.

- WINSTON-SALEM, N.C,, December 10, 1974.
Hon, VANCE B. HARTKE,
U.8. Senate,
Washington, D.C.

DEAR SENATOR HARTKE : I am encouraged by your letter of November 12 to make
a suggestion to you as Chairman of the Senate Subcommittee on Foundations and
other charitable organizations,

Everyone across the Natlon i8 concerned with the inereasing growth of bureauc-
racy in Washington. It would be terribly helpful if your Subcommittee could pay
for an investigation of the costs of support from federal, state, county and city
versus individual corporate and foundation support.

Years ago I remember reading a report that it costs nothing for an individual
to give to a federally approved charitable organization. The cost to business was
s0 minimal as to be unobservable. The cost to foundations was somewhere in the
neighborhood of 8 to 4%. BUT it cost a city a dollar to give away a dollar and a
county two dollars to give away a dollar and a state five dollars to give away a
dollar and the federal government between ten and twelve dollars to give away
ong dollar. In other words, the federal government had to collect between eleven
and thirteen dollars in order to make one dollar available due to the immense
amount of paperwork, etc. involved.

I have served on the Board of the National Endowment for the Arts for an
extended perfod. I am still working with-its Chairman, Nancy Hanks. However,
the National Endowment i3 rapldly simulating its brother organizations and
is becoming an incredible bureaucracy.

. After a highly qualified Panel on a given art has approved a grant and after
the whole Endowment Board has approved a grant, there are 129 steps to be
followed. before the grant can actually be presented to the recipient. This is such
a complex procedure that in some cases reciplents have not received the grant
tfgr g:'ter (:‘year and have had to borrow the money at high interest rates to handle

e situatfon. :

If, on the other hand, industry had been encouraged to give 8% instead of its
less than 1% %, much of the need for support of the National Endowment for
the Arts would not be neceasary, :

-- I have recently had opportunities to hear of far worse happenings in HEW.

This is an 0ld organization and far more bureaucratie. -

It occurs to me that rather than discourage foundations and donations from
individuals and corporations, they should be encouraged. !

Might I suggest that the Government carefully review the major eleemosynary
organizations in this country—such things as hospitals and private colleges and
other educational institutions,.for example. Perhaps the Government would
realize that it donations could not support their needs, the Federa! Government
would have to do so. ) -

There might be created a new category of eleemosynary organizations which
would allow individuals, for example, to give a full 509% of income in appreciated
assets, f the last 209, were given to these specially designated lnstituu%ns.
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We must do.something to cut down on bureaucracy and this looks like a good
way. -_
Many thanks for your ear.

Yours truly,
R. PaiLip HANES, Jr.

TESTIMONY OF VERNON E. JORDAN, JR., EXECUTIVE IMRECTOR, NATIONAL URBAN
LEAGUE, INC., ON FCUNDATIONS AND THE KEcCONOMY

Mr. Chairman and members of the subcommittee, I am Vernon E. Jordan, Jr.,
Executive Director of the National Urban league, Inc. I am pleased to be here
today in response to Senator Hartke's invitation to share with you the views
of the League as a recipient of many foundation grants over the years on the
impact of the prevailing and forecasted economic conditions in this country.

The National Urban League is a non-profit, non-partisan charitable and
educational organization which was founded in 1910 to secure equal opportunities
for black Americans and other disadvantaged minorities. It is governed by an
interracial board of trustees, and it seeks to improve race relations among all
people of the United States.

Among the League's pursuits are programs to enhance equality of employment
and housing opportunities, to provide slternatives to traditional educational
methods which have failed minority youth, to develop and strengthen family
life, to encourage active and responsible citizenship by minorities, and to assist
individuals in solving thelr problems in the areas of employment, education,
health, and economic development. The League also acts as an advocate to
present the minority point of view on matters of concern to its constituency.

Operating through its 103 local affiliates in 86 states and the District of
Columbia, the League maintains a national headquarters in New York City
with regional offices in Akron;- Atlanta, Saint Louis, and Los Angeles. A Wash-
ington Bureau and a Research Department are located here in the nation's
capital. The National Urban.League and its affillates have a combined staff of
more than 2,500 assisted by approximately 20,000 volunteers~who bring expertise
and experience to the resolution of the problems facing minorities.

My comments today will be in the context of the fund raising effort required
to support the activities of the National Urban League itself rather than to
include the varlety of situations facing each of our local affillates. To a greater
or lesser degree, I am sure that my comments apply to our local affiliates as well
if for no other reason than some of the funds raised by the National Urban
League directly benefit the affiliates. ——

During the last three fiscal years, the funds raised by the League from private
sources have included a high percentage from various foundations. The percent-
age from foundations has ranged from approximately 809 to approximately 43%
of the private funds raised. Some of the foundation funds bave been earmarked
for specific uses, but the trend over the last several years has been an increase
fn the percentage of foundation funds which can be used for the support of the
League's general operations. During the last three fiscal years, the League has
received over six million dollars in grants from various foundations. Suffice
it to say, the League is heavily dependent upon foundation grants for the con-
tinnation of its operations. .

The League, unlike most of its sources of private funds such as corporations
and foundatlons, has no reserve of assets upon which it can draw in times of
adversity. It is wholly dependent upon current income to continue its operations.
An interruption of that income not only causes an immediate cessation of some
portion of the League’s operations, but it has an impact that can linger for
{eatrs in the future because valued staff members and program momentum are
ost.

Most of the foundations from which the League derives support in the form
of grants rely on their fncome from investments rather than an invasion of the
foundation corpus to meet its commitments. In a sense, this is double jeopardy
of a sort for the League bec