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SOLE_PROPRIETORSHIP

(e.g. - Small grocery. store owned and operated by man. and w1fe with

“-no formal agreements or conditions

Some Advantapes_

on operations.

Some_Disadvantages

“ No need to separate income or ex-
penditures of business into class-
ifications of source or use,

Minimum necessary %tax reports are
required.,

No franchise taxes

Freedom to decide what to do with
prope“ty w1thout reference to
other investors (scockholders).
Minimum of contracts to be execut-
ed (enployees are-hired orally and
purchases and szles are usually
made by simple receipts).
Simplicity of operawuions

Ownership (perhqps an illusory ad-
vantage).

ASSOCTATIONS

Not-for-profit organizations
.complex church structures or

Some Advantares

No benefits of separation of in-
come into tax-exempt classifica-
tions and capital gains cauagories.

Maximum taxation and regulation.

Licenses to operate are usually
required.

Total liability of individuals for
business debts and expenses.

No possible avoidance of social
security or advantages of "corpor-
ate fringe benefits."

Mixing of personal and business
records,

Loss of control to the extent of
the extensive taxes and regula-
tions placed on such business
forms.

ﬁ enerally similar to Trade Associations,
nions, )

Some_Disadvantages

May take advantage of laws govern=-

Require to form and clarlfy the

ing their operations as distinguishqAssociation lest it be taxed as a

ed from rules governing prlvate
foundations.

Copyrizht o 1962
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partnership or a corporation,

difficult to maintain control as
there are multiple positions of
authority,

Subject to limits that apply to
all independent not-for-profit
foundations, includlng disclosure
of assets.
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ASSOCIATIONS (Cont.)

_Some Advantages ) i ° Some Disadvantages

Should be in agreement between
two or more entities to pursue
proper objectives. -

. e L . .| May lose its exemption if no real
’ activities are accomplished to
tfurther industry."
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Advantases and disadvantzzas

1.) REAL ESTATE TRU3TS: Iany States allow creaticn of land
holdirg trusts for various purposes. The Illinois
‘passive Land Trust is one for example. In spite of the
name of this Trust, it is éctually a special %émporary
trust creatasd solely for the holding of title to lani for
a limited period. Trusteeé under the law, may not gesner-
'aliy convey the property or deal with it without violating
the trust. “This-type of trust has only limited tax and
control'advantéges.

2, INSURANCE TRUSTS: The proceeds of a life insurance policy

may be placed in an insurance Trust created during the 1life
of the insured. Upon the death of the insured; the fund
'w111 then be adm i ed for the tenafit of the benefici-
ary of the Trust, often the wife of the insured, and upon

the death of the trust teneficiary, the trust funds would

- be

o

istributed to designated partiesc -- usually the child-
ren, Substantial tax savings are possible for the transfer
to the wife of ‘the beneficial interest, but the children
rmust often bear the full brunt of taxation on the assets
transferred to them. The Trustees of the insurance Trust
are limited in their activities bty many guide lines set out
iﬁ both the State law and under the Trust agreement. Trust-
ees are almost always either corporate Tfustees; such as

banks, insurance companies or individual lawyers.

m

The in-
surance Trusts are not perpetual in nature and must term-

inate at a specified time, under the terms of the Trust

agreement.

Co_yri ht{e)1987 S, P B
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Renewal is usually impossible and undesirable or illegal.

The insurance Trusts are usually created in relation to

“wills or refer to the Trust as the receptacle. Thus the

estate of the decedent is "poﬁred over" by the will into

a Trust created for the specific purpsse of isolating

the decedent's property for tax savings and conservatiﬁe
management by banks or lawyers. Properly created insurance
Trusts can provide many conventional benefits, death tax
Savings; but they have only limited efficiency in not-for-

profit procedures. The drawback to insurance Trusts is

“that the distant heirs such as grand-children or great-

grandchildren may be taxed an amount greater than the

original tax saving provided by the Trust, due to the fact
éhat tax rates have consistently increased over the years
and will probably continue %o do so. In other words, there
is no continuing protection, .

BANK TRUSTS: Bank Trusts, like insurance Trusts, are pri-

.marily created to preserve assets from shrinkage. Bank

Trusts vary greatly, but they usually involve a spécial
pre-drafted form will; which creates two or mcre Trugts
upon the death of the creator, these Trusts to be adminis-
tered by the bank as Trustee. Such Trusts often take ad-
vantage of the marital deduéﬁions for federal estate

tax savings, and they provide limited protection in other
areas of estate planning. Again; like Estate Trusts; the
bank Trusts are usually severely limited by State law;
business practice and the Trust agreement. Usually

the bene”*~iary has little or no control over the
Y 19 :
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management of the Trust fund properties, since the
beneficiary is not a Trustee, In both the bank Trust
and the insurance Trust, the creator of the creator's

_ estate retains some "strings'.of interest and control.
These "strings" are the reasoﬁ_that taxe§ are_prpperly
assessed against the Trust properties upon the death of
the‘creator.

Most banks have found great value in limited Trusts.
They advertiss their use continually, and the Trust
Department often constitutes the second largest department
in a bank, second only to the savings department. You may
have heard some of their advertisements, they say . . . .
"Trusts can save significant amouhts of estate taxes,"
énd "Trusts can provide your family with security through

sound financial management." A large bank in Chicage ha

[¢)]

stated . . ."Trusts should noct be created solely for tax

purposes, but nevertheless, large amounts of taxes can be

saved through their proper use.” (Northern Trust Company.)

All of these statements are true, but we believe that an

Ovnership-Trust is far more efficient for these purposés than the
Trusts that banks offer. Because most people do not wish to give
up complete ownership, these limited Trusts sometimes provided by
banks in which individuals have some "strings" of control, are
popular, When such limitations‘occur, then a temporary Trust is
created and the more significant benefits of the ownership Trust
are forfeited.
Copyrighted 2)1967 -3 -
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1. ESCROW AGREEMENTS, ETC: Whenever you entrust a ﬁerson
“with vaiﬁablé property, and place'conditioné on its use |
and direction, you usually create a special Trust,
Escrow égreements are shert term Trusts as are "street
account™” securities transactions with your broker. In
each of these Trust situations, the creator places defin-
ite limitations on the Trustee and the "equitable™ interest
and taxable interest remains in the creator. These short
term limited Trusts are of great value for their purposes;
but they should not be confused with the type of Trust we

are about to discuss.

Copynight(:)l967
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EXHIBIT 5

AN ANALYSIS OF THE OWNERSHIP TRUST

ADVANTAGES

DISADVANTAGES

Since ths Trust owns property,

- 1t may buy, sell, lease, loan

.o

ve

*e

and otherwise dsal with the
propsrty for the rurposs of
building, ezpanding end strength-
ening the Trust 1n ths interest
of the bensficlaries,

It 1s self parpetuating in na-
ture which adds sscurity.

4 Trust will protect and prs-
serve propertiss and values
for the beneficilary.

Since the creator may bs a bene-
ficlary, the creator also may
enjcy the advantages of Trust
procedursas.

The Trustees srs empowsred to
employ all psr3ons necessary

to pressrve anéd build the assets
of the Trust.

Since Executive Director of the
Foundation and the Managing
Truztes may be one and the sams
person, there is congistency

of management,

Tt ia possible to reduce tazx-
able iIncoms of the Trust to
near zero.

A Trust can lower tax liability
by making use of Not-For-Profit
laws just as arn individual may.
A Trust may form divisions and
agresments with other legal
entitles for protecticn of lia-
bility and reduction of taxes.
The Trustees may decide to par-
ticipate jointly with another
business or they may declde to
incorporate a stock corporation
to accomplish Trust business,
all of the stock being held by
the Trust or the Trust may go
into partnership with another
Trust, Corporation, partnsrship,
Foundation, e%c., for the pur-
pose of accomplishing soms
common objective.

Copyright ©)1567 -i-
Arericans Building Constitutionally
(A Trust) Zrinted in U,S.A.
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cee Having'to maks the mental

adjustment of giving up
legal titls of preperty

in favor of control and uss
of propsrty.
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ADVANTAGES (CONTINUED) DISADVANTAGZES

The Foundation within the

Trust is controlled complete-
1y by the Trustees to s*rengghen
the purpose of the Trust to btake
advantage of Not-For-Profit
procedures to qualify for tax
exemption.

The Tpust Foundation may re-
ceive any propertiss or tsnsz-
fits in any amcunts at any Sime
without tax consequences Ifrom
another Not-Fur-Prcfit quali-
fied tax empt Foundatlon

Gifts or endowmsnts rsceivsed
by the Trust Foundation ars

not considerad incoms undsr ths
Internal Revenue Cods.

The Trust through the Trust
Foundation may receilve and ra-
tain disbursements of accumu-
lated income from a Stats
Chartered Priva%te Foundaticn

and yet remain legally indepand-
ent and ssparate frcm this
State Chartered Foundation.
While State Chartered Fcunda-
tions may be subject to change,
the Trust is not so affected
and may operate regsrdless of -
changss 1n N-F-P corporats
proceedings.

A Trust is In a poslition to
take advantage of favorable
changes in ¥N-F-P practices
through the use of a multiple
Foundation system.

On & $10,000,000 estate, a
Trust can save $6,886,200.

In the State of Ill*nois, the
Attorney General eatimated on
an eatate of $1,000,000, for
state taxes alcne, an estate
would pay $106,296.00. Es-
timates of Federal taxation

on $1,000,000 sstate could
amount to as much as $320,000
or more - a Trust would sava
all of this.

D
Copyright ¢ 1967
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LDVANTAGES (continuad) DISADVANTAGES

(Continued)

«s A Trust removes the nesd for
forced sales of property often
required undsr probate, and
thus preserves values of pro-
perty in addition to the taxes.

ee A Trust eliminates probate fees
and probate taxes.

ee A Trust eliminates fees for the
Exscutor or Administrator.

«o A Trust also eliminates avtorneys
fees for probate, etc., which
have been know %to run as high as
1/3 to 1/2 cf the estate after
taxes. .

«e A& Trust often saves months and
even years of time often re-
quired to settie an estate,

.4 Trust 1s able to protect the
Creator's egstzte frcm all death
taxes and death procsdures,

.« 4 Trust enablss control of the
Trust propertiss to be trans-
ferred to heilrs or anyons slss
the Creatcr may deslrs. Probate
and tlsups ars comwpletely
eliminated,

.« A Trust providss the highsst
degree of privacy for onss!
financial affairas avallable
in any legal instance. Thils
privacy may be maintained
without a battery of attorneys.

s A Trust does not have to dis-
cloge the beneficiaries.

Josyri hto 196
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Question #1: HOW DOES Of:
FOUNDATICHN

The family Trust is generally a non-exempt entity. It is
its non-exeﬁpt nature that gives it certain advantages -- e.g.,
fréeddm‘from the rules of self-dealing cor limitations as to
purpose - that has caused it tc be included in this mcdel
arrangement.

The famiky foundation‘may aéply for and receive a determiha—
tion of exemption like any other foundation. (See #5551 of I.R.S.)
Question #2: CHARITABLE FOUNDATIOHNS A

T Y
WE NEED MORE EVIDENCE CC
RESEARCH AND DEVELOPIENLT?

No, "Charitable" is a sherthand expression fer all organiza-
tions exempt under Sectioﬁ‘501 (c) (3) of the Internal Revenus
Code, the section which'exempts; ‘among other things, the
charities; as wgll as scientific, educational; relizious,
literary; etc. The expression is used for convenience and even
encouraged by some becausenthéy feel it hides the true nature of
those organizations.

Question #3: EXPLAIN BY EXAMPLES WHEN A PAYMENT OR IMVESTMENT IS
MADE BY EACH CF THE THREE ENTITIES, OR BY YOU, WHLICH
ENTITY SHOULD MAKE THE PAYMENT?

As a general rule is that the party who benefits or who has .
the property interest, is the party who makes the payment. For .
examples, if a foundation is leasing property it i§ normal to

expect the foundation like any lessee to pay for up-keep, utilities,

Qopyrizht ¢ 1967 1
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custodial care or the like, A lessee would not normally make
expenditures on property which:constitutes a capital invest-
ment; as for example; a lessee with a one year least would not
build a new wing on the buildihg: Investments may be made by
" any entity. However, a tax exerot °nt1tv should not make highly
speculaulvo investments whzcn would 1mp=r11 its ability to per-
form its e"nmpt purposes. Vhere the foundatlon owns or leases
an automobile, the foundation may make payments for gasoline,
minor repairs and general up keep, but where they are paying you
for the use of a car owned by you, as fov exampln 10 or 154 per
mile :on company business, they could not make -car payments; Jjust
as the foundation‘occupying youf'propefty under a shor§ term
lease could not make morthage payments for your benefit. You
would have to receive rentaltpayﬁents from éheAféundation; assum-
ing that you are renting to the foundatioﬁ, and ‘then you would
make the mortgage payment. For an explanéticn of how you can
make the most out of these paymen?s;vrefer to the discussion in
- question two atove. A B “
Question ##: CAN CHILDREN AS MEMBERS OF THE FOUNDATION RECEIVE AN
ALLOWANCE TO HELP THEM EDUCATE THEMSELVES IN THE
USE OF CAPITAL? ’
No, although like aﬁy bther person the&*méy feceive educational
grants which can have the same result. (Recall the use of

beneficial certificates of the Trust.)

Copyright ¢ 1967
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Question #5: CAN THE EDUCATIONAL FUWD BE USED IN CURRENT
EDUCATION EXPEHSES FOR CHILDREN OF THE FOUMDATION
WHO ARE IN PRIVATE ELEMENTARY AND SECOWDARY
SCHOCLS?

To begin with, the expression "children of the foundation"
dces not have legal significance. A relevant classificaticn
‘might be "children of a donor or officer of the foundation,"
Even these persons are eligible to receive educational grants.
Refer vour accountant to Section 117 of the Internal Revenue
Code for an explanation of how such monies may be received bty
those children tax frze to them. Whether or not it is taxable to

them does not effect the foundation+s ability to make suck

grants.
Question #6: WHAT CONSTITUTES SELF-DEALING?
Refer to exhibit 11 of Lecture III.

Question #7: MAY I LOAN THE FOUNDATION OR TRUST X DOLLARS TO
PURCHASE MY HOME OR OTHER PROPERTY, THUS CREATING
A CREDIT AGAINST WHICH I MAY DRAW? i

Yes, the foundation or Trust may borrow from you as any
other person may do.

Due to the exempt nature of the foundation, such loans must
be at no more than fair interest. In either case, the interest
on that loan is taxable to the lender,

Question #8: WE NEED THE STATE RULES OF PRIVATE EDUCATIONAL,

SCIENTIFIC, HEALTH AND WELFARE FOUNDATIONS. IS
THERE A BCOKLET BY THE STATE?

Copyright ¢ 1947
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State rules of private, educational, scientific, health and
welfare foundations is gcnerally the state non- proflu corporation
“law which is almost always avallable in pamphlet -form., There

are generally no other state laws applicatle.

Question -#9: WE NEED COPIES OF ALL STATE AND FEDERAL FORUS
- ) ‘

The state non-ppofit_corporation law will tell yeu what reports
such corporations Have to ma&e to the ona*e. These are frequently
mailed out by the state as a matter of course. Y§u‘might inquire
of your Secretary of State if ;hls is your state's pfaétiqé.

The federal foﬁms‘peftain only to taxation and may be-obtéined

from the IRS on request. These forms weré discussed in a hand

out in Lecture III.

Question #10: 3JHAT HAPPENS TC ”Fu GAIV “h I THE TRUST SELLS
PROPERTY, OR DOES IT CONVEY TO THE FOUNMDATICHN
FIRST? - T

The Trust is taxable dnvthat ggin;*un;eséxit aveids such tax,
There are two.ways in which a frust'hay avoid that tax. First,
it may pay the noney out to benef1c1ar1es in which case the
Trust can deduct what monies it pays out and reduce its tax
to zero, or two, exercise it unllmlted deduction for contribu-
tions and achieve the same result. 'i\

\

Question #13: MUST THE TRUST FOUNDATION HAVE THE SAME, OR
SIMILAR PURPOSE TO THAT OF THE NOT-FOR-PROFIT?

It need not have, though of course, where their purposes over-

lap this will make it convenient for cross endowments.
Copyricht/c)1967 - b -
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" Question #12: HOW IS THE TRUST REGISTERED? THROUCH CGURT CRDER
CF COUNTY CLRK?

‘The Trus® need only be recorded in a county wherein it owns

encumbered real estate.
Question #13: WHAT ABCUT NOT-FOR-PROFIT MAILING PRIVILEGES?

This information was covered in Exhibit 1, part (c) of the
second lecture material. (Bulk mailings of 200 pieces or more

may qualify for this privilege)

Question #1l:- A REQUEST ON SOCIAI
OBTAIN THE Ni4E AN
INFORM THE soczA
EMPLOYER AND ENPL
TAX, AND THE ADDRES:
CONTACTED ON THIS SUBMJI

H

By virtue of the exemption ruling; the emplos
federal insurance contribution zct, FICA (social sscurity). Other
information regarding your specific case mzy be obtainad thrcugh
your local social security office. |
Question #15: IS NOT THE TRUST FOUMDATICN REVEALED HEN X DOLLARS
ARE ENDCWED, GIVEN OR TRANSFE T0 IT BY THE NOT-

FOR-PROFIT FOUNDATION, OR WHEH INVESTMENTS ARE MADE
(PRIVACY)? :

Not to any more exposure than is normal.

Question #16: IS NOT THE TRUST FOUMDATICN REVEALED WHEN A 3ANK
: ACCOUNT IS SET UP OR WHEIl TRANSFERS ARS MADE TO

IT (PRIVACY)?
See Answer to Question #18.
Copyrisnt q1967
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Question #17: WHAT CAN BE DONE WITH PRESENT INCOME PROPERTY AND
HOW DO YOU SUGGEST CONVEYANCE - BY DEED, BY GRANT
OR SALE T0 THE TRUST OR FOUNDATION? ON INCOME
PROPERTY, WHICH .IS HELD FOR THE BENEFIT OF THE
. 'FOUNDATION -~ WHICH FOR THE TRUST?. .. .

;The not-for-profit corpcrate foundation serves its highest
and best use creating and generating cash flow! The Trust on the
other hand is the ideal legal instrument to own property - which
may be conveyed by deed in Trust:“Graﬁt,vgift, etct Of course
the Trust can and may have a foundation within its framework.
Question #18: EXHIBIT 9, PAGE 3, ITEMS 3 AND L., CHARITABLE CONTRI-

BUTIONS MzANS CONTRIBUTIONHS. TO OUR FOUMDATION? AND

IS PROPERTY REFERRED TO IN ITEi 3 INCOME PROPERTY

THAT THE DONOR WISHES THE FOUNDATION TO HOLD?

WOULDN'T IT BE BETTER PLACED IN THE TRUST?

"Charitable contributions® is that’cont:ibdtion to any

organization whefe éontribdtions méy te legally dedﬁctable from
your income tax, that includes, foundations, churches, schcols,
hoépitéls, etc., and you or your Trust can make contributions to
any of these entities, o A 4

:Nb, by “property which the tax-payer sells in the course of
his trade or business'", we mean invéntory. . .

No, inventory is not usually placed in the Trust.

Question #19: EXPLAIN CONVEYANCE OF ENCUMBERED PROPERTY ON
EXHIBIT 11, PAGE 2 WHERE YOU SAY “CERTAIN TYPES
-OF LEASES?"

Page 2 of Exhibit 11, refers to the so called "business lease."

These aré leases, thé income of which is not entirely tax exempt.
GCooyright ©)1967
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These 1eases; generally speaking; are leases vwhich run for more
than 5 years on property which is subject to a debt incurred
-in its purchase,
Question:#20: SINCE THE TRUST IS A FCR-PROFIT STRUCTURE, HOW IS
IT THAT ASSETS ARE NOT TAYABLE, AND ARE IHSURANCE
PROCEEDS TAX FREE? :
The Trust is a taxable entity. It may however; avoid its tax
burden thiough the device of its 100% “charitable™ deductions.
Thus; any taxable income which might accrue to the Trust can be set
off by a deduction of a like amount., This deduction may be either
for fcharitable® contributions or for distribution to beneficiaries.
[t is the general rule that death benefits paid on an insurance
policy do not constitute taxable inconme.

Question #21; PREPARE A SAMPLE EXPLOYNMENT CONTR

TRACT. DO Wi NEE
EMPLOYMENT CONTRACTS FOR GUR TRUST?

¥e do not have a sample employment contract, tut it would be
a simple matter for you and your counsel to draw one up, in light

of your individual circumstances and desires.

Question #22: WHAT ARE CALIFORNIA LAYWS FOR STATE OR INDIVIDUALS
TO DISSOLVE THE FOUNDATION OR TRUST?

See Associate Counsel.

o y
[ S T
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ARTICLES OF INCORPORATION
" UNDER THE
GENERAL NOT FOR PROFIT CORPORATION ACT
{These Articles Must Be Filed in Duplicate)

(Do Not Write in This Space)
pate Pala S 2- §°C T

Filing Fee § o, e
To PAUL POWELL, Secretary of State, Springficld, Hlinois. . Clerk
We, the undersigned,
@ot tess than theee)
Addreas
Name Number Street City - State

Rohert D, Hayes Xelsey Road Barrington, T1llinois
Edna H, Hayes Kelsey Raad Barrington, Illinois
J. Douglass Kirk . Kelsey Road Barrington, Illinois

“being natural persons of the age of twenty-one years or more and citizens of the United States, for the purposc of
forming a corporation under the “General Not For Profit Corporation Act” of the State of lllinois, do hereby adopt the
. following Articles of Incorporation: : :

1. The name of the corporation is:_Sal1es Analysis Institute Foundation of I1linois

2. ‘The period of duration of the corporation is: Perpetual

(Please state “perpetual™ or & definite number of years)

75
3. The address of its initial Registered Office in the State of Dlinois is: Kelsey Road P.O.BoX Srect

in the. of Barrinaton (60010 County of Lake . and
Qone)
the name of its initial Registered Agent af said Addressis:_Robert D, Hayes
4. The first Board of Directors shall be } __in number, their names and addresses being' as follows:
QVot fess thao three) . .
. Address
Name Number Streat City State
° Robert D, Hayes Kelsey Road Barrington, Illinois
Edna H, Hayes Kelsey Road Barrington, 11linbdis
J. Douglass Xirk Kelsey Road Barrington, Illinois

S. The purpose or purposes for which the corporation is organized are:

To contribute to effective research and development in the science and
art of communication, To teach and promote better understanding

betwecen humran beings,
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WNOTE: Any special provision authorized or permitted by statute to be contained in the Articles of Incorporation,
may be inserted above.)
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STATE OF ILLINOIS, *
S8,

County of ___La ke

1, Lorena Xohlman a Notary Public do hereby certify that on the

6th " duyof Decenber : 1965, Rohert D. Hayes,

22,
QNames of lacorpotators)

vmﬂ—:w f ...:m<mm and J, Douglass Kirk

aanzaaﬂ in :,.w :.%8:5 capacitics therein set forth and declared that the statements therein contained are true.
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EXHIBIT NO. 5

BY—LAWS

OF

‘ARTlCLE 1 — DEFINITIONS

The following words and terms, as used in the By-laws of
SALES ANALYSIS INSTITUTE FOUNDATION OF ILLINOIS, INC.

an Illinois corporation not for profit, shall, unless the context shall other-
wise require, mean and be defined as:

(a) "Corporation': the aforesaid corporation,

‘(b) "Member'": the persons who are qualified and elected to membership
as hereinafter provided. ’ :

‘(c) "Directors'; The du.lj constituted members of the Board of Directors.

(d) "Certificate of Membership": A written instrument signed by the de-~
signated officers evidencing that the person named therein is a duly elected °
member. ‘ .

“{e) "Registered office’: that office maintained by the corporation in this
state, and the address which is on file with the Secretary of State.

ARTICLE Il — OFFICES AND REGISTERED AGENT

Sec. 1. Principal Office: The principal office of the corporation shall be
located in Barrington , Illinois, and there may be such other
offices. as the Board of Directors shall designate. .

Sec. 2. The Registered office of the corporation and the registered agent
may, from time to time, be changed by the Directors. - ’

ARTICLE [if — MEMBERS

Sec. 1. Election of members: Application for membership may be pre-
sented by members, and shall be elected by a vote not less than
of the Board of Directors.,

Sec, 2, Classes of Members : The Board of Direcfors may establish more
than one class of members and determine the designation and their qualifica-
tions,
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Sec. 3. Voting Rights: The Directors may establish the voting rights c.
the respective clas:.s of members estdblished. If there be but one class of
members, each member shall be entitled to one vote on matters which shall
be submitted to the membership.

Sec. 4. Termination of Membership:

(a) Upon charges preferred against any member, in writing, and filed with
the Secretary, and upon consideration by the Directors, and the affirmative
vote of not less than three-fourths of the Directors constituting a quorum at
any regular meecting or a meeting called for such purpose, a member may
expelled or suspended for good cause shown. Any member so expelled or
suspended have a rehearing before the membership at its next Annual Meet-
ing, and if by an affirmative two-thirds vote of members present to set aside
such expulsion or suspension, the resolution of the Board of Directors shall
then be void.

(b) Resignation: The written resignation of any member shall be filed with
the Secretary, and when accepted by the Board of Directors, shall becomc
effective.

(c) Any member who has resigned, been suspended or expelled, may be
reinstated by the affirmative vote of three-fourths of the Directors present
at any regular or special meeting called for such purpose, and upon such
terms as the Directors may designate,

Sec. 5. Transfer of membership: Memberships may be transferrcd c.ay
upon the consent of, and upon such terms as shall be fixed by the Board of
_Directors.

ARTICLE IV —~MEETINGS OF MEMBERS

. Sec. 1. Place of Meetings: All meetings of the membership shall be held
at the reglstered office of the corporation, or at such other place as the Di-
rectors or President shall, from time to time, designate.

Sec. 2. Meetings: The annual meeting of the membership shall be held on
the 16th of May » of each year, commencing
May 16 166 , at the hour of 10:00 A .M., o'clock, unless
otherwise designated by the Directors. Special meetings may be called at
such times as the President, a majority of the Directors, or not less than
20% of the membership, shall elect.

Sec. 3. Notice of Meetings: Notice of meetings shall be written or printed
and which shall be mailed to each member at the address shown on the cor-
poration's books, except that if all members be present at any meeting 2nd
consent to such meeting, call and notice shall not be required. The notice
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" shall state the place, Aday and hour of such meeting, and shall be delivered
not less than five nor more than forty days before the date of the meeting,
personally or by mail or notice maybe waived by all the members in writing.

Sec. 4, Quorum: A majority of members entitled to vote, represented in
person or by proxy, shall constitute a quorum at any meeting of the member-
ship.

Sec. 5. Voting: At meetings of the membership each member entitled to
vote shall have one vote on any matter submitted, and may be by voice unless
twenty per-cent of the members present at such meeting shall demand voting
by written ballot. In the election of Directors, such election may be conduc-
ted by mail by the Directors. Voting may be in person or by proxy, provided
that only 2 member may be designated to act as proxy, and that authorization
to vote on behalf of another shall be in writing, and filed with the Secretary
prior to or at the meeting for which the proxy is given, and that no proxy
shall be valid after eleven months from the date of its execution.

Sec. 6. Cumulative voting: The Board of Directors may provide for cu-
mulative voting in the election for Directors, in the manner as is set forth
by statute.

ARTICLE V — THE DIRECTORS
Sec. 1. 'Powe.rs: The Board of Directors shall:

(2) Manage the affairs of the corporation, except as otherwise provided in
the Articles of Incorporation or By-laws.

{b) Adopt a corporate seal as the seal of the corporation.

{c) Designatea banking institution or institutions as depository for the cor-~
poration's funds; and the officers authorized to make withdrawals therefrom,
and to execute obligations on behalf of the corporation.

Sec. 2. Number of Directors: The number of Directors shallbe 3 in
number, .

Sec. 3. Election and term: The Directors shall be elected by the Mem-
bership at the Annual Meeting or at such other meeting as shall be called for
such purpose by the Directors or President, and they shall hold office until
their successors shall have been elected; provided that if a vacancy shall
occur among the Directors prior to an Aunnual Meeting, the Directors may
fill such vacancy for the balance of the term of such office.

Sec. 4. Qualifications: A Director shall be a member of the corporation,
shall be age 21 or over, and a resident of the State of Illinois. :
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Sec. 5 Meetmgs All meetmgs of the Directors shall be held upon call of
the Presidenf, who shall act as the presiding officer, or of a majority of the
Board of Directors, and shall be held as the registered office of the corpo-
ration, or the place designated in the call. Notice of such meetings may be
ziven orally or in writing at least twenty-four hours prior to the meeting, or .
aotice may be waived by the Directors in writing.

Sec. 6. Quorum: A majority of the Directors shall constitute 2 quorum to
iransact busmes of the corporation.

. ARTICLE VI —THE OFFICERS

Sec. 1. The officers of the corporation shall be: a President, Vice~Presi-
jent, Treasurer and Secretary, and such other officers as the Directors
shall designate. Two or more offices may be held by the same person, ex-
cept that of President and Secretary. As herecafter determined by the Direc-
iors, any one or more officers may be made ex-~officio members of the Board
of Directors. :

Sec. 2, Election and term: The officers shall be elected at the meeting of
the Directors held iinmediately after the Annual Meeting of the Shareholders,
>r at such other meeting of the Directors as shall be called for such purpose,
and officers elected shall hold office for the ensuing year and until their suc-
cessors shall be elected.

Sec. 3. Duties of officers: ’ R

‘() The president shall manage the affairs of the corporation, except as
shall be reserved by the By-laws or action of the Directors. He shall pre-
side at the meetings of membership and the Directors; and shall be vested
with the powers and duties incident to the office of President.

{b}) The Vice-President: In the abscnce of the President, or of his inability
>r refusal to act, the Vice-President is empowered to act in lieu of and in
‘he stead of the President, and shall thereupon be vested with 211 the powers
ind duties of the President.

{c) The Secretary shall kcep the minutes and a record of other imatters
iransacted by the Members and the Directors; mail or cause to be mailed all
1otices required by the By-laws; have custody of the corporate seal and rec-
>rds; maintain and have custody of names and addresses of the membership;
ind perform such other duties as are incident to the office of Secretary.

{d) The Treasurer: The Treasurer shall have custody of the funds of the.
sorporation, collect dues and other monies owed the corporation, and per-
lorm such other dutiecs as are incident to the office of Treasurer. In the dis-~
:retion of the Directors, the Treasurer may be required to furnish bond for
such amount and undel such conditions as the Directors may see fit to im-
sose.
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Sec. 4. Removal of Officers: Anyofficer maybe removed by the Directors
whenever intheir judgment the best interests of the corporation will be served
thereby. The removal of any officer shall be without prejudice to contract
rights, if any, of such officer so removed.

ARTICLE VIl — CERTIFICATES OF MEMBERSHIP

Sec. 1. Certificates of membership: The Board of Directors may, as it
secs fit, provide for certificates of membership to be issued to duly elected
members in good standing, and in such form as they shall determine. Such
certificates shall be signed by the President and Secretary and shall bear the
geal of the corporation.

Sec. 2. Transfer of Membership: Membership in the corporation may be
transferred only upon affirmative action by the Board of Directors.

Sec. 3. Lost or destroyed Certificates: Upon receipt of an affidavit setting
forth the loss or destruction of a Membership Certificates, the Board of Di-
rectors may order the Secretaryto restore said lost or destroyed certificate.

ARTICLE Vill — DUES

Sec. 1, Annual Dues: The Board of Directors may establish an initiation
fee and annual dues for members, if there be one class, or for each clas= of
members if there be more than one class,

Sec. 2. Payment of Dues: Theinitiation fee and annual dues if any, shall
be payable as the Directors shall determine.

Sec. 3. Default in payment of dues: If any member shall fail to pay the
dues within the time provided by the Directors, and shall remain in default
thercof for a period of 60 days, such member may be suspended or expelled
as the Directors see fit. ’

ARTICLE IX — THE FISCAL PERIOD

The fiscal year of the corporaiion shall begin on the 1st day of October
1966 and shall end on the' 30th day of September 197 .

ARTICLE X — AMENDMENTS

The By-laws of the corporation may be amended, repealed or new By-laws
adopted by the Directors upon approval of the Members.,
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EXHIBIT NO. 7
ORIGHIAL
BY AUTHORITY OF THE HOUSE OF REPRESENTATIVES OF THE CONCRESS OF THE
UNITED STATES OF AMERICA

To Mr. James H. Dilloan, United States Maxshal

You are hereby commanded to summon Mr. James R._Walsh. Jr., Fontzna
Wicconsin.__ (Telephone Number - Area Code 414, 275-3122)

to bz and appear before the _Subcomaittec No, 1 of the Sclect Committee on Sma

Business
/Gnatitize of the House of Representatives of the United States, of which the Hon. .

Mright Patwar .. 1s chairman, _..and _to briag with

him the information described and set out in "'Schedule 1," which is

attached hereto and made a part of this subpoena, e

2359, Raylx Houze Office Building ;
brnbex in the city of Washington, on .. _October 30, 1967 R
al the hour of .___. 10:60 a.m. -

o matters of inguiry commiitted fo said Committce; and he is

then and there to testify tcuc
riot to depart withont leave of seid Committee,
Hercin fzil not, und razke return of this sunsmons.
Witness my hand end the seal of the House of Represantatives

of the United States, at the city of Washingtor, this

13th day of QOctober 19.67.

Cheirman,
Subconmittee No. 1
Atiest:
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SCHEDULE, 1

(1) A financial statement of Amewicans Building Con-
stitutionally for the twelve wonths ending September 30, 1967,
including income and disbursements and a balauce sheet.

(2) A list showing nawmes and addresses of membders of
Americans Building Constitutionally and the membership fee
reccived irom each of them.
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EXHIBIT NO. 8

89th Congress
1st Session COMMITTEE PRINT

TREASURY DEPARTMENT REPORT
ON
\ PRIVATE FOUNDATIONS

N

COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

FEBRUARY 2, 1965

Note: This report has not been considered by the Committee on
Ways and Means or any member thereof. It is being
printed for informational purposes only.

Printed for the use of the Committee on Ways and Means

U.S. GOVERNMENT PRINTING OFFICE
42-663 ‘WASHINGTON : 1965
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COMMITTEE ON WAYS AND MEANS
WILBUR D. MILLS, Arkansas, Chairman

CECIL R. KINQ, California

HALE BOGGS, Louisians

EUGQENE J. KEOGH, New York
FRANK M. KARSTEN, Missouri

A. 8. HERLONG, JR., Florida

JOHN C. WATTS, Kentucky

AY, ULLMAN, Oregon

JAMES A. BURKE, Massachusetts
CLARK W. THOMPSON, Texas
MARTHA W. GRIFFITHS, Michigan
W. PAT JENNINGS, Virginia
GEORGE M. RHODES, Pennsylvania
DAN ROSTENKOWSKI, Nlinois
PHIL M. LANDRUM, Georgia
CHARLES A. VANIK, Ohio
RICHARD H. FULTON, Tennessee

JOHN W. BYRNES, Wisconsin

THOMAS B. CURTIS, Missouri

JAMES B. UTT, California

JACKSON E. BETTS, Ohio

HERMAN T. SCENEEBELI, Pennsylvania
HAROLD R. COLLIER, Iilinois

JOEL T. BROYHILL, Virginia

JAMES F. BATTIN, Montana

Leo H. IRWIN, Chief Counsel
JoRN M. MARTIN, JR., Assistant Chief Counsel
WiriaM H. QUEALY, Minority Counsel
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LETTER OF TRANSMITTAL

TEE SECRETARY OF THE TREASURY,
Washington, February 2, 1965.
Hon. Harry F. Byrp,
Chairman, Commitiee on Finance,
U.S. Senate, Washington, D.C.
Hon. WiLsyr C. MiLLs,
Chairman, Commatice on Ways and Means,
House of Representatives, Washington, D.C.

Dear Mr. CHAIRMEN: I am transmitting herewith the report of
the Treasury Department on private foundations. This report re-
sponds to requests by the Committee on Finance of the Senate and
the Committee on Ways and Means of the House of Representatives
that the Treasury Department examine the activities of private
foundations for possible tax abuses and report its conclusions and rec-
ommendations to the committees. The report contains the results
of an extensive study made by the Department pursuant to such
requests and contains proposals for correction by legislation of in-
adequacies of the law disclosed by the study.

Sincerely yours,
Dovueras Dirron.

I
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U.S. TREASURY DEPARTMENT REPORT ON
PRIVATE FOUNDATIONS

INTRODUCTION

Because of the importance which this Nation attaches to private
philanthropy, the Federal Government has long made generous pro-
vision for tax exemptions of charitable! organizations and tax de-
ductions for the contributors to such organizations. Since the Federal
tax laws in this way encourage and, in substantial measure, finance
private charity, it is altogether proper—indeed, it is imperative—
for Congress and the Treasury Department periodically to reexamine
the character of these laws and their impact upon the persons to
which they apply to insure that they do, in fact, promote the values
associated with philanthropy and that they do not afford scope for
abuse or unwarranted private advantage.

" This Report responds to requests by the Committee on Finance of
the U.S. Senate and the Committee on Ways and Means of the House
of Representatives that the Treasury Department examine the ac-
tivities of private foundations for tax abuses and report its conclusions
and recommendations. Both the Congress and the Treasury Depart-
ment have investigated these problem areas in the past. A major
study resulted in important legislation in 1950, when opportunities
for self-dealing and the accumulation of income were restricted and,
in addition, the income of feeder organizations and the unrelated
business income of certain classes of organizations were subjected
to tax. The Revenue Act of 1964 imposed further restrictions on
foundations seeking to qualify as recipients of unlimited charitable
contributions. However, the major revisions of 1950 have not been
comprehensively reviewed since their enactment. In its present
study, the Treasury Department has sought to determine whether
existing legislation has eliminated the abuses with which it was de-
signed to cope, and whether additional abuses have developed which
require correction by legislative action.

n keeping with the congressional requests which prompted it, the
scope of this Report is limited to private foundations. The discussion
of problems and proposed solutions, thus, is confined to that context.
The restriction of the Report to private foundations does not indicate
any judgment upon whether or not similar or other types of problems
may exist among other classes of exempt organizations. For purposes
of this Report, the term “private foundation” designates:

(1)  Organizations of the type granted tax exemption by section
501(c)(3) (that is, generally, corporations or trusts formed and

1 The terms “‘charity” and ‘‘charitable” are used in their generic sense in this Report, including all phil-
anthropic activities upon which the relevant portion of the Internal Revenue Code of 1954 (sec. 501(c)(3))
c?nfers exempti%n.d Unless otherwise indicated, all statutory references are to the Internal Revenue Code
of 1954, as amended.

1
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operated for religious, charitable, scientific, literary, or educa-
tional purposes, or for testing for public safety or the prevention
of cruelty to children or animals), with the exception of—

(@) Organizations which normally receive a substantial
part of their support from the general public or governmental
bodies;? '

() Churches or conventions or associations of churches;

(¢) Educational organizations with regular faculties,
curriculums, and student bodies;® and

(d) Organizations whose purpose is testing for public
safety;* and

(2) Nonexempt trusts empowered by their governing instru-
ments to pay or permanently to set aside amounts for certain
charitable purposes.

In carrying forward its study, the Treasury Department has con-
ducted an extensive examination of the charactistics and activities
of private foundations. It has investigated and evaluated the experi-
ence of the Internal Revenue Service and the Department of Justice
in the administration of the laws governing the taxation of foundations,
their contributors, and related parties. Its study has drawn upon
pertinent information assembled in investigations conducted by other
groups.’ It has conducted a special canvass of approximately 1,300
selected foundations. From these and other sources, it has compiled
and tabulated a variety of classes of relevant statistical data. It
has discussed the area with an Informal Advisory Committee on
Foundations appointed by Secretary Dillon.® It has, further, con-
sidered a broad range of proposals for reform, extending from remedies
narrowly tailored to end specific abuses to sweeping recommendations
for the elimination or restriction of tax exemptions and deductions for
certain classes of foundations.

The Department’s investigation has revealed that the preponder-
ant number of private foundations perform their functions without
tax abuse. However, its study has also produced evidence of serious
faults among a minority of such organizations. Six major classes
of problems exist; other problems are also present. While the Internal
Revenue Service has taken vigorous action in recent years to improve
" its administration of the existing laws which govern foundations
and their contributors,” additional legislative measures appear neces-
sary to resolve these problems.

This Report seeks first to place private foundations in general
perspective, by considering the values associated with philanthropy
and the part played by private foundations in realizing those values.
Against this background, it explores the major problems in detail and

3 Described in sec. 503(b) (3).

3 Described in see. 503(b)(2).

.4 While organizations within this minor category are exempt from tax, contributions to them are not de-
ductible; and they would therefore appear to be more clossly analogous to business leagues, social welfare
organizations, and similar exempt groups than to foundations.

8 E.g., Subcommittes No. 1, Select Committee on Small Business of the House of Representatives, whose
chajrman is Representative Wright Patman. The reports of the investigations of this subcommittee,
entitled “Tax-Exempt Foundations and Charitable Trusts: Their Impact on Our Economy,” have been

ublished in three installments (dated, respectively, Dec. 31, 1962, Oct. 16, 1963, and Mar. 20, 1964) and are

ereinafter referred to as the “Patman Reports.” A transcript of hearings held by the group in 1064 has been
published recently. See “Tax-Exempt Foundations: Their Impact on Small Business,” hearings before
subcommittes No. 1 on Foundations, 88th Cong., 2d sess., 1964

¢ This Committee met with Treasury officials on several oceasions, and was a valuable source of informed
opinion; but the conclusions and recommendations of this Report are those of the Treasury Department, and
are, of course, based on facts and views drawn from many additional sources.

7 Appendix B summarizes the administrative improvements which have been effected by the Internal
Revenue Service,
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presents possible solutions.® 1n a separate part it describes addi-
tional problems of léss general significance and recommends approaches
to deal with them.® Appendixes present tables of relevant statistics
and other information.

& The Report does not deal with the probiem of distinguishing between permissible educational activities
»f foundations and dissemination of propaganda. The distinction is drawn by existing law. The Internal
Ievenue Service has been investigating situations of questionable operations and taking the action appro-
yriate under presently applicable rules. This program will continue,

% The provisions designed to insure compliance with existing law will have to be reexamined to determine
‘heir adequacy to the task of securing compliance with the rules proposed in this Report. The fundamental
»bjective of stich provisions should be to make certain that funds which have been committed to charity
ind for which tax benefits have been granted will in fact be devoted to charitable ends. Also, effective
wnforcernent of the rules recommended here will require the filing of information returns by the organiza-
;ions to which the rules apply. Since certain private foundations are not now required to file such returns,
mitable revisions will have to be made in the relevant provisions of existing law.

87-444 O-68—66
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SUMMARY OF REPORT
I. AN APPRAISAL OF PRIVATE FOUNDATIONS

While private foundations have generally been accorded the same
favorable tax treatment granted other philanthropic organizations—
exemption from tax and the privilege of receiving donations deductible
by the donors—previous legislation has placed several special re-
strictions upon them. To determine whether additional restrictions
are necessary, one must first inquire into the character of the con-
tribution which private foundations make to private philanthropy
atllld the validity of the general criticisms which have been leveled at
them. ‘

A. PHILANTHROPIC VALUES AND PRIVATE FOUNDATIONS

Private philanthropy plays a special and vital role in our socie‘-tl;F.
Beyond providing for areas into which government cannot or should
not advance (such as religion), private philanthropic organizations
can be uniquely qualified to initiate thought and action, experiment
with new and untried ventures, dissent from prevailing attitudes,
and act quickly and flexibly.

Private foundations have an important part in this work. Avail-
able even to those of relatively restricted means, they enable indi-
viduals or small groups to establish new charitable endeavors and to
express their own bents, concerns, and experience. In doing so, they
enrich the pluralism of our social order. Equally important, because
their funds are frequently free of commitment to specific operatin
programs, they can shift the focus of their interest and their financia.
support from one charitable area to another. They can, hence,
constitute a powerful instrument for evolution, growth, and improve-
ment in the shape and direction of charity.

B. EVALUATION OF GENERAL CRITICISMS OF PRIVATE FOUNDATIONS

Three broad criticisms have been directed at private foundations.
It has been contended that the interposition of the foundation be-
tween the donor and active charitable pursuits entails undue delay
in the transmission of the benefits which society should derive from
charitable contributions; that foundations are becoming a dispropor-
tionately large segment of our national economy; and that founda-
tions represent dangerous concentrations of economic and social power.
Upon the basis of these contentions, some persons have argued that
a time limit should be imposed on the lives of all foundations. Anal-
ysis of these criticisms, however, demonstrates that the first appears
to be susceptible of solution by a measure of specific design and lim-
ited scope, the second lacks factual basis, and the third is, for the
present, being amply met by foundations themselves. As a conse-
quence, the Treasury Department has concluded that prompt and
effective action to end the specific abuses extant among foundations
is preferable to a general limitation upon foundation lives.

5
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ITI. Major PROBLEMS

The Treasury Department’s study of private foundations has
revealed the existence of six categories of major problems.

A. SELF-DEALING

Some donors who create or make substantial contributions to a
private foundation have engaged in other transactions with the foun-
dation. Property may be rented to or from it; assets may be sold
to it or purchased from it; money may be borrowed from it or loaned
to it. These transactions are rarely necessary to the discharge of
the foundation’s charitable objectives; and they give rise to very real
danger of diversion of foundation assets to private advantage.

Cognizant of this danger, the House of Representatives in 1950
approved a bill which would have imposed absolute prohibitions upon
most financial intercourse between foundations and donors or related.
. %arties, and which would have severely restricted other such dealings.

owever, the measure finally adopted, which has been carried without
material change into present law, prohibits only loans which do not
bear a ‘“reasonable’” rate of interest and do not have ‘“adequate”
security, ‘‘substantial” purchases of property for more than ‘“ade-
quate’’ consideration; “substantial” sales of property for less than
“adequate” consideration, and certain other transactions.

Fourteen years of experience have demonstrated that the impreci-
sion of this statute makes the law difficult and expensive to administer,
hard to enforce in litigation, and otherwise insufficient to prevent
abuses. Whatever minor advantages charity may occasionally derive
from the opportunity for free dealings between foundations ang donors
are too slight to overcome the weight of these considerations. Con-
sequently, the Report recommends legislative rules patterned on the
total prohibitions of the 1950 House bill. The effect of this recom-
mendation would, generally, be to prevent private foundations from
dealing with any substantial contributor, any officer, director, or
trustee of the foundation, or any party related to them, except to pay
reasonable compensation for necessary services and to make incidental
purchases of supplies. .

B. DELAY IN BENEFIT TO CHARITY

The tax laws grant current deductions for charitable contributions
upon the assumption that the funds will benefit the public welfare.
This aim can be thwarted when the benefits are too long delayed.
Typically, contributions to a foundation are retained as capital, rather
than distributed. While this procedure is justified by the advantages
which private foundations can bring to our society, in few situations is
there justification for the retention of income (except long-term
capital gains) by foundations over extended periods. Similarly, the
purposes of charity are not well served when a foundation’s charitable
disbursements are restricted by the investment of its funds in assets
which produce little or no current income, '

Taking note of the disadvantages to charity of permitting un-
restricteg accumulations of income, Congress in 1950 enacted the
predecessor of section 504 of the present Internal Revenue Code,
which denies an organization’s exemption for any year in which its
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income accumulations are (a) ‘“‘unreasonable” in amount or duration
for accomplishing its exempt purposes, (b) used to a ‘‘substantial”
degree for other purposes, or (c) invested in a way which “jeopardizes”
the achievement of its charitable objectives:! The indefiniteness of
the section’s standards, however, has rendered this provision difficult
to apply and even more difficult to enforce. Two changes in the law
are needed for private foundations which do not carry on substantial
active charitable endeavors of their own.

First, such private foundations should be required to devote all
of their net income? to active charitable operations (whether conducted
by themselves or by other charitable organizations) on a reasonably
current, basis. To afford flexibility, the requirément should be tem-
pered by a 5-year carryforward provision and a rule permitting accu-
mulation for a specified reasonable period if their purpose is clearly
designated in advance and accumulation by the foundation is necessary
to that purpose. ,

Second, in the case of nonoperating private foundations which
minimize their regular income by concentrating their investments in
low yielding assets, an “income equivalent” formula should be pro-
vided to place them on a parity with foundations having more diversi-
fied portfolios. This result can be accomplished by requiring that
they disburse an amount equal either to actual foundation net income?®
or to a fixed percentage of foundation asset value, whichever is greater.

C. FOUNDATION INVOLVEMENT IN BUSINESS

Many private foundations have become deeply involved in the
active conduct of business enterprises. Ordinarily, the involvement
" takes the form of ownership of a controlling interest in one or more
corporations which operate businesses; occasionally, & foundation
owns and operates a business directly. Interests which do not con-
stitute control may nonetheless be of sufficient magnitude to produce
involvement in the affairs of the business.

Serious difficulties result from foundation commitment to business
endeavors. Regular business enterprises may suffer serious competi-
tive disadvantage. Moreover, opportunities and temptations for
subtle and varied forms of self-dealing—difficult to detect and impos-
sible completely to proscribe—proliferate. Foundation management
may be drawn from concern with charitable activities to time-con-
suming concentration on the affairs and problems of the commercial
enterprise.

For these reasons, the Report proposes the imposition of an absolute
limit upon the participation of private foundations in active business,
whether presently owned or subsequently acquired. This recom-
mendation would prohibit a foundation from owning, either directly
or through stock holdings, 20 percent or more of & business unrelated
to the charitable activities of the foundation (within the meaning of
sec. 513). Foundations would be granted a prescribed reasonable
period, subject to extension, in Whicﬁrto reduce their present or sub-
lsltlagluently acquired business interests below the specified maximum
imit.

! Section 681 imposes similar restrictions upon nonexempt trusts which, under section 642(c), claim chari-
table deductions in excess of the ordinary percentage limitations on individuals’ deductible contributions,
2 Except long-term capital gains.
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D. FAMILY USE OF FOUNDATIONS TO CONTROL CORPORATE AND OTHER
PROPERTY

Donors have frequently transferred to private foundations stock of
corporations over which the donor maintains control. The resulting
relationships among the foundation, corporation, and donor have
serious undesirable consequences which require correction. Similar
problems arise when a donor contributes an interest in an unincor-
porated business, or an undivided interest in property, in which he or
related parties continue to have substantial rights. In all of these
situations, there is substantial likelihood that private interests will
be preferred at the expense of charity. Indeed, each of the three
major abuses discussed thus far may be presented in acute form here.
The problems here are sufficiently intensified, complex, and possessed
of novel ramifications to require a special remedy.

To provide such g remedy, the Treasury Department recommends
the adoption of legislation which, for gifts made in the future, would
recognize that the transfer of an interest in a family corporation or
other controlled property lacks the finality which should characterize
a deductible charitable contribution. Under this recommendation,
where the donor and related parties maintain control of a business or
other property after the contribution of an interest in it to a private
foundation, no income tax deduction would be permitted for the gift
until (a) the foundation disposes of the contributed asset, (b) the
foundation devotes the property to active charitable operations, or
(c{ donor control over the business or property terminates. Cor-
relatively, the recommended legislation would treat transfers of such
interests, made at or before death, as incomplete for all estate tax
purposes unless one of the three qualifying events occurs within a
specified period (subject to limited extension) after the donor’s death.
For the purposes of this rule, control would be presumed to exist if
the donor and related parties own 20 percent of the voting power of a
corporation or a 20 percent interest in an unincorporated business or
other property. This presumption could be rebutted by a showing
that a particufar interest does not constitute control. In determining
whether or not the donor and related parties possess control, interests
held by the foundation would be attributed to them until all of their
own rights in the business or other underlying property cease.

The Treasury Department has given careful consideration to a mod-
ification of this proposal which would postpone the donor’s deduction
only where, after the contribution, he and related parties control the
business or other underlying property and, in addition, exercise
substantial influence upon the foundation to which the contribution
was made. Such a rule would permit an immediate deduction to a
donor who transfers controlled property to a foundation over which
he does not have substantial influence. Analysis of this modification
indicates that it possesses both advantages and disadvantages. Con-
gressional evaluation of the matter, hence, will require careful balanc-
ng of the two.
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E. FINANCIAL TRANSACTIONS UNRELATED TO CHARITABLE FUNCTIONS

Private foundations necessarily engage in many financial transac-
tions connected with the investment of their funds. Experience has,
however, indicated that unrestricted foundation participation in
three classes of financial activities which are not essential to charitable
operlations or investment programs can produce seriously unfortunate
results.

Some foundations have borrowed heavily to acquire productive
assets. In doing so, they have often permitted diversions of a portion
of the benefit of their tax exemptions to private parties, and they
have been able to swell their holdings markedly without dependence
upon contributors. Certain foundations have made loans whose
fundamental motivation was the creation of unwarranted private
advantage. The borrowers, however, were beyond the scope of
reasonable and administrable prohibitions on foundation self-dealing,
and the benefits accruing to the foundation’s managers or donors were
sufficiently nebulous and removed from the loan transactions them-
selves to be difficult to discover, identify, and prove. Some founda~
tions have participated in active trading of securities or speculative
practices. ’

The Treasury Department recommends special rules to deal with
each of these three classes of unrelated financial transactions. First,
it proposes that all borrowing by private foundations for investment
purposes be prohibited.? Second, it recommends that foundation
loans be confined to categories which are clearly necessary, safe, and
appropriate for charitable fiduciaries. Third, it proposes that
foundations be prohibited from trading activities and speculative
practices.

F. BROADENING OF FOUNDATION MANAGEMENT

Present law imposes no limit upon the period of time during
which a donor or his family may exercise substantial influence upon
the affairs of a private foundation. While close donor involvement
with a foundation during its early years can provide unique direction
for the foundation’s activities and infuse spirit and enthusiasm into its
charitable endeavors, these effects tend to diminish with the passage
of time, and are likely to disappear altogether with the donor’s death.
On the other hand, influence by a donor or his family presents oppor-
tunities for private advantage and public detriment which are too
subtle and refined for specific prohibitions to prevent; it provides no
assurance that the foundation will receive objective evaluation by
private parties who can terminate the organization if, after a reason-
able period of time, it has not proved itself; and it permits the develop-
ment of narrowness of view and inflexibility in foundation manage-
ment. Consequently, the Treasury Department recommends an
approach which would broaden the base of foundation management
after the first 25 years of the foundation’s life. Under this proposal,
. the donor and related parties would not be permitted to constitute
more than 25 percent of the foundation’s governing body after the

. 3 'I;l_lis recommendation would not prevent foundations from borrowing money to carry on their exempt
unctions.
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expiration of the prescribed period of time. Foundations which
have now been in existence for 25 years would be permitted to con-
tinue subject to substantial donor influence for a period of from 5 to 10
years from the present. time. .

III. AppiTioNAL PROBLEMS

Review of the practices of private foundations and their contributors
discloses the existence of several problems which have less general
significance than those discussed in Part II of the report. Part III
of the report draws the following conclusions about these problems:
~ A. Gifts to private foundations of certain classes of unproductive
property should not be deductible until the foundation sells the
property, makes it productive, applies it to a charitable activity,
or transmits it to a charitable organization other than a private
foundation. o

B. Charitable deductions for the contribution to private founda-
tions of section 306 stock (generally, preferred stock of a corporation
whose common stock is owned by the donor) and other assets should
be reduced by the amount of the ordinary income which the donor
would have realized if he had sold them.

C. Reforms of a technical nature should be made in certain estate
tax provisions which govern tax incidents of contributions to private
foundations. .

D. A sanction less severe than the criminal penalty of existing law
should apply for the failure to file a return required of a private
foundation.

. *® * % * % *

These Treasury Department proposals are based upon a recognition
that private foundations can and do make a major contribution to our
society. The proposals have been carefully devised to eliminate sub-
ordination of charitable interests to personal interests, to stimulate
the flow of foundation funds to active, useful programs, and to focus
the energies of foundation fiduciaries upon their philanthropic func-
tions.. The recommendations seek not only to end diversions, distrac-
tions, and abuses, but to stimulate and foster the active pursuit of
charitable ends which the tax laws seek to encourage. Any restraints
which the proposals may impose on the flow of funds to private
foundations will be far outweighed by the benefits which will accrue to
charity from the removal of abuses and from the elimination of the
shadow which the existence of abuse now casts upon the private
foundation area. :
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PART 1. APPRAISAL OF PRIVATE FOUNDATIONS

The Internal Revenue Code provides very significant preferential
treatment for philanthropic organizations. Not only does it exempt
such organizations from income tax (a status they share with many
other nonprofit organizations), but it grants income, gift, and estate
tax deductions to persons contributing funds to them. The allowance
of these deductions results in a very sizable reduction in tax revenues.
In 1963, for example, the charitable deductions claimed by individuals,
corporations, and estates diminished Federal revenues by a total of
approximately $2,800 million.!

While private foundations have, in general, received the same
favorable treatment accorded all philanthropic organizations, several
noteworthy qualifications have been made for them. In 1950 rules
concerning prohibited transactions (now secs. 503 and 681(b)) and
unreasonable accumulation of income (now secs. 504 and 681(c)) were
applied to foundations. In 1964, when Congress increased the general
limitation ypon the amount of deductible charitable contributions
which individuals ean make each year from 20 percent of adjusted
gross income to 30 percent, it excluded donations to private founda-
tions from the increase (continuing the 20 percent ceiling on .them).
At the same time, Congress placed special limitations upon the kinds of
foundations which can qualify to receive the unlimited charitable
contributions permitted to individuals in certain instances. The
limitations were designed, generally, to confine this privilege to founda-
tions which do not engage in financial transactions with their donors or
related parties, and which actively engage in charitable operations or
which pass funds on to active charities without undue delay. A third
differentiation between private foundations and other classes of
philanthropic organizations occurred in 1964 legislation: in initiating
8 provision allowing individuals a 5-year carryover of charitable
contributions which, in a particular year, exceed deductible limits,
Congress did not extend this benefit to contributions made to
foundations.

The 1964 decisions by Congress restricting the favorable tax
treatment accorded private foundations represent a carefully con-
sidered balancing of the relative needs and values of foundations
against those of other kinds of charitable organizations. The Treas-
ury Department concurs in the judgment of Congress on these
matters; it should be allowed to stand. The vital present question is
whether or not additional restrictions are necessary.

To provide an informed response to this question, one must inquire
into several fundamental problems. What are the values of private
philanthropy? Do private foundations contribute to them? If so,
.what is the character of that contribution? Is it likely to be attended
by undesirable consequences? Are specific measures available to

1 This total does not, of course, represent a net loss to the Government. Asis pointed out in greater detail
below, private charitable expenditures reduce the need for Government spending.
1
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forestall such consequences, or can they be dealt with only by
provisions of general scope?

A. PHILANTHROPIC VALUES AND PRIVATE FOUNDATIONS

The income tax deduction for individuals’ gifts to charity was
added to the law in 1917, at a time when income tax rates were being
raised to meet the expense of war. The addition was justified on the
ground that heavy income taxes might cause reductions in donations
to charity. Similar considerations subsequently led to the enactment
of gift and estate tax deductions for charitable transfers and the ex-
tension of the income tax deduction to corporations.

It is impossible accurately to assess the gain or loss in Government
funds resulting from the charitable deduction. We cannot know by
what amount charitable contributions would be reduced if there were
no tax deductions for them. Similarly, we cannot know what increase
in Government spending would be required to compensate for re-
duced charitable spending.

A more important imponderable exists—the distinctive value of
private philanthropy. Such philanthropy plays a special and vital
role in our society; Government services cannot provide a satisfactory
substitute. Religious activity is perhaps unique, because Govern-
ment is constitutionally barred from undertaking it. Here, private
freedom of choice is the preeminent consideration. Butin other fields,
too, Government is best restricted to a partial and, perhaps, minor
role. Research in some of the more controversial areas of the social
sciences is an example. Even with respect to activities in which
Government must take a major part today—such as education, social
security, relief and elimination of poverty—charitable organizations
may make vital and unique contributions.

Private philanthropic organizations can possess important charac-
teristics which modern government necessarily lacks. They may
be many-centered, freée of administrative superstructure, subject to
the readily exercised control of individuals with widely diversified
views and interests. Such characteristics give these organizations
great opportunity to initiate thought and action, to experiment with
new and untried ventures, to dissent from prevailing attitudes, and to
act quickly and flexibly. Precisely because they can be initiated and
controlled by’ a single person or a small group, they may evoke great
intensity of interest and dedication of energy. These values, in them-
selves, justify the tax exemptions and deductions which the law pro-
vides for philanthropic activity.

Private foundations play a significant part in the work of philan-
thropy. While the foundation is a relatively modern development,
its predecessor, the trust, has ancient vintage. Like its antecedent,
the foundation permits a donor to commit to special uses the funds
which he gives to charity. Rather than being compelled to choose
among the existing operating organizations, he can create a new fund,
with its own areas of interest and emphasis. His foundation may
encourage existing operating organizations to develop in new direc-
tions, or it may lead to the formation of new organizations. Even if
it does neither, it reflects the bents, the concerns, and the experience
of its creator; and it thereby increases the diversity of charitable works.
In these ways, foundations have enriched and strengthened the plural-
ism of our social order.
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Private foundations have also preserved fluidity and provided
impetus for change within the structure of American philanthropy.
Operating charitable organizations tend to establish and work within
defined patterns. The areas of their concern become fixed, their
goals set, their major efforts directed to the improvement of efficiency
and effectiveness within an accepted framework. Their funds are
typically consigned to definite—and growing—budgets. The assets
of private foundations, on the other hand, are frequently free of
commitment to specific operating programs or projects; and that
freedom permits foundations relative ease in the shift of their focus of
interest and their financial support from one charitable area to
another. New ventures can be assisted, new areas explored, new
concepts developed, new causes advanced. Because of its unique
flexibility, then, the private foundation can constitute a powerful
instrument for evolution, growth, and improvement in the shape
and direction of charity.

B. EVALUATION OF GENERAL CRITICISMS OF FOUNDATIONS

Several serious general criticisms have been leveled at the private
foundation. Some argue that the interposition of the foundation be-
tween the donor and active charitable pursuits entails undue delay in
the transmission of the benefits which society should derive from
charitable contributions. Others contend that foundations are coming
to constitute a disproportionately large share of our national economy
and hence, among other things, are biting deeply into our tax base.
Still others urge that foundations represent dangerous concentrations
of uncontrolled economic and social power. Such contentions have
led to proposals that a time limit be imposed on the life of private
foundations.

The Treasury Department does not believe that a case for this pro-
posal has been made. Its investigation has indicated that most
private foundations act responsibly and contribute significantly to
the improvement of our society. Because of the very nature of their
activities and aims, precise judgment is impossible upon the extent
to which foundations have realized their potentialities for creative
and dynamic charitable works. It seems quite clear, however, that
their endeavors have been conducive to important advancements in
education, health, science, the arts, religion, and assistance to the
needy and unfortunate. . ‘

The argument that foundations can occasion unwarranted delay in
benefits to charity possesses considerable force; for, in particular situa-
tions, there have been aggravated instances of such delay. But the
appropriate solution would appear to be a measure specifically designed
to deal directly with this problem—not a rule, like the proposal for
limiting foundation life, whose impact would extend well beyond the
boundaries of the problem itself. Part II-B of the report outlines a
recommendation framed to meet the specific exigencies of the delay
problem; and the Treasury Department believes that the measure
will prove adequate to its task. '

The contention that foundation holdings have become an excessively
large part of the national economy in recent years finds little support
in the relevant data. Appendix A explores this matter in some detail.
While the available information is far from definitive, it suggests that,
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since 1950, foundation wealth has not grown appreciably faster than
other segments of the economy which have substantial investments
in common stocks. The existing restrictions on charitable deductions
for contributions to foundations would seem to provide a significant
restraint upon abnormal growth. Hence, there would appear to be
little present factual basis for the assertion that foundation lives
should be limited because foundation wealth has become dispropor-
tionate.

To be sure, the powers of foundations present potential dangers.
Many foundations have recognized that fact themselves. The larger
foundations have acknowledged and responded to their obligations
to the public. They have, in the main, established boards of inde-
pendent, disinterested trustees, and have attracted skilled professional
staffs. They have developed procedures which safeguard-the inde-
pendence of their grantees. Quite generally, they have accepted—
and often encouraged—public scrutiny of their operations. Undoubt-
edly there have been individual instances of questionable expenditure;
but, upon the whole, the record of foundation disbursements is one of
solid accomplishment.

Serious abuses do exist among a minority of private foundations,
and they require correction and restraint. They interfere with the
application of the funds of some foundations to their proper charitable
purposes. Since the Federal tax laws have played a significant part
in the growth of foundations, an unavoidable responsibility rests upon
the Federal Government to do what it reasonably can to insure that
these organizations operate in a manner conducive to the fulfillment
of their purposes. The Treasury Department does not, however,
recommend that any separate Federal regulatory agency be created to
supervise foundations. = Rather, the Department is of the view that
tltl)e effort should be made to frame the tax laws themselves to curb
abuses.

Succeeding Parts of this report analyze the character of the abuses
which have arisen and recommend remedies for them. The Treasury
Department believes that vigorous and fully effective action can and
should be taken to end these abuses. It considers such action to be
preferable to measures of broader scope and more fundamental impact,
such as some limitation upon the lives of all private foundations.
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PART II. MAJOR PROBLEMS

A. SELF-DEALING

(1) The existing situation

Existing law does not prohibit donor-foundation transactions. As
a result, it is presently possible for a donor to enter into & number of
transactions with a foundation to which he has made substantial con-
tributions. For example, he may borrow the foundation’s funds or
have the foundation lend its funds to a business which he controls.
He may have the foundation use its liquid assets to purchase either

" his property or property owned by others which he wishes to keep
from being acquired by competitors or other unfriendly parties. He
may have his foundation rent its property to him. He may purchase
the foundation’s assets.

The lack of a prohibition upon donor-foundation transactions has
led some donors to believe that although the foundation has legal title
to assets which they have contributed, such assets still “belong” to
them. Such a donor often thinks of a foundation as “his” foundation
and feels free to engage in any transaction with it that does not shock
the conscience—and even some that do. This same belief may be
shared by some foundation officials who do not object when the donor
wishes to engage in financial transactions with “his” own foundation.
These oﬂicia%s apparently feel that the foundation’s funds belong to
the donor and should be handled in the manner which the donor wishes,
rather than in the manner which would benefit the public.

(2) Consequences of existing situation

The ability of a donor to deal with his foundation has several
undesirable consequences. First, the donor’s knowledge that he may
call upon his foundation’s assets for his personal purposes will often
affect the exercise of his discretion as an official of the foundation in
determining how much of the foundation’s income and corpus should
be distributed to charity on a current basis. The extent to which
the failure of some private foundations to distribute their entire
income to public charities is traceable to the desires of their trustees
to have funds available for the needs of the donor is unascertainable.
However, it is likely that it is not an unimportant consideration in
some cases.

Second, transactions between a donor and his foundation often
provide subtle private advantages to the donor. For example, even
if & donor who borrows the foundation’s funds is willing to pay the
same rate of interest and to provide the same security as would be
required by a bank, he usually can be sure that the foundation would
not request a detailed financial statement or ask the personal and
often embarrassing questions, such as the use to which the funds will
be put, that are usually asked when one borrows from a bank. In
addition, it is likely that the foundation will always be willing to lend
its funds to the donor and process the donor’s “loan application’”
without any of the delay which might take place if the donor were to

15
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borrow from a bank. Thus existing law can provide a donor with &
sertain source of capital upon which he can call in time of need.
Furthermore, the foundation might be more willing to withhold
sollection of the loan at its maturity—especially if it would embarrass
the donor—than would be the case if the loan were made by a bank
whose obligation to protect its depositors and shareholders would
not permit an extension merely to accommodate the borrower. While
all of these advantages are intangible, they do provide the donor who
léakesﬁ advantage of the opportunity with a substantial and valuable
enefit. -

Third, the knowledge that his foundation can be used as a source
of capital—even at the prevailing interest rates—can influence the
decisions of the donor in his capacity as an official of the foundation
as to the assets which the foundation should hold in its portfolio. A
donor who thinks that he may want to call upon his foundation for
funds at some future date may have the foundation keep its funds in a
form readily convertible into cash so as to be immediately available
for his use, rather than placed in an investment which would be more
appropriate for the production of income, but which would not be
readily convertible into the liquid funds which the donor may need.
Such action would, in many cases, decrease the amount of income
which the foundation would be able to expend for charitable purposes.

Fourth, the ability of a donor to engage in financial transactions
with his foundation results in discrimination between taxpayers.
For example, if taxpayer A wants to make his funds available to his
business he must do so out of after-tax dollars. However, if taxpayer
B, who has established a private foundation, wishes to do the same
thing he may “donate” cash (or appreciated property) to his founda-
tion and have the foundation immediately lend the “contribution” to
B’s business. Assuming that B is in the 50-percent bracket, he can
place twice as much cash at the disposal of his business as A, even
though both have decreased their disposable funds by the same
amount. It is true that the amount borrowed by the B company will
have to be paid to the B foundation and not to B. However, the
present value to B of being able to put twice as much capital into his
business than would otherwise be possible may often exceed the value
of the right to collect the debt at some time in the future. Similarly,
taxpayer C cannot claim as a deduction an amount which he has
pledged to his favorite charity, even though the pledge may be en-
forceable by the charity. On the other hand, taxpayer D, who has
established a private foundation, can “contribute” the same amount
to his foundation and then borrow the “contribution” from the
foundation. Under these facts D could deduct the contribution but
C could not, even though in both cases charity has received the same
thing—an obligation of the donor. .

Finally, the ability of donors to engage in financial transactions
with their foundations is adversely aﬂ’ecting taxpayer morale. Many
feel that allowing contributions to a foundation to be deductible in
situations in which the donor has not irrevocably parted with the
“donated”” property is improper. The belief is becoming more wide-
spread that the creation of a private foundation is a tax dodge used
by some taxpayers to obtain tax advantages, much as expense account
living was regarded. Under our self-assessment tax system it is
important that the public have confidence in the fact that every tax-
payer is paying his fair share of the cost of government.
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(8) Prior attempt to solve problem—1950 legislation

The abuses which may exist where a donor is able to enter into finan-
cial transactions with his private foundation were recognized by the
House of Representatives in 1950. In that year the Ways and Means
Committee approved, and the House adopted, a provision which,
generally, would have prohibited foundations from entering into
financial transactions with (1) its contributors, (2) its officers, direc-
tors, and trustees, and (3) certain parties related to its contributors,
officers, directors, and trustees.

The Senate Finance Committee, after considering this problem,
agreed that there were abuses under the law as it had existed prior
to the Revenue Act of 1950. However, the committee believed that
the abuses could be prevented without prohibiting transactions which
are at arm’s length. Therefore, the Finance Committee approved,
and the Senate adopted, a provision which would only prohibit a
foundation from— _

(1) lending any part of its income or corpus without receipt
of adequate security and a reasorable rate of interest;

(2) paying any compensation in excess of a reasonable allow-
ance for salaries or other compensation for personal services
actually rendered;

; (8) making any part of its services available on a preferential
asis;

(4) making any substantial purchase of securities or any other
propehrty for more than adequate consideration in money or money’s
worth; .

(5) selling any substantial part of its securities or other property
fordless than adequate consideration in money or money’s worth;
an .

(6) engaging in any other transaction which results in a
substantial diversion of its income or corpus. ‘

These prohibitions applied only to transactions between a foundation

and its donor (and certain related parties); they were not made

applicable to transactions between .a foundation and its officers,

directors, or trustees.

In conference, the Senate version was adopted. The rules adopted
in 1950 can presently be found in sections 503 and 681 of the Internal
Revenue Code.

It is now almost 15 years since the enactment of the Revenue
Act of 1950. At this time, it is appropriate—indeed necessary—to
reexamine the action taken in 1950.

(4) Ewaluation of existing law

A careful study of the self-dealing transactions which take place

under existing law indicates that the 1950 legislation—which only
rohibits donor-foundation transactions which violate an arm’s
ength standard—provides unsatisfactory results.

When a person is asked to represent two conflicting interests in jthe
same transaction it is likely that he will, consciously or unconsciously,
favor one side over the other. Where one of the interests involved is
his own, and if his action will not be questioned by a charitable
beneficiary, it is likely that the donor will resolve all close questions
in his own favor. For example, it is likely that a donor would be
willing to give himself the benefit of the doubt as to “reasonableness”
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of the interest and ‘“adequacy’ of the security provided for in donor-
foundation loans. Anglo-American trust law has long recognized the
impossibility of insuring that a trustee who is permitted to deal with
himself will act fairly to the trust. As-a result, the courts have
refused to inquire as to the fairness of dealings between a trustee and
a trust and have generally barred such transactions.

Because of the potential private benefit which may result from
self-dealing, it is imperative that the Internal Revenue Service
examine such transactions in detail in order to determine whether
there has been a violation of the existing rules. However, such
examinations require the skill of highly trained revenue agents and
are both time consuming and expensive. The Internal Revenue
Service has estimated that the “cost’” (both direct costs and the amount
of revenue which would be produced if the agent were free to spend his
time on matters involving the collection of taxes) of 1 man-year of
an experienced revenue agent’s time exceeds $320,000.

Much of the Service’s problem in policing self-dealing transactions
is traceable to concepts such as ‘‘reasonableness’” and ‘‘adequacy’’ and
measures such as ‘“substantial’” which are contained in the existing
self-dealing rules. The administrative problems created by the use
of such terms are severe in the foundation area. This is largely
attributable to the fact that often no one is looking over the shoulder
of the trustee of a private foundation to make sure that the trans-
action is, in fact, at arm’s length. Indeed, the “arms’ involved may
both belong to the same person who is both donor and trustee. More-
over, the possibility of arranging transactions with a foundation to
suit the needs of the donor are more numerous than in other areas.
For example, if a donor wishes to obtain the use of the foundation’s
funds at a minimum cost he will arrange for the loan to bear a low
rate of interest. On the other hand, if a donor wishes to make a
deductible contribution to his foundation which is in excess of the
generally applicable percentage limitation, it would be possible for
him to set a high rate of interest.

The following examples indicate the types of self-dealing cases
which are being entered into and the difficulty which the Internal
Revenue Service has in applying the arm’s length test contained in
existing law:

Ezample 1.—The A foundation made a loan to a business cor-
poration controlled by its donor. The security for the loan con-
sisted of an oral promise made by the donor as an officer of the
corporation to execute a mortgage on certain of the real property
owned by the corporation, but only if the foundation requested
such a mortgage. The foundation, however, never requested
the donor’s corporation to execute such a mortgage. The
Internal Revenue Service challenged the exemption of the founda-

_ tion on the grounds that the organization had made a loan without

the receipt of “adequate’ security. The Service argued that if
the corporation were to become insolvent, the foundation, with
only an unrecorded promise to execute a mortgage in the future,
would be in the same position as any other unsecured creditor.
However, the court, although recognizing that the security in-
terest of the foundation would be ineffective if the corporation
disposed of the real property, felt that a mere promise to execute
a mortgage in the future constituted “adequate’ security. Thus,
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the foundation’s exemption was upheld. William Clay, Jr.
Foundation v. United States (64-2 USTC ¢ 9650 (N.D. Tex.
1964) (CCH).

Ezample 2—The B foundation was able to make 12 loans
totaling over $200,000 to the donor, his relatives, and corpora-
tions controlled by the donor without losing its exempt status.
Griswold v. Commassioner 39 T.C. 620 (1962).

Ezample 3.—The donor contributed $65,000 to the C founda-
tion. These funds were immediately lent to a corporation owned
by the donor. Thus, the donor was able to claim an immediate
deduction for funds which were invested in his business.

Ezxample 4—The D foundation lent a substantial portion of
its cash to its donor on negotiable demand notes bearing interest
at 5% percent. The collateral for this loan was common stock in
one of the donor’s closely held corporations. The examining
agent stated that the donor was using the foundation “as a bank
or checking account.”

Example 6 —The E foundation, during the 5-year period 1955—
59, made 29 loans to its donor. These loans, totaling approxi-
mately $145,000, bore interest at the rate of 4 percent and were
secured by stock in a closely held corporation. Although each
of these loans were repaid by the end of the foundation’s account-
ing period, some of the funds were ‘relent”’ to the donor in the
opening days of the following year. Since there were no open
loans as of the last day of the foundation’s accounting period,
the presence of such loans was not disclosed by its balance sheet.

Ezample 6.—The donor to the I foundation organized a sepa-
rate corporation for the purpose of manufacturing an article on
which he owned the patent. He borrowed money from a bank,
lent it to the corporation, and received secured promissory notes
as evidence of the debt. Shortly thereafter, the donor contributed
(and deducted) certain of these notes—amounting to $27,500—
to the foundation. The corporation subsequently abandoned the
attempt to manufacture the patented article and the notes became
worthless. This transaction permitted the taxpayer to obtain a
large contribution deduction for what was essentially ‘risk capi-
tal” for his new business. If the corporation had proved to be
successful, the donor, as its stockholder, would have benefited
from the additional capital which was made available. However,
since the corporation did not prove to be successful, it was only
the charity that suffered—the donor had already obtained a de-
duction for his gift of the corporation’s notes.

Ezample 7.—A donor contributed real estate to the G founda-
tion. Shortly thereafter the foundation leased these properties
back to the donor for rentals of approximately $10,000 and
$12,000 for 1960 and 1961, respectively. The donor then sublet
these properties to third parties for approximately $12,000 and
$20,000 for 1960 and 1961, respectively. The donor alleged that
the gain which he received was attributable to management
services which he performed.

Example 8—The H foundation received approximately
$400,000 in deductible contributions from the owners of a retail
and wholesale grocery concern. The foundation distributed a
small portion of these contributions to operating charitable
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organizations. The remainder of the contributions were used
to construct buildings which were leased to the donors’ retail
grocery.

Ezample 9—In 1950 the corporate donor to the I foundation
purchased land adjacent to its property for future plant expan-
sion. In 1951 the company donated to the foundation the por-
tion of this land which it did not need in the near future. This
gave the company a deduction of approximately $10,000. Some
11 years later, consistent with the company’s expansion plans,
the property was sold back to the company for an amount equal
to approximately $900 more than the amount claimed as a
contribution. :

Ezample 10—The J foundation purchased 20,000 shares of
common stock in a publicly held corporation from its donor at
$20 per share. On the date of the sale, the stock traded on the
New York Stock Exchange at $18 per share. However, because
of the number of shares involved and the fact that four brokerage
houses stated that $20 per share was not more than adequate
considera:ltion, a violation of the arm’s-length standard could not
be proved.

Erample 11.—The K foundation received gifts of ‘“blue chip”
stocks valued at $1.2 million from its principal donor. Im-
mediately after receipt the securities were sold by the foundation
and all but approximately $50,000 of the proceeds were used to
purchase stock in a closely held corporation from members of the
donor’s family.

Ezample 12.—The L foundation received stock in a family
corporation which was subject to a 10-year option exercisable
by the donor’s children to repurchase the stock. At the time
of the gift the stock was worth approximately $500,000 and the
option price was approximately $700,000. Six years later the
value of stock had risen to approximately $5,500,000 and the
donor’s children exercised their right to purchase the stock for
$700,000. The use of a repurchase option permitted the donor
to divert any substantial appreciation in the value of the donated
asset to private parties. Since the foundation could not have
received more than $700,000 for the stock, the retention of the
stock—in order to accommodate the donor’s children—tied up
its funds and prevented it from investing in assets which might
provide more income for charity. The foundation, at the same
time, bore the risk of loss on the stock.

Under existing law, some of these transactions may jeopardize the
deductibility of the donor’s contribution or the foundation’s exemption.
Others have received the approval of the courts. However even with
respect to those which are not permitted under existing law, the
problems of obtaining all of the facts surrounding these transactions
often make it extremely difficult, if not impossible, for the Internal
Revenue Service to administer the existing law in a manner which
prevents foundations from engaging in self-dealing transactions pro-
viding a special benefit to the donor at the expense of charity.
Presumably the only justification forficontinuing to pay the high
cost of a rigorous enforcement program which the existing self-dealing
rules require would be that charity benefits from allowing a donor to
deal with “his” foundation and that this benefit is so substantial and

87-444 O-68—67
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important that it warrants the high cost of administering existing law.
However, after a careful review of this subject, it is clear that while
there may be a few isolated cases in which charity does benefit by
allowing a foundation to enter into financial transactions with its
contributors, the benefit which may accrue to charity from such
transactions is far outweighed by the inherent potential for private
benefit (with a corresponding loss to charity), by the cost of enforcinﬁ
an arm’s-length standard, and by the damage to the confidence of a.
taxpayers in the fairness of the tax laws.

(6) Possible solution

Since examination of this area has revealed that the public does
not receive an over-all benefit from allowing a donor to deal with his
private foundation, it is recommended that a general prohibition on
self-dealing be adopted, applicable to future transactions. This rule
would not only eliminate the undue burden of administering an arm’s-
length test but would also eliminate the potential for abuse whick
exists under present law. It would also be desirable from the stand-
point of over-all tax policy since it would eliminate the ability of e
person who presently enters into financial transactions with his
private foundation to obtain an immediate charitable deduction
without fully parting with his property.

Moreover, such a rule would eliminate the undesirable influences
which the ability to engage in self-dealing may have upon a foun-
dation’s charitable activities. Such a prohibition would be consistent
with the long-established nontax law which bans all self-dealing
between a trustee and the trust with respect to which it is a fiduciary.
Such a rule would also be consistent with the trend of tax provisions
enacted by the Congress since 1950 relating to exempt organizations.

More specifically, it is recommended that private foundations be
prohibited from engaging in any transaction with a donor or parties
related to the donor involving the transfer or use of the foundation’s
assets.? Illustrative of the self-dealing transactions which a private
foundation would be prohibited from entering into under this genera.
ru.lg_1 ét}};ough the rule would not be limited to these transactions)
wo e— .

(1) lending any part of its income or corpus to;

(2) paying compensation (other than reasonable compensation
for personal services actually rendered) to;

(3) making any of its services available on a preferential basis
to;

1 In 1962 the Congress, concerned with the possibility of self-dealing in the case of pension trusts establishec
by self-employed taxpayers, placed a general prohibition on self-dealing between the self-employed person
and his pension trust. Briefly, this provision prevented such a trust from—

1) lending any part of its income or corpus to;
2) paying any compensation for personal services to;
(3) selling any of its property to; and
(4) acquiring any property for the trust from—
a self-employed person covered by the trust or certain parties connected with such persons (sec. 503(j)).
The Revenue Act of 1964 also imposed a general prohibition on self-dealing transactions in the case o:
private foundations eligible to receive ‘“unlimited contributions.” Under these rules such a private
foundation may not—
1) lend any part of its income or corpus to;
2; purchase more than a minimal amount of property from; or
(3) sell more than a minimal amount of property to—

the donor and certain parties connected with the donor (sec. 170(g) (4)).

2 The definition of a private foundation should include a trust which makes distributions to charitabl
and noncharitable parties. The absolute prohibition on donor-foundation transactions would not, o
course, prevent such a trust from making distributions to the donor or members of his family which ar¢
required under the terms of the trust instrument.
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(4) purchasing or leasing its property from; and
(5) selling or leasing its property to—

the donor and certain parties who are so closely connected with the
foundation as to lead to potential abuse. Indirect transactions,
such as a loan by the donor to a corporation which he controls—
followed by a gift of the corporation’s note to the foundation, would
also be prohibited. '

A permissible exception to this rule would allow a foundation to
purchase incidental supplies from the donor or business organizations
with which he may be connected. This would, for example, allow a
foundation to purchase its office supplies from a stationery concern
owned by a contributor.

A second exception which may be appropriate would permit the
donor and certain donor-related parties to purchase at fair market
value those assets which the foundation would be required to dispose
of under the recommendations set forth in subsequent portions of this
report.

I’)I‘he only other exception which should be made would allow a
donor to make an interest-free loan to a foundation if such a loan were
to be used for bona fide charitable purposes. Such a transaction
would not appear to raise a danger of abuse.

The desirability of permitting a foundation to purchase property
from a donor where the market value of the property can clearly be
established and the purchase price is substantially less than such
market value has been considered. Such an exception, however,
would be unwise. First, it would encourage a donor to sell appre-
ciated property to a foundation for an amount equal to his cost and
claim as a charitable contribution the difference between his cost
and market value. Such transactions, commonly referred” to as
“bargain sales,” allow a donor to contribute only the portion of the
value of the property which represents unrealized (and untaxed)
appreciation and to obtain cash equal to his cost without the imposition
of any tax on the untaxed appreciation. Such transactions give
unusual benefits to the donor and, at least in the area of private
foundations, should not be encouraged. Second, and perhaps more
important, it is not always possible to distinguish between property
whose value can be readily ascertained and property whose value it
is difficult to ascertain. Such a rule, therefore, would be difficult to
administer. Furthermore, a distinction between stocks which are
traded on a stock exchange or in an over-the-counter market and
stocks which are not, as such a rule would probably entail, would
introduce a discriminatory feature into the law of private foundations.
For these reasons the exception would not be desirable.

To make these suggested rules fully effective, the existing defini-
tion of parties who are considered to be related to the donor should
be expanded somewhat to include corporations in which the donor and
the members of his family own 20 percent or more of the stock.
Directors, officers, and persons who hold 20 percent or more of the
stock o1 a corporation which is a substantial contributor to a founda-
tion should also be considered donor-related parties. This would,
n effect, prevent a company foundation from lending its funds to an
fficer of its major contributor. In addition, a donor to a private
‘oundation should not be permitted to enter into financial transactions
with a business corporation which the foundation controls. Thus, if
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a foundation owns a building, the donor should not be able to avoid
the self-dealing rules by having the foundation place the building in
a separate corporation which would then rent the building to the donor.
Furthermore, this prohibition of financial transactions should be
applied with respect to officials (directors, officers, trustees, ete.) of
the foundation and parties who are related to such officials.

The imposition of a general prohibition of self-dealing, to be applied
only to future transactions, would eliminate an unduly burdensome
portion of the Internal Revenue Service’s responsibility in auditing
private foundations. Such a general prohibition would avoid the
invitation to abuse now inherent in the present permissive standards
and, coupled with strict sanctions for filing false information returns,
would tend to be self-policing. Finally, the lessening of the
opportunity to use charitable funds for personal purposes should
speed the flow of funds into the charitable stream.

These suggested rules would introduce into the tax law the concept
which is fundamental to the law of private trusts: it is better to
forbid self-dealing and to strike down all such transactions rather than
to attempt to separate those transactions which are harmful from
those which are not by permitting a fiduciary (as is the donor when
he is dealing with charitable funds) to justify his representation of
two interests.

From the standpoint of society as a whole, little if anything would
be lost if a general ban upon self-dealing were adopted and much
would be gained. A private foundation, especially if it is in corporate
form, is usually not limited to the ‘legal list”” from which trustees
must choose their investments. Since a foundation may choose from
a wide range of possible investments, it is not necessary for it to invest
in the business of its donor, or to lend him any money. Similarly, a
party who engages in transactions with the foundation on a truly
arm’s-length basis could, by definition, engage in the same transac-
tions, on the same terms, with strangers.

Accordingly, there appears to be no sound reason to allow donor-
private foundation transactions. The imposition of a general prohibi-
tion of self-dealing properly limits the deduction for charitable
donations to only those situations in which the donor has completely
parted with the donated property and thus has committed it without
reservation to charitable purposes.

B. DELAY IN BENEFIT TO CHARITY

(1) Introduction

Under existing law an immediate deduction is allowed for gifts to
both operating ® and nonoperating private foundations. In the case
of contributions to operating foundations, an immediate deduction is
considered appropriate because the funds generally find their way
into the charitable stream within a short period after they are received
by the foundation. Thus the delay between the loss of tax revenue
and the benefit which accrues to the public from having an equivalent
amount of funds devoted to an active charitable program is often not
substantial.

3 The Revenue Act of 1964 contains specisl rules for “unlimited gifts’” to private operating foundations
For the purpose of such rules a private operating foundation is defined as a privately supported organization
which has substantially more than one-half of its assets directly devoted to active charitable activities (sec.
170(g)(2)(B)). Such an organization must also expend substantially all of its income for charitable purposes

on s current basis. 'This definition could also be used to distinguish between operating and nonoperating
private foundations for purposes of this section.
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Contributions to nonoperating foundations, however, are often
neither devoted to an active charitable program nor distributed to
operating charities. Instead, such contributions are often retained
by the foundation as principal, to be used to generate income which
is to be distributed to operating charities as it is received. In such
cases there is usually a significant lag between the time of the con-
tribution, with its immediate effect upon tax revenues, and the time
when the public benefits by having an equivalent amount of funds
devoted to charitable activities.* Many assert that the value of hav-
ing a source of uncommitted funds which can easily move from one
charitable area to another outweighs this delay. Under this approach
it is sufficient if the private nonoperating foundation invests the con-
tributions which it receives in assets which generate a reasonable
amount of income and distributes such income to operating charities
on a reasonably current basis.

Where, however, a nonoperating foundation invests its funds in
assets which do not generate a reasonable amount of current income
or retains the income generated by its investments (except for situa-
tions in which income is accumulated for a specific charitable purpose),
the justification for the present treatment does not apply. In such a
case the need for corrective action is evident.

While the causes of undesirable delay in benefit to charity are
closely related, they can be more easily identified if they are examined
separately. Therefore, this section of the Report will first consider
whether existing law relating to the withholding from charity by
private nonoperating foundations of their current realized income is
adequate. The discussion will then proceed to a consideration of the
desirability of rules which would deal with situations in which the
managers of a private nonoperating foundation invest the founda-
tion’s funds in non-income-producing assets.

(2) 1950 legislation—existing law

The undesirable delay in benefit to the public which results when a
private nonoperating foundation is permitted to retain a substantial
portion of its current income was recognized by the Congress when it
enacted the Revenue Act of 1950. In considering the problems which
arise when a foundation is permitted to retain its income, the Ways
and Means Committee expressed its view that— '
the tax-exemption privileges with respect to investment income should be re-
stricted to that portion of the income which [foundations] demonstrate that they
are using to fulfill their charitable, etc., purposes by actual distribution to charity
as the income is received by them (H. Rept. 2319, 81st Cong., 40 (1950), 1950-
2 Cum. Bull. 411).

The House in 1950 believed that the ability to accumulate income
often delays the time when charity and hence the public can receive
the benefits which preferential tax treatment is intended to foster.
To eliminate this delay, the House version of the Revenue Act of 1950
would have generally taxed the portion of an exempt organization’s
investment income (excluding capital gains) which the.organization
did not currently distribute for the charitable purpose for which it
was granted an exemption. One exception to this general rule would

4 The delay in benefit to charity which is inherent where the contributed funds are retained as principal
has led to suggestions that since charity must wait for its benefit, the donor’s benefit—the tax deduction
for the amounts which he contributed to the foundation—should also be delayed. The adoption of this
proposal, which w0uld generally require a private nonoperating foundation to expend its principal, is not
recommended by the Treasury Department,
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have permitted tax-free accumulations of current income to the extent
such accumulations were placed into special 5-year trusts which spec-
ified the purpose for which the accumulated funds were to be used.
Another exception would have allowed a tax-free accumulation equa.
to 1 year’s investment income. :

The Senate, although recognizing that some organizations hac
abused the privilege of tax exemption by accumulating large amounts
of income, rejected the direct tax on accumulations favored by the
House. Instead it adopted a rule requiring that information dis-
closing the extent of an exempt organization’s accumulations be made
available to the public. ,

In conference, the present rules were adopted as a compromise
These rules, which are now contained in sections 504 and 681 of the
code, provide that exempt status shall be denied to an otherwise
qualifying organization for the year that its accumulated income is—

(1) unreasonable in amount or duration,
~ (2) used to a substantial degree for purposes other than those
constituting the basis for the organization’s exemption, or
(3) invested in such a manner as to jeopardize the carrying
out of the function constituting the basis for the organization’s
exemption.
The regulations implementing these provisions generally exclude a
foundation’s capital gains in determining whether its accumulated
income is unreasonable.

(3) Ewaluation of existing law

Fourteen years of experience have indicated that in this contex:
standards such as ‘“‘unreasonable,” “substantial,” and ‘‘jeopardize’
are inadequate as well as difficult and expensive to administer. The
lack of definite rules leads to uncertainty, not only in the minds o:
those charged with the responsibility of administering this provi
sion, but also in the minds of foundation managers who are awar«
that departure from the uncertain path of ‘‘reasonable’” accumulations
may result in loss of exemption.

The difficulty in administering current law can be illustrated by ¢
recent Tax Court case in which a foundation with a net worth o
approximately $1,000 purchased a 34-acre tract of industrial rea
property for $1.15 million. This purchase was financed with advanct
rentals of $154,000 received from a lessee and by loans of $1 million
Since the foundation used approximately 80 percent of its income fo
the 5 years following the purchase of the property to retire its debt
the Service revoked the foundation’s exemption ruling on the ground:s
of an “unreasonable’’ accumulation. However, the Service’s revoca
tion was reversed by the court which held that the accumulation was
neither “unreasonable in amount or duration’ nor used to any “sub.
stantial degree for purposes or functions other than those constituting
the basis for such organization’s exemption.” Shiffman v. Commsis
stoner, 32 T.C. 1073 (1959).

Another litigated case involved a foundation which was established
to provide pensions to the employees of an investment company it
which the donor was a minority shareholder. If the income generatec
by the donated assets would have been used to provide an immediate
benefit to eligible employees, payments of approximately $15 pe:
month could have been provided. To increase the benefits to $6(
per month, the trustees decided to retain and add to corpus the income
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renerated by the foundation’s assets during a 10-year period. The
[nternal Revenue Service contended that such an accumulation was
imreasonable. A Federal district court, however, felt that the
wccumulation of income for the purpose of increasing the amount of
ncome which could be distributed for exempt purposes in the future
1id not constitute an unreasonable accumulation. Truscott v. United
States, 58—1 USTC 99515 (E.D. Pa. 1958) (CCH). The reasoning
»f the court’s decision has been interpreted by some as sanctioning a
L0-year accumulation of income merely to increase the size of a
‘oundation’s corpus.

These court decisions, in effect, tend to frustrate the present ban
»n “unreasonable” accumulations except in the most blatant cases.
They also indicate that existing law does not provide the results
ntended by Congress in 1950.

The survey of tax-exempt foundations recently completed by the
I'reasury Department indicated that in 1962 approximately one-fourth
of all private foundations did not expend for charitable purposes an
imount equal to their net ordinary income.! For example, the A
foundation accumulated virtually all of its 1962 net ordinary income
of approximately $600,000. The B foundation accumulated virtually
all of its 1962 net ordinary income of $2 million. The C foundation
accumulated approximately $900,000 of its 1962 net ordinary income
of approximatefy $1.6 million. The D foundation accumulated
ipproximately $1.3 million of its 1962 net ordinary income of approx-
mately $2.5 million. The retention of income in situations such as
these deprives the public of the benefit expected in exchange for the
amount of current tax revenue which has been given up; namely, the
>xpectation that an offsetting current charitable benefit would be
arovided by the foundation.

(4) Possible solution

(@) Distribution of realized income.—Because of the inadequacy of
xisting law and the Service’s difficulty in administering the present
permissive rules, it would be appropriate to adopt a rule which would
rive both taxpayers and the Service workable objective standards.
[t is therefore recommended that all private nonoperating foundations
oe required to distribute all of their current net income on a reason-
1bly current basis. Such a requirement would insure that the inter-
position of a private nonoperating foundation between the doner and
charitable activities will not result in undue delay in the transmission
of benefits to their charitable destination.

Under this proposal a private nonoperating foundation would
zenerally be required to expend the full amount of its current net
ncome by the end of the year following the year such income is re-
zeived. For this purpose income would include investment income
such as rents, interest, dividends and short-term capital gains. ®
Long-term capital gains (including capital gain dividends paid by
regu%ated investment companies) and contributions received by the
foundation would not have to be distributed on a current basis. The
purposes for which the income would have to be expended would be
(1) “contributions to publicly supported charitable organizations,

s For these purposes net ordinary income was defined as total income (excluding capital gains) less expenses
ncurred in earning such income.

¢ Net income would be total income after deduction of expenses of earning such income. Current opera~
.ing expenses would be treated as a current expenditure for charitable purposes.
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(2) contributions to privately supported operating organizations (but
not privately supported nonoperating organizations), (3) direct expend-
itures for charitable programs, and (4) purchases of assets which the
foundation uses as part of its program of charitable activities.

This proposal is illustrated by the following example: In 1966 the
X foundation received dividend and interest income of $100,000,
realized a long-term capital gain of $50,000 and received contributions
of $25,000. The foundation would be required to expend $100,000
for the purposes described in the preceding paragraph. This expendi-
ture could be made in 1966 or 1967, or part in each year. However, if
all or a part of the expenditure is made In 1967, such expenditure could
not be treated as satisfying the expenditure requirement for that year.
Thus, if the foundation made no distributions in 1966 but expended
$100,000 in 1967, such expenditure could not be used to satisly the
expenditure requirement for both 1966 and 1967. Assuming that the
foundation received investment income of $110,000 in 1967, the
foundation would have to expend an additional $110,000 (making a
total of $210,000) in 1967 or $100,000 in 1967 and $110,000 in 1968.

The allowance to private nonoperating foundations of an additional
year after receiving income in which to make the necessary expendi-
tures will permit such foundations to budget their expenditures and
to investigate various uses for their funds before having to make the
required outlays.

Two exceptions to this rule seem desirable. The first would allow
a foundation to treat as an expenditure amounts which are set aside
for a definite charitable purpose which the organization must identify
at the time the funds are set aside, provided the purpose requires
accumulation by the foundation for its accomplishment rather than,
for example, by the intended charitable recipient. Such earmarked
funds, however, would have to be actually expended within a specific
period—such as 5 years—with an extension to be granted if the
organization can demonstrate good cause.

A second exception would allow a private nonoperating foundation
to accumulate its income to the extent that it had, during a prior
specified period—such as 5 years—expended amounts in excess of its
income for such period. _This exception, which would act as an averag-
ing mechanism, would allow a foundation to make an immediate gift to
an operating charity out of corpus and recoup its expenditure out of
future earnings. In an appropriate case, both exceptions could be
combined.

A requirement that all private nonoperating foundations distribute
their income on a reasonably current basis would be consistent with
those provisions in the Revenue Act of 1964 relating to private non-
operating foundations which can receive unlimited contributions. ?
Such a rule would not require most foundations to change their
existing distribution patterns. As noted above, approximately
threefourths of all foundations would have met the requirement
suggested above in 1962. Some of the remaining one-fourth would
have met the test if they were allowed to treat earmarked accumula-

7 The abuse which exists when a private nonoi)erating foundation does not distribute all of its ordinarg
income on & reasonably current basis was recognized by the Congress when it enacted rules dealing wit!
unlimited contributions to such organizations. The approach contained in the 1964 act requires private
nonoperating foundations receiving unlimited contributions to distribute not only all their income but

one-half of such unlimited contributions as well. [Sec. 170(g)(3).] The recommendation explained above
would not require a foundation to expend funds received as contributions.
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ions and charitable expenditures made in 1963 as distributions made
n respect of 1962, as would be permitted under the recommendation
liscussed above. Of those who would not have met the requirement,
nany would have had to increase their charitable expenditures only
vy relatively small amounts. While this recommendation, therefore,
rould not affect the vast majority of foundations, its adoption would
wevent extreme accumulation situations (unless they involved the
xceptions noted above) such as those described earlier in this section.

(0) Income equivalent.—The ability of foundation directors to with-
old current charitable benefits from the public merely to build a
arger fund of capital—even though the purpose of the accumulation
3 t0 increase the amount of income which the foundation will receive
and distribute to charity) at some date in the future—constitutes an
buse. The recommendation described above is designed to eliminate
his abuse when it takes the form of a direct accumulation—the
wailding up of corpus out of retained interest, rents, dividends, and
o forth. However, that recommendation in itself will not prevent
oundation officials from engaging in indirect accumulations—the
niilding up of a foundation’s capital by investing in or retaining assets
uch as unimproved real estate, growth stocks and other assets which
nay not generate substantial amounts of current income but which
ften compensate for the forbearance of current income in the form
f future capital appreciation.® The ability to increase the size of a
wnoperating foundation’s corpus by withholding a current benefit
rom the public is as much an abuse when it takes the form of an
ndirect accumulation as when it takes the form of a direct accumula-
ion. In order to eliminate the problems in this area, therefore, it is
Iso necessary to prevent indirect accumulations.

To insure that all private nonoperating foundations provide at least
. minimum current benefit to charity it is recommended that there be
stablished a ‘“floor”” below which the current benefits provided by
he foundation to the public would not be permitted to drop. Such an
pproach could provide that if a private nonoperating foundation’s
acome, and therefore its required payment to charity under the direct-
ceumulation proposal, falls below a specified percentage of the value
f its holdings, the foundation would have to pay to charity, from its
orpus, an amount which would approximate the income which it
rould have received had it invested its funds in the type of assets
ield by comparable organizations. If the foundation’s current in-
ome (and therefore the amount required to be distributed to charity)
xceeded this income equivalent, no distributions out of corpus would
e required. Thus, the combination of the direct accumulation and
he indirect-accumulation proposals would generally require a private
onoperating foundation to currently distribute its actual ordinary
ncome or the foundation’s ‘‘income equivalent,” whichever is higher.

The minimum level of charitable expenditures—i.e., the income
quivalent—should be comparable to the yield on investment funds
leld by comparable organizations—such as universities. To provide

8 Tt has been suggested that assets such as growth stocks inecrease in value faster than income securities and

1erefore will, in the long run, produce more income for charity than income securities. Recent stock market
istory, however, has indicated that all growth stocks do not necessarily increase in value faster than blue-
1ip income securities, Moreover, even if growth stocks do increase in value faster than income securities,
16 proceeds which the foundation would receive upon the disposition of growth stocks would usually
spresent long-term capital gains which could be retained by the foundation under the direct-accumulation
roposal. Finally, even if growth stocks do increase in value faster than income securities and the trustees
fthe foundation distribute the proceeds from the sale of the growth stocks to charity, the benefit to charity
‘ould be delayed until some indefinite date in the future when the trustees decided to sell the appreciated
rowth stock. This indefinite postponement of benefit to charity is inconsistent with the principle that
1arity should receive some current benefit from gifts made to private nonoperating foundations,
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for changing imarket conditions, the Secretary of the Treasury should b
given regulatory authority to determine this rate on an annual basis
Based upon existing market conditions, it would appear that a reason
able income equivalent would be in the range of 3 to 314 percent
. The income equivalent would only be applied against a foundation’
investment assets.® It would not be applied against assets whicl
the foundation uses for its own charitable program. Assets which ca
be valued by reference to regularly available sources, such as quota
tions on a stock exchange or in an over-the-counter market, woule
be valued at their market value at the beginning of the foundation’
annual accounting period. For other assets it will be necessar;
initially to use the value of the asset at the time it was acquired b;
the foundation. In the case of contributed assets, this value wil
be the same as the amount claimed by the donor as a contributio
deduction. However with the passage of time such value is typicall;
less than market value where the foundation continues to hold th
asset. Therefore it will be necessary to revalue such assets periodi
cally—perhaps every 5 years—and to use the value determined a
such time until the next required revaluation. By using the marke
value as of the beginning of the year for assets which can easily b
valued and a relatively constant value for all other assets, a founda
tion would always be able to determine well in advance of the end o
its accounting period the amount which it would have to expend.

An exception for situations in which the foundation wishes to se
aside its income equivalent for a definite charitable purpose which i
can identify at that time should also be adopted. Such an exceptiol
would be similar to the exception suggested earlier with respect t
accumulations of realized income.

Both the direct accumulation and income equivalent recommenda
tions should apply to private nonoperating foundations which ar
presently in existence, as well as those created in the future. KExist
ing organizations, however, should be permitted a reasonable perio«
in which to adjust their investments in order to avoid having to spenc
corpus to satisfy the income equivalent requirement.'

It is recognized that the income equivalent proposal does not prc
vide an adequate solution in all cases.!! The fact that this pro
posal does not always assure that charity will receive a curren
benefit merely points out the need for special rules, such as thos
recommended in parts II(D) and ITI(A) of this Report, where th
asset contributed to the foundation often does not generate an
current income.

The two approaches described in this section are complementar
and both are needed to prevent inappropriate delay in charitabl
benefits. These recommendations, together with those dealing wit
the treatment of specific types of assets, would provide a moderat
and generally effective solution to the problems in this area. Th
combination of these approaches would impress upon the trustee
of foundations the principle that fiduciaries should not ignore th
present needs of charity in favor of concentrating on an increase i
the size of the fund under their control merely to provide for som

9 The income equivalent would not be applied against assets with respect to which, under the recomme)
dations set forth in subsequent portions of this report, the donor’s contribution deduction has been pos
poifllePdr‘ovisions for existing organizations whose underlying instruments require an accumulation of curre)
income or prohibit an invasion of corpus may be desirable.

11 For example, one asset may provide enough income to completely shelter a nonincome producing asse
In such a case charity would only receive funds generated by the income producing asset. Charity wou

not benefit from the nonincome producing asset, even though the public has paid for the receipt of th:
asset through a contribution deduction.
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mnamed cause at some indefinite time in the future. These ap-
sroaches would go far in reminding trustees that foundations are
3xpected to provide a source of current funds for charity and that
shey should not be used as vehicles to further delay the flow of funds
rom the original donor to operating charities. :

C. FOUNDATION INVOLVEMENT IN BUSINESS

(1) The existing situation

A number of private foundations have become deeply involved in
she conduct of active business enterprises. Ordinarily, the involve-
nent takes the form of ownership of a controlling interest in one or
nore corporations which operate businesses; occasionally, a founda-
iion owns and operates a business directly. Interests which do not
sonstitute control may nonetheless be of sufficient magnitude to
nvolve foundations in the affairs of businesses.

Example 1.—The A foundation holds controlling interests in
26 separate corporations, 18 of which operate going businesses.
One of the businesses is a large and aggressively competitive
metropolitan newspaper, with assets reported at a book value
of approximately $10,500,000 at the end of 1962 and with gross
receipts of more than $17 million for that year. Another of the
corporations operates the largest radio broadcasting station in
the State. A third, sold to a national concern as of the beginning
of 1965, carried on a life insurance business whose total assets
had a reported book value of more than $20 million at the end
of 1962. Among the other businesses controlled by the foun-
dation are a lumber company, several banks, three large hotels,
a garage, and a variety of office buildings. Concentrated largely
in one city, these properties present an economic empire of
substantial power and influence.

Example 2.—The B foundation controls 45 business corpora-
tions. Fifteen of the corporations are clothing manufacturers;
seven conduct real estate businesses; six operate retail stores;
one owns and manages a hotel; others carry on printing, hardware,
and jewelry businesses.

Example 3—The C foundation has acquired the operating
assets of 18 different businesses, including dairies, foundries, a
lumber mill, and a window manufacturing establishment. At
the present time it owns the properties of seven of these businesses.
Its practice has been to lease its commercial assets by short-term
arrangements under which its rent consists of a share of the profits
of the leased enterprise. By means of frequent reports and in-
spections, it maintains close check upon its lessees’ operations.

Ezxample 4—The D foundation owns a crude oil refining com-
pany to which it assigns a book value in excess of $32 million.

Ezample 5—The E foundation controls a corporation which
operates a large metropolitan department store. For its fiscal
year ended January 31, 1963, the store reported gross sales of
$78,395,052, gross profit of $32,062,405, and paid wages and
salaries of $17,488,211. It stated the book value of its assets at
that time to be $55,091,820.

Ezxample 6.—Among the business interests owned by the F
foundation is a substantial holding in a corporation which con-
structs machines for the manufacture of concrete blocks. The
corporation has approximately 800 employees; its annual sales
have ranged from $12 to $15 million in recent years.
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These striking illustrations of foundation participation in business
are not isolated phenomena, peculiar to a limited group of very unusual
private foundations. On the contrary, the available information
indicates that the involvement of foundations in business activities is
frequent. Of approximately 1,300 private foundations recently
surveyed by the Treasury Department, about 180 reported ownership
of 10 percent or more of at least one class of the outstanding stock of
a corporation. One hundred and nine foundations in this group own
20 percent or larger interests; '* 40 hold 100 percent interests. Forty-
three foundations reported that they possess 10 percent or larger
interests in two or more corporations. A recent report on founda-
tions states that, of 543 foundations studied, 111 owned 10 percent
or more of at least one class of stock of a corporation.’® Together
these 111 foundations held interests of not less than the described
magnitude (most were in fact considerably larger than 10 percent)
in 263 separate corporations. In other cases, of course, foundations
own and operate businesses directly.**

(2) Ewvaluation

Examination of any broad sampling of the commercial ventures of
foundations reveals that several kinds of undesirable results frequently
follow from them. In the first place, taxable businesses are often
placed at a serious competitive disadvantage. Congress recognized
this problem in 1950, and, by the Revenue Act of that year, aimed at
solvingit. The statute which resulted subjects the so-called unrelated
business income of foundations and certain other exempt organizations
to tax at ordinary rates and removes the immunity formegly enjoyed
by “feeder” organizations—entities primarily engaged in business,
whose sole claim to exemption is the turning over of profits to exempt
entities.

Fourteen years of experience under these rules, however, has
demonstrated that organizations which pay careful heed to the excep-
tions prescribed by the 1950 act and retained in the 1954 code can
frequently shield their commercial enterprises from tax. Because of
the fact that the unrelated business income tax does not, for example,
apply to rents derived from property with respect to which the lessor
has no outstanding indebtedness, foundations are able to lease business
assets owned free of debt to operating subsidiaries, siphon off most or
all of the business profits by means of rent which is deductible by the
subsidiary but not taxable to the parent foundation, and thereby
‘accumulate large reservoirs of untaxed capital which can be used to
support the future operations of the business. Another exception to
the unrelated business income tax immunizes rents stemming from a
lease whose term is not longer than 5 years even if the lessor has an
outstanding indebtedness with respect to the leased assets. The
C foundation, referred to in example 3, is typical of the private founda-
tions which have tailored their acquisitions of businesses to make use

12 Further information about the business ownership of those of these foundations which have assets

valued in excess of $10 million is set forth in Appendix A.
13 Patman Report, 1st installment, supra, p. 8.

14 The transfer of businesses to foundations and other exempt organizations has been encouraged by deci-
sions of several courts that, under the arrangements ordinarily employed for these transfers, the trans-
ferors are entitled to treat the proceeds which they receive as capital gains. E.g., Union Bank v. United
States, 285 F. 2d 126 (Ct. Cls.); Anderson Dairy, Inc. v. Commissioner, 40 T.C. 172; Commissioner v. Brown
325 F. 2d 313 (C.A. 9th). The Supreme Court now has under consideration the question of whether or not,
after such a transaction, the former owners of the business receive ca%ital gains treatment where the exempt
organization makes no downpayment other than from the assets of the business itself, has no fixed personal
obligation to pay a purchase price, and is required simply to turn over a specified proportion of the future
earnings of the business. Commissioner v. Brown, supra, certiorari granted June 8, 1964. Whatever the
outcome of that case, however, it seems clear that substantial inducements for the transfer of businesses to

foundations will remain,
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of this exception. In the ordinary pattern of these acquisitions, the
foundation contracts to purchase the stock of a business corporation for
future payments, liquidates the corporation, leases its assets to a newly
formed operating company for a 5-year term,” and applies the rents—
usually fixed at 80 percent of the before-tax ‘profits of the business—
to the discharge of the stock purchase obligation. The ability of the
foundation to receive the proceeds of the business operations in the
form of tax-free rent enables it to pay a much higher price for the
cor};;oration than a nonexempt purchaser could afford.’® A third and
rather elaborate exception to the unrelated business income tax
immunizes rental income which foundations realize in certain sorts of
situations not qualifying for the first two exceptions.’” All of these
foundations compete with similar businesses owned by nonexempt
taxpayers, who must pay for their acquisitions, finance their opera-
tions, and support their expansion programs with the funds which
remain after taxes have been paid.

Moreover, even if the laws governing the taxation of unrelated
business income of foundations and feeder organizations contained no
avenues permitting business profits to escape tax, commercial enter-
prises conducted or controlled by private foundations would still
possess significant competitive advantges over those owned by tax-
able entities. Because contributions to foundations may be deducted
by the contributors for Federal income tax purposes, the capitaliza-
tion of foundation businesses is accomplished with tax-free dollars,
rather than after-tax dollars. A corporation which wishes to allo-
cate $1 million of its gross earnings to the establishment of a taxable
business subsidiary, for example, would be able to contribute only
$500,000 of capital to the subsidiary after Federal income taxes have
been paid; but the same corporation could create a foundation to
operate the business, deduct its capital contribution, and have a full
$1 million available for the business operation. Again, the tax
immunity of dividends, interest, and other proceeds stemming from
passive sources enables foundations to supply capital to their business
endeavors with exempt income. Neither of these benefits is available
to nonexempt commercial enterprises. Both benefits contribute
materially to the ability of a foundation to subsidize its businesses
during periods of difficulty and to expand them during periods of

owth.

& Ezxample 7—When modernization of its textile mill facilities
appeared desirable in 1958, the G foundation had sufficient funds
-available to make an additional $4 million capital contribution
to its operating subsidiary.

Ezample 8—The H foundation has been able to sustain the
operations of one of its department store subsidiaries with a 1956
loan of $1,400,000 (at 414 percent interest) and a currently
outstanding loan of $200,000 (which bears no interest).

Example 9.—The I foundation has advanced more than
$3 million to support the business of one of its foreign subsidiaries.

15 The foundation may or may not control the lessee corporation; the C foundation’s practice is to lease
to an independent corporation. In either event, the connection of the foundation with the business remains
aclose one. Since the lease bases the determination of rent upon the profits of the business, the foundation
has a direct financial reason to be concerned with the conduct of the enterprise. Because of this interest,
the foundation customarily reserves and exercises a right to maintain close supervision over the manage-
ment of the business. The C foundation typically retains the additional right to approve the holders of a
majority of the lessee’s stock. . . L. .

18 Transactions of this kind have received widespread attention—and recommendation—in tax literature
and other publications. See e.g., “Boosting Profits: Have You Put a Priceon Your Business? You May
Be Able To Double It—By Selling to a Charity,” Prentice-Hall Executives Tax Report, June 24, 1963,
P. 6; “Recent Cases Show How Best To Sell a Business to a Tax-Exempt Organization,” Journal of Taxa~
tion, November 1963, p. 302.

17 Tntarnal Davwanna nm:n'nrinu enn K14 MM\
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Ezample 10.—A recent report on foundations sets forth details
of the numerous loans which the J, K, and L foundations mad¢
during the period from 1951 through 1961 to various of the
business corporations in which they held controlling or sub
stantial interests. 2 The total of this indebtedness on Decembel
31, 1956, was $1,897,605. These foundations appear to haw
entered into at least 86 separate loan transactions with their cor
porations during the designated period, many involving sums ir
excess of $100,000.1°

Another advantage which foundation businesses have over then
taxable competitors is their freedom from the demands of share
holders for current distributions of earnings. A remarkable numbe:
of foundation-owned enterprises proceed from year to year realizing
substantial profits, but making negligible or no distributions to thei
parent organizations.

Ezample 11.—The A foundation, referred to in example 1, re
ceived no dividends for either 1961 or 1962 from its newspape
corporation, its lumber company, or its S, T, or U real estat
corporations, despite the fact that all of those companies earnec
substantial profits during both years.

Ezample 12—The M company, a department store, entered it
fiscal year ending in 1961 with a retained earned surplus of almos
$4 million. During that year and the 2 following years it en
larged this surplus with earnings of $365,819, $193,450, anc
$149,320, respectively. It paid no dividends to its parent foun
dation during any of these years.

Ezample 13.—The dividends which the E foundation, referrec
to in example 5, has received from its department store subsidiar;
for the years 1960 through 1963 have ranged from less than :
to 114 percent of the book value of its equity in the corporation
as reflected on the corporation’s February 1, 1962, balance sheet
In each of these years the store’s after-tax net income has beer
copsiderably more than twice as much as the total dividend:

aid.

Thispcommon willingness of foundations to defer indefinitely thi
realization of profits from their commercial operations—an attitud
frequently not shared by the shareholders of other businesses—malke:
it possible for the profifs to be invested in modernization, expansion
and other programs which improve the competitive posture of th
foundation-owned business.*

The various advantages of foundation-held businesses can mak
them formidable and successful competitors.

Example 14—The X evening newspaper, owned by a founda
tion, has one competitor, the Z morning newspaper. Z has bee
in operation for a number of years and has very substantia
financial resources. X, however, appears to have made com
petitive efforts which neither Z nor other newspapers of com

18 Patman Report, 2d installment, supra, pp. 44-45.

19 The recommendation of Part 1I-E(2) of this report—that restrictions be imposed upon foundatio
lending practices—deals with problems fundamentally different from that of unfair competition, and woul
have limited effect in the area of the present inquiry. Foundation loans to affiliated businesses coul
frequently be brought within exceptions to that recommendation (as, for example, private placements o

obligations secured by first mortgages), and if, in a particular situation, the proposed limitations appeare
troublesome, the foundation might well simply decide to furnish funds to its business by means of a capitt
contribution, rather than a loan. .

20VThe requirement recommended in the preceding section of this report—that foundations make annu¢
charitable disbursements at least equivalent to a prescribed percentage of the value of their assets—woul
not remove this advantage of foundation businesses. In many cases foundations will be able to comply wit
this requirement by making payments from contributions, income derived from nonbusiness assets, (
proceeds arising from the liquidation of other holdings. Such foundations will have no greater reason {
make demands upon their commercial subsidiaries for the distribution of business earnings.




1067
)4 TREASURY DEPARTMENT REPORT ON PRIVATE FOUNDATIONS

%arable size elsewhere in the country have been able to duplicate.

utilizes seven wire services; other newspapers of similar size
have from one to three. X publishes seven separate editions
each day; Z publishes five; no comparable evening newspaper in
the country publishes seven. X'’s normal subscription rate is $2
a month; Z’s has been forced down to $2.25; those of newspapers
in comparable cities range from $2.20 to $3. X recently pur-
chased the only other evening newspaper in the city. Its
advertising rates appear to remain substantially lower than those
of any similar newspaper in the country. ,

In addition to having adverse effects upon competitors, foundation
nvolvement in business may occasion other, equally objectionable
esults. Opportunities for abuses of the kind with which parts II A
nd B of this report deal specifically are frequently greatest where a
oundation conducts or controls a business. Temptation for subtle
mnd varied forms of self-dealing proliferate in such a situation. Re-
note relatives may be employed in the business; friends may be
ssisted; business acquaintances may be accommodated. However
roadly drawn the restrictions upon self-dealing may be, many of the
oonflicts of interest arising in this area are likely to be sufficiently
ybscure or sufficiently beyond the realm of reasonable definition to
scape the practical impact of the limitations. Making certain that
ione of the 800 employees of the F foundation’s manufacturing
yusiness receive special benefits because of a relationship to one of the
oundation’s donors, or that none of the D foundation’s $32 million
il refining business involves the transfer or use of money or property
o or by parties related to the creator of the foundation, would entail
normous administrative burdens in itself, even if the danger of less
lefinable abuses were not present.

Again, the problem of deferral of charitable benefits has been
rarticularly pronounced in the foundation business setting. We have
Jready noted the competitive advantage which foundation-controlled
yusinesses commonly derive from the willingness of their owners to
orego distributions of current profits. That same unconcern with the
resent realization of business earnings, manifested by many founda-
ions, often delays the progress of funds to charity even when accumu-
ation has no reasonable relation to business needs. The restrictions
f existing law upon accumulations of income by businesses become
perative only where a corporation is ‘“formed or availed of for the
yurpose of avoiding the income tax with respect to its shareholders’;
vhere the shareholders of the business are themselves tax exempt,
he limitations may not apply. Similarly, the statute which prohibits
inreasonable accumulations of income by foundations applies only to
ccumulations within the foundation itself; it does not prevent reten-
ion of earnings in a separate, though controlled, entity.? As a
onsequence, many foundations have permitted large amounts of
ncome to accumulate in their business subsidiaries.

Ezample 15.—In 1962 the Y foundation had amassed almost
$9,700,000 of undistributed earnings in one of its business sub-
sidiaries, and more than $5,800,000 in another.

Example 16.—By the end of 1963 the O foundation had accu-
mulated profits of $3,808,957 in its department store subsidiary.

When these funds will find their way to charity is, at best, a matter
f conjecture. The moderate pressure provided by the payout re-

21 Even if the accumulation restrictions of existing law were extended to these situations, their enforcement
ould require an arduous, case-by-case examination of each separate set of facts.



1068

TREASURY DEPARTMENT REPORT ON PRIVATE FOUNDATIONS 35

quirement recommended in the preceding section of this report—
which, after all, merely fixes a basic floor for foundation performance
in distributions—affords only a partial solution to the aggravated
deferral problem which exists in the foundation business context.

The problem has another facet. A number of foundations have
revealed a willingness to commit charitable funds to business opera-
tions which are failing or, at least, producing consistent losses.

Example 17.—The P foundation continues a printing and
lithographing business which lost $66,000 in 1959, $36,000 in 1960,
$142,000 in 1961, $150,000 in 1962, and an additional amount
in 1963.

Ezample 18.—Twenty-four of the 53 business corporations
controlled by the B foundation referred to in example 2, in 1956
lost money in that year, and most of those 24 showed net earnings
deficits from previous years’ operations. Fifteen of the 4f
corporations which the foundation controlled in 1963 either had
net losses in that year or had net operating loss carryovers to
that year.

Example 19.—A construction subsidiary of the F foundation
referred to in example 6, lost $22,920 in 1960, $17,133 in 1961,
$41,023 in 1962, and $49,408 in 1963. At the end of 1962 the
corporation’s earned surplus account showed a net deficit of
$199,818.

In all of these situations, charity bears the loss.

Participation by foundations in active business endeavors may alsc
give rise to a problem of a different character. As the Introductior
to this Report has pointed out, the private foundation is uniquely
qualified to provide a basis for individual experimentation an:i1 the
. exercise of creative imagination. The framework of institutionalizec
charities can, in the nature of things, afford only limited scope fo:
the development of individual insights, the testing of new approaches
the exploration of uncharted areas. But the private foundation—
easily established, inherently flexible, and available even to those witt
relatively restricted means—can be utilized for precisely these ends
Indeed, many would argue that the private foundation derives the
principal justification for the favorable tax treatment accorded it fromx
its particular suitability for use by those who are concerned with
and devoted to the development of, new areas for social improvement
This special virtue of the foundation assumes that the individual o
group in control will, in fact, be devoted to the development of these
new areas; that the primary concern will be with social aims. Bu
where a foundation becomes heavily involved in business activities
the charitable pursuits which constitute the real reason for its exist
ence may be submerged by the pressures and demands of the com:
mercial enterprise. The directors of a foundation which owns 2¢
widely diverse businesses must of necessity devote a very consider.
able portion of their time and energies to the supervision of busines:
affairs; and charity’s claim upon their attention may well suffer
Business may become the end of the organization; charity, an insuffi
ciently considered and mechanically accomplished afterthought. Lit
tle may remain to distinguish the directors of such a foundation from
the self-perpetuating management of a publicly owned business cor-
poration, without the balance supplied by watchful shareholders
Unrestricted involvement in business may, then, undermine the ver
ability of the private foundation to make its unique contribution tc

our society.
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It is quite true that, occasionally, beneficial consequences have
stemmed from the business activities of a particular foundation. The
Internal Revenue Service has, for example, discovered several in-
stances in which foundation businesses have been profitable, their
proceeds have been applied to charitable operations without undue
delay, and private benefits for the foundation’s donors or controllers
have. been avoided. In these situations it may well be true that
charity has been advanced, and no one else harmed, by the ability
of the foundation to carry on business endeavors.

On the other hand, the fact that the large majority of private
foundations do not own businesses—and that their charitable endeav-
ors suffer no noticeable disadvantage from the lack of business owner-
ship—suggests persuasively that foundations have no real need to
engage in business. Other sources of income and other kinds of in-
vestments, less inimical to the accomplishment of their charitable
objectives, are available to them. Indeed, the Treasury Department
has encountered widespread opinion, among foundations themselves
and those familiar with their affairs, that business participation is
altogether inappropriate for private foundations. Hence, the obvious,
fundamental, and common abuses which attend the involvement of
foundations in commercial endeavors would appear far to outweigh
the minor and occasional benefits which particular foundations have
sometimes derived from business ownership.

(8) Possible solution
For these reasons, the Treasury Department recommends the
imposition of an absolute limit upon the involvement of private
foundations in active business. Since effective control of a corpora-
tion very frequently resides in a body of stock representing 20 percent
of its voting power,?? and since ownership of a 20-percent interest
almost necessarily entails close involvement in the affairs of the
business whether or not the interest possesses control of the enterprise,
it would seem appropriate to fix the Emit at that level. This proposal
would, then, prevent foundations from owning 20 percent or more of
the total combined voting power, or 20 percent or more of the total
value of the equity, of a corporation conducting a business which is
not substantially related (other than through the production of funds)
to the exempt functions of the foundation. A similar prohibition
should apply to the ownership by a foundation, either directly or
through a partnership, of a 20-percent or larger interest in the capital
or profits of such a business. In determining the quantum of a
foundation’s stock or business ownership, interests held for the benefit
of the foundation (whether by trusts, corporations, or others) should
be attributed to it, but interests owned by donors, officers, directors,
trustees, or employees for their own benefit should not.
Three carefully restricted forms of income production which are of a
assive character should be excluded from the definition of “business.”
xcept where active commercial lending or banking is involved, the
earning of interest should not be considered to constitute a business.
The holding of royalties and mineral production payments as inactive
investments should be accorded similar treatment. Appropriate
standards should be developed to identify leases of real property (and

22 Indeed, in special situations a much smaller share of voting power may constitute control. Large

publicly held corporations may be controlled by blocks of stock which represent 2, 3, or 4 percent of the
voting shares. :

Am 244 ~ ro  co
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associated personal property) which are of a clearly passive nature
and rent arising from such leases should not be deemed to derive fron
the conduct of a business.?

Rules similar to those of section 513 of the present Internal Revenu
Code should be used to distinguish businesses which are substantially
related to the foundation’s exempt operations from those which ar
not. The three specific exceptions of section 513 should be continued
a business should not be considered unrelated if (1) substantially
all of the work in carrying it on is performed without compensation
(2) it is carried on primarily for the convenience of the members
officers, or employees of the foundation; or (3) it consists of selling
merchandise substantially all of which has been received as gifts o
contributions to the foundation. Under the section 513 rules, a num
ber of activities would fall beyond the ambit of the recommende
prohibition. A foundation which solicits and receives as contribution:
old clothes, books, or furniture, for example, could conduct a busines
of selling those articles to the general public. A foundation engagec
in the rehabilitation of handicapped persons could maintain a stor
to sell items made in the course of the rehabilitation training. Founda
tions would be permitted to operate cafeterias or restaurants primaril;
for the convenience of their employees.

Foundations should be afforded a specified reasonable period o
time in which to reduce their unrelated business interests below the
prescribed maximum limit. To provide flexibility to deal with situa:
tions in which the specified disposition period might work hardship
the Secretary of the Treasury should be given power to extend the
period for a limited additional time in appropriate cases. Simila
periods for disposition, similarly subject to extension, should apply
in the future when a foundation receives a gift, devise, or beques
which involves business ownership beyond the permissible level. A1
exception to the general disposition requirement would seem advisabl
for existing foundations whose governing instruments, as presently
drawn, compel them to hold specified business interests, if relevan
local law prevents suitable revision of the controlling document
Foundations created in the future should, to qualify for tax exemption
be required to include appropriate prohibitions against business owner
ship in the documents under which they are organized.

D. FAMILY USE OF FOUNDATIONS TO CONTROL CORPORATE AND OTHE:
PROPERTY

(1) Two widely practiced tax devices

Foundations have commonly been established as convenient vehicle
for maintaining control of a private corporation within a family whil
substantially diminishing the burden of income, gift, and estate taxe
for the family. Two somewhat different techniques have been use
to accomplish this result. Some taxpayers have contributed votin;
stock in a corporation which their family controls to a foundatio
which the family also controls. In this way, they obtain income- an
- gift-tax deductions for the donations, eliminate the impact of th
estate tax upon the value of the contributed stock, and achieve tax-fre
transfer of dominion over the corporation to the younger members o

2 A specific exception would also seem advisable for the incidental rental of assets (real or personal) use
primarily in a foundation’s charitable operations,
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the family by subsequently shifting control of the foundation to them.
Other taxpayers have caused famj%y corporations to be capitalized or
recapitalized with substantial blocks of nonvoting stock. By con-
tributing that stock to a foundation, the older generation secures the
current income and gift tax advantages of the contribution and then
transmits the voting stock—now representing a diminished proportion
of the value of the equity of the corporation and, therefore, largely
or entirely sheltered from gift or estate taxes—to the younger
generation.

The availability of these devices has received widespread attention
in tax and business publications. An excerpt from the May 7, 1960,
issue of Business Week magazine (p. 153) is illustrative:

Have you ever thought about setting up a “family foundaiion’?
* * * * * * *

However, before you get serious, there are two prime questions: First, are
there certain philanthropies (religious, educational, medical, ete.) that you’d
willingly devote considerable time and money to in later years? And second,
do you have a sizable family business that you want to pass control of to your heirs,
despite crippling Federal estate taxes? If your answers are ‘‘yes,” then a private
foundation could be a way to give your “estate plan’ an entirely new outlook,

What is a foundation? It’s a nonprofit organization with its own capital fund,
that uses its resources solely for public welfare. It can be a State-chartered
corporation, or a trust, or an unincorporated association. If properly set up
(with special Treasury-approved tax status) it pays no Federal tazes at all; yet 2t
can be kept entirely under the control of its founder and his family.

The real motive behind most private foundations is keeping control of wealth
(even while the wealth itself is given away).

Take the typical case: Say the bulk of your property is in a family business.
When you die, if you have a high-bracket estate, the estate tax could cause a
forced sale of part or even all of the business—your children might lose control
of the company, as well as have to sell their shares at a poor price.

A foundation can prevent this. You set it up, dedicated to charity. Year by
year, you make gifts of company stock to it, until the value of your remaining holdings
is down to the point where eventual estate taxes could be paid without undue strain,
or until the foundation’s holdings constitute firm control of the company. You
maintain control of the foundation while you live; you direct its charitable activi-
ties—and so, indirectly, you control the shares in your company that have been
donated. When you die, control of the foundation passes from you to your
family or other persons youtrust and thus they, in turn, keep reins on the business.

* -] & - & -3 -3
[The italics are those of the original.]

Recurrent advice of this kind appears to have led many taxpayers
to establish and utilize private foundations for the purposes suggested.
The recent Treasury Department survey described in Appendix A
disclosed a large number of foundations whose principal asset consists
of stock in a corporation in which the foundation’s donors, officers, or
related parties retain substantial interests. Of the approximately 180
surveyed foundations #* which hold 10 percent or more of at least 1
class of stock of a corporation, 121 reported ownership of family
corporation stock.” Such ownership appears to be particularly
concentrated among foundations of medium size—those whose total
asset value is between $100,000 and $1 million. Of the 39 such
foundations canvassed which have stock holdings of the noted magni-
tude, 32 own family corporation stock.

24 A total of approximately 1,300 foundations were covered by the survey. .

25 The term “family corporation stock’ is used here in a sense consistent with the recommendation out-
lined later in this section. The situations to which the text refers, hence, are those in which both the founda-
tion and a donor (and/or related parties) own stock in a given corporation and, together or separately, they
hold at least 20 percent of the corporation’s voting power.
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Example 1.—The A foundation holds approximately 21 percent
of the common stock of the A corporation, possessing a book value
of more than $2 million. Substantial contributors to the A
foundation and related parties own approximately 60 percent of
the corporation’s common stock.

Example 2—By both inter vivos and testamentary transfers,
the B foundation has received substantial holdings of the non-
voting common stock of two corporations which continue to be
controlled by the B family.

Example 3.—The C and D foundations’ principal donor owns
all of the voting stock of the C corporation. Members of his
family and he have given 106,000 shares of that corporation’s
class B nonvoting stock to the C foundation; they have given
80,000 shares of this stock to the D foundation.

(2) Evaluation

The use of private foundations to perpetuate family dominion over
business creates situations which frequently contain, in their most
aggravated form, problems of the sort which have been discussed in
the preceding sections of this part. Plainly enough, the dangers of
foundation involvement in business are at least potentially present in
all of these situations. Moreover, because of the donor’s retention of
control over the dividend distribution policy of the corporation, the
‘benefits which charity ought to receive from the contribution of stock
to the foundation are frequently deferred indefinitely or absent alto-
gether. Since the stock is closely held and ordinarily unmarketable,
the foundation—even if it is not subject to the donor’s influence—has
little choice but to hold the shares and hope for dividends; and the
donor often proves unwilling—or the corporation unable—to pay
them. Yet, by arranging redemption of token amounts of the stock
or by causing an atypical, but strategically timed dividend distri-
bution, the donor may very well be able to sustain his claim that the
stock has substantial value and entitles him to a large deduction on
its contribution to the foundation.

Example 4—The recent Tax Court case of Pullman v. Com-
missioner, T.C. Memo. Dec. 1964-218, affords an excellent
illustration of these problems. The taxpayers there, in control
of a clothing corporation, arranged the recapitalization of the
corporation with 8 percent preferred stock, nonvoting common
stock, and voting common stock. They then made gifts of the
preferred stock to various relatives and donated large portions
of the nonvoting common stock to a family foundation. They
also donated small blocks of the nonvoting common stock to
two independent charities, and had the corporation redeem these
blocks shortly after the contributions at approximately book
value. In its 19-year history the corporation had paid dividends
of more than 8 percent only once: in 1959—which was one of the
years in which a major contribution of stock was made to the
foundation—8 percent was paid on the preferred stock and an
additional 3 percent was paid on the nonvoting common stock.
Nonetheless, despite the existence of the preferred stock, with its
large prior claim upon the profits of the corporation and the
consequent unlikelihood that the common stock would ever
receive significant dividends, the Tax Court held that the trans-
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fers to the foundation qualified for charitable deductions only
s]ig}i:,ly smaller in amount than the book value of the transferred
stock.

Ezxample 5—Members of the A family claimed deductions of
almost $2 million for their contributions of A corporation stock
to the A foundation, referred to in example 1. The stock of
this corporation paid no dividends from 1948 through 1957, and
none for 1962 or 1963.2% While small dividends were declared
in the years 1958 through 1961, they appear to have produced
less than $5,000 a year for the foundation.

Ezample 6—Beyond the immediate members of the B family,
no market exists for the stock owned by the B foundation (re-
ferred to in example 2) in two family corporations, and the
foundation has never received any dividend on either holding.

Ezample 7.—In only 1 of the last 6 years have the C and D
foundations, referred to in example 3, received dividends on their
large holdings of nonvoting stock in a corporation controlled by
their principal donor.

Extreme delay or entire absence of benefit to charity, then, is
common in family corporation cases.

Also present in these cases—often with unusual severity and com-
plexity—are the conflicts of interest characteristic of the self-dealing
problems discussed in part IIA of the Report. Where the donor
exercises decisive influence over both the foundation and the corpora-
tion, he faces difficult divisions of responsibility. When the corpora-
tion encounters financial difficulties, for example, his duty to the
foundation may dictate efforts to dispose of its shares without delay;
but liquidation of the foundation’s interest may occasion adverse
market consequences and thereby run counter to his obligation to
other shareholders or his own self-interest.

Ezample 8—~The E foundation suffered heavily from the di-
vided loyalties of its creators and managers. In 1953 substan-
tially all of its assets were invested in the preferred stock of a
corporation 50 percent of whose common stock was owned by
these persons. The corporation’s prospects appear even then to
have been far from bright. As matters grew worse, the founda-
tion maintained its holdings. In 1962, at the time of the last
available information, the preferred stock had never paid any
dividends, the corporation was on the verge of bankruptcy, and
the assets of the foundation had become virtually worthless.

The donor’s retention of a personal interest in the corporation may
place him at odds with the welfare of the foundation in other ways.
If heisin a high personal tax bracket, he may wish to have the corpora-
tion accumulate its earnings so that he can realize his gains by future
sale of his stock and confine his tax to the rate prescribed for capital
gains; but the foundation may require present funds for its charitable
program. He may wish the corporation to employ his relatives; it
may be best for the foundation that they not be employed. The
donor will generally find it in his interest to have the corporate salary
levels of family members fixed as high as is consistent with the
requirement of the tax law that deductible compensation be ‘reason-
able,” for it makes little difference to them whether they receive the
earnings of the corporation as dividends or salary, and the corpora-

2 The foundation received its stock in the latter 1950’s, 1960, and 1961.
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tion may deduct only the latter. The interest of the foundation, on
the other hand, lies in keeping salaries as low as is consonant with
the employment of competent personnel. The requirements of
charity may dictate current expenditures by the foundation; the
donor may be tempted to have the foundation retain its funds to meet
the possible future needs of the business. In all of these situations
it is unrealistic to expect the donor, as director of the foundations, to
bring to bear upon problems which involve his personal interest the
same judgment which an independent party, concerned only with
the welfare of charity, would employ.

Problems of the same nature arise where the donor contributes to
a private foundation an interest in an unincorporated business, or an
undivided interest in property, in which he or those related to him
retain substantial rights. Current tax deductions have been claimed,
for example, for contributions of rights in the air space over the
donor’s land, water rights adjacent to a private beach which the donor
owns, or fractional interests in vacant land which the donor controls.
Here again, because of the donor’s close continuing connection with
the property, it is hardly realistic to expect the foundation to make
independent decisions about its use and disposition of the property.

While the abuses generated by family dominion over foundation
property in many respects are similar to those dealt with by other
portions of this Report, the problems here are sufficiently intensified,
complex, and possessed of novel ramifications to require a special
remedy. This Report elsewhere recommends that foundations be
required to pay out annually at least a minimum approximation of a
normal return upon their assets; but that requirement cannot obviate
the need for foundations to have sufficient independent command over
their assets to enable them to realize—whether by sale, conversion to
more productive investments, or otherwise—the means to exceed the
minimum when their charitable objectives demand it. Indeed, the
payout rule may create pressures upon a foundation to liquidate other,
useful assets in order to preserve its holdings of unproductive family
corporation stock; or the rule may be satisfied simply by the donor
employing the foundation as a conduit for his ordinary annual char-
itable giving—while charity continues to derive no benefit from the
foundation’s family corporation stock. Similarly, rules concrete
enough to possess real efficacy in the prohibition of specific self-dealing
practices cannot cope successfully and decisively with the subtle and
continuing conflicts of interest which arise in the family stock situation.
Finally, a foundation which is itself under the influence of a donor
and which holds stock in a corporation controlled by the donor will,
even where its stock holdings amount to less than 20 percent of the
corporate equity, almost necessarily find itself involved in the business
affairs of the corporation: for the foundation’s stock will be used in
combination with that of the donor and related parties to govern the
commercial enterprise.

(8) Possible solution

To deal directly with the problems in this area, the Treasury
Department recommends consideration of an approach which, for
gifts made to private foundations in the future, would recognize that
the transfer of an interest in a family corporation or other controlled
property lacks the finality which should characterize a deductible
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sharitable contribution. Under this recommendation, where the
fonor and related parties maintain control of a business or other
sroperty after the contribution of an interest in it to a private founda-
jon, no income tax deduction would be permitted for the gift until
‘a) the foundation disposes of the contributed asset, (b) the founda-
ion devotes the property to active charitable operations, or (c¢) donor
sontrol over the business or property terminates. If disposition,
wpplication to active charitable uses, or cessation of control occurs
ifter the donor’s death but within 3 years of the date of death, the
jeduction would be granted for the donor’s last taxable year; if none
»f the three qualifying events takes place within that period, the
sontribution would not be deductible for income tax purposes. Cor-
relatively, this approach would treat transfers of such interests, made
1t or before death, as incomplete for all estate tax purposes unless one
»f the qualifying events occurs within 3 years after the donor’s death
‘or an extension of that period determined by the Secretary of the
Ireasury to be appropriate). Absent such a post-transfer qualifica-
sion, the contributed asset would be included in the donor’s gross
sstate and would not give rise to an estate tax charitable deduction.
Juch transfers, similarly, would not be deemed to constitute gifts,
within the meaning of the gift tax statute, until a qualifying event
yecurs. '

For the purposes of this recommendation, control of an incorporated
business would be presumed to consist of ownership of 20 percent or
more of the total combined voting power of the corporation; control
of an unincorporated business or other property would be presumed
to consist of ownership of a 20 percent or larger interest in it. The
presumption could be rebutted by a showing that a particular interest
does not constitute control. In determining whether or not the donor
and related parties possess control, interests held by the foundation
should be attributed to them until all of their own rights in the
business or other underlying property cease. A qualifying disposition
of contributed property by a foundation could consist of a gift to
another organization, in harmony with the foundation’s own purposes,
or a sale; but it would not include a gift to another private foundation,
since the donor could not have secured a deduction by making a direct
contribution of the controlled interest to such an organization. An
application of contributed property to active charitable operations
would occur through the permanent and direct commitment of the
asset to use in the conduct of the active charitable pursuits for which the
foundation was organized, if it was organized for such pursuits.
Water rights or land, for example, would be applied to charitable uses
when they are employed in the activities of a foundation which
operates a beach or a park. Because of the rule requiring attribution
of ownership from the foundaton to the donor, a termination of con-
trol, in the relevant sense, could come about by a reduction in the
holdings of either the foundation or the donor and related parties;
but the termination would be recognized only where no offsetting
reacquisition by one of the specified parties occurs within a prescribed
subsequent period. The value of the contributed property at the
time of disposition, devotion to charitable use, or cessation of con-
trol would determine the amount of the income tax deduction to
which the donor would become entitled. The amount deductible for
estate tax purposes would be the value of the property on the date of
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the donor’s death or other governing date under the ordinary princi-
ples of estate tax law. If only a portion of the controlled property is
disposed of or devoted to active charitable use, the donor would
receive a deduction pro tanto.

Since they are designed to deal with different problems, the rule
suggested here differs in a number of respects from the rule recom-
mended in section C of this Part. The rule of section C would become

" operative where a foundation owns, in its own right, a 20 percent or
larger interest in a business; the rule of the present section would be
applicable even where the foundation’s own interest in the business is
less than 20 percent, if the total interests of the foundation, donor,
and related parties constitute control. The two rules would overlap
where a foundation has a 20 percent or greater interest in the business
and a donor and related parties also have interests in it which, when
combined with the foundation’s ownership, amount to control. The
rules would, however, have different consequences: the section C rule
would require the foundation to reduce its ownership below 20 percent
within a specified period of time; the section D rule would simply
defer the donor’s deduction for the contribution of an interest in the
business until the foundation disposes of the contributed interest or
donor control of the business terminates. The section C provision
would apply both to the existing holdings of foundations and to those
acquired in the future. The section D rule would apply only to con-
tributions made to foundations in the future.

(4) Possible restriction of this solution

A possible modification of the proposal of the present section would
postpone the donor’s deduction only where, after the contribution,
he and related parties control the business or other underlying prop-
erty and, in addition, exercise substantial influence upon the founda-
tion to which the contribution was made. Such a rule would permit
an immediate deduction to a donor who transfers controlled property
to a private foundation if he and related parties do not constitute
more than a specified percentage of the foundation’s governing body.
Since many of the most troublesome problems in the family corpora-
tion-controlled property area are traceable to the conflicts of interests
which result where the donor both dominates the corporation and has
significant influence upon foundation decisions, this rule would confine
the corrective measure to situations in which both of those elements
are present.

The Treasury Department has analyzed this variation of the pro-
posal with considerable care. Its examination of the matter has
indicated that the modification would have the advantage of per-
mitting immediate deductions in a limited number of situations in
which gifts of controlled property to private foundations produce
clear charitable benefits and appear to be accompanied by no con-
comitant abuses. On the other hand, two rather serious difficulties
are inherent in the modification.

First, the task of achieving a satisfactory definition of ‘“‘substantial
donor influence” presents formidable problems. In proposing the
imposition of a 25-year limit upon substantial donor influence over
private foundations, Part II-F of this report suggests that a foundation
be considered subject to such influence where a donor, members of
his family, those with whom he has a direct or indirect employment
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relationship, and those with whom he has a continuing business or
professional relationship compose more than 25 percent of the grou

which manages the foundation. The approach employed by this
definition has a number of advantages over others which have been
considered. Yet, as the discussion in section F recognizes, it leaves
open significant avenues for the exertion of donor influence. By
appointing friends, neighbors, business acquaintances, or other
persons beyond the enumerated categories to the foundation’s board,
a donor may be able to elude the impact of the rule even while he
maintains real and effective influence upon foundation decisions.
The availability of these techniques for avoidance does not constitute
a substantial defect in a rule whose aim, like that of the Part II-F
proposal, is to broaden the base of participation in the affairs of the
foundation, bring fresh views to its councils, and, over time, remove
it from the wing of the donor and his family. Even where the newly
appointed board members are the donor’s friends and neighbors,
some of these objectives are likely to be attained immediately. With
the passage of time, others will follow: neighbors and friends do not
remain subject to the will of one’s family permanently. KEqually
important, a donor who has been permitted to shape the nature of a
foundation by specifying the terms of its organizational instruments
and supervising its activities for 25 years will ordinarily have little
motivation to circumvent the rule: with the advance of age and the
imprint of his personality firmly fixed upon the foundation, he will
be quite likely to follow the easier course of taking the law at its word
and passing the management of the foundation to independent parties.

The considerations which make this definition adequate for the
purposes of the Part II-F recommendation, however, possess dimin-
ished vitality when one turns to the family corporation situation.
Here the tax benefits to be derived from avoidance of the deduction-
deferral rule are considerable; and the motivation for avoidance is
correspondingly great. To sustain this rule against manipulation,
therefore, a definition of “substantial donor influence” would have to
be capable of bearing greater stress than the time limitation provision
could be expected to generate. Because of its inapplicability to the
less easily identified areas of donor influence, the definition of part
II-F might prove only partially sufficient to withstand the pressures
created %y inventive planners. Further, as the preceding discussion
has suggested, the conflict-of-interest abuses in the family corpora-
tion area have been acute and aggravated; and a measure which re-
quires an indeterminate period of time to reach complete effectiveness
might permit some of those abuses to continue in the interim. Upon
both of these grounds, the adequacy of the Part II-F definition to the
needs of the remedy under this section appears subject to some
question.

A second problem confronts the restriction of the controlled property
rule to situations in which the recipient foundation is under donor
influence. While conflict of interest is one of the arguments in favor
of the controlled property rule, it is not the only one. Of equal force
is the argument that retention of donor control over the corporation
whose stock has been contributed makes the real value of what has
passed to the foundation too subject to the continuing volition of
the donor, too far within his future discretion, too completely within
his persisting power, to justify the grant of an immediate tax benefit.
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Since the donor has not yet conferred a clear and definite present
benefit upon charity—so the argument proceeds—he has done nothing
to warrant a present tax deduction. To this contention—based, as
it is, upon a considerable body of experience to the effect that charity
very frequently benefits little or not at all from gifts of controlled
corporation stock—the suggested modification provides no answer;
for the donor’s continuing power over the corporation exists whether
the foundation to which he gives the stock is subject to his influence
or not. To limit the impact of the remedial measure to gifts to in-
fluenced foundations, then, may confine the remedy to only & part of
the abuse. :

The existence of these problems does not compel the conclusion
that such a limitation is unworkable. After deliberation, Congress
may determine that the possibilities for avoiding the definition of
donor influence are not serious. A somewhat stricter definition than
that used in Part II-F—perhaps restricting the donor and related
parties to a smaller percentage of participation in the foundation’s
governing body—may reduce those possibilities significantly. Con-
sideration of specific instances of the controlled property abuse may
lead Congress to conclude that the portion of the problem to which
the restricted rule would apply is the portion of major practical
importance, and that the disadvantage of the broader rule—which
may, concededly, defer deductions in a limited number of situations
where no abuse is present—outweighs the advantage to be achieved
by seeking to cover the remaining part of the problem. The controlled
property rule should not, however, be restricted to gifts to influenced
foundations without complete awareness of the difficulties which that
restriction may entail and without clear assurance that adoption of
the restriction will cause no serious impediment to the operation of
the rule itself.

E. FINANCIAL TRANSACTIONS UNRELATED TO CHARITABLE FUNCTIONS

Private foundations necessarily engage in a number of financial
transactions connected with the investment of their funds. However,
experience has indicated that unrestricted participation by founda-
tions in three classes of transactions which are not essential to their
Cha{.lllitable or investment activities can produce seriously unfortunate
results.

(1) Foundation borrowing

The great majority of private foundations appear to borrow very
little money. The Treasury Department’s survey of the character
and value of foundation assets and liabilities has disclosed that, at
the end of 1962, while foundations held assets reported to have a
total book value of approximately $10,713 million, they had total
liabilities 2 of only $244 million. Borrowings, in other words,
accounted for less than 2% percent of total foundation assets.

On the other hand, a limited number of private foundations have
borrowed heavily, for a wide range of purposes not related to the
conduct of their charitable functions.

Exzample 1.—In the years 1951 through 1962 the A, B, and C
foundations, established and dominated by one person, borrowed

27 Other than liabilities with respect to grants payable. The latter class of liabilities does not, of course,
represent borrowing in any usual sense of the term.
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money from 17 different institutions and a variety of individuals
to acquire investment assets. On December 31, 1956, the total
outstanding indebtedness which the foundations had incurred
for this purpose appears to have been approximately $14,200,000.
A recent report indicates that, during the 12-year period covered,
the foundations entered into 130 separate investment borrowing
transactions. Many of the transactions involved amounts of
more than $100,000; several involved more than $1 million.?

Ezample 2—The D foundation has also engaged in extensive
borrowing. On March 29, 1957, the foundation borrowed
$550,000 from a trust company at 4% percent interest and used
the proceeds to make a loan of the same amount to a corporation
at an interest rate of 10 percent. On November 18, 1957, the
foundation borrowed $450,000 from a trust company at 4%
percent interest to make a $500,000 loan to two corporations at
10 percent interest. A three-page schedule in a recent report
on foundations lists the other borrowing transactions into which
this foundation entered from 1951 to 1962 to obtain funds for

. investment.*

Example 3.—In one jurisdiction a number of foundations,
organized with little or no capital funds of their own, have carried
on extensive practices of purchasing oil payments with funds
borrowed from banks. Iiens on the oil payments secure the
loans. The foundations retain, as their fee for acting as inter-
mediary, the excess of the gross proceeds of the production pay-
ments over the principal and interest required to be paid to the
banks. The E foundation is typical of this group. Organized
in 1954 with no funds of its own, E had by 1961 incurred indebted-
ness of more than $14 million in connection with its oil payment
transactions. Its net income from these ventures was $58,3562
in 1959 and $68,510 in 1960.

Example 4—A foundation involved in recent Tax Court liti-
gation was established in 1948 with a $1,000 contribution. Its
net worth remained at approximately that figure until 1951.
In the latter year the foundation contracted to purchase a 34-acre
tract of industrial real property for $1,150,000, and borrowed
virtually all of -the purchase price. Leasing the property back
to the former owners and 11 other tenants under an arrange-
ment carefully fashioned to protect all of its rental proceeds from
tax, the foundation was able to discharge its purchase obligation
in 5 years. In that span, therefore, the foundation had ex-
panded the value of its holdings from a thousand dollars to more
than a million dollars—without the necessity of seeking or receiv-
ing contributions. Shiffman v. Commissioner, 32 T.C. 1073.%°

Ezxample 5—The F foundation typifies the private foundations
which have acquired productive properties by means of so-called
bootstrap transactions. In their usual form, F’s bootstrap acqui-
sitions have consisted of an agreement by the owners of productive
property to transfer the property to the foundation for a price
payable entirely, or almost entirely, from a specified share of the

28 Patman Report, second installment, supra, pp. 46-47, 54, 59.
2 Patman Report, second installment, supra, pp. 61, 63-65.
30 In the cited litigation the Tax Court upheld the foundation’s claim to exemption against the Govern-

ment’s contention that, in applying approximately 80 percent of the rental proceeds from the property to
the satisfaction of its loan obligation, the foundation had accumulated its income improperly.
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future earnings of the property. The foundation ordinarily makes
little or no down payment from its own assets and has no inde-
pendent personal obligation for the unpaid portion of the price:
If earnings are insufficient to enable it to make the payments
required by the contract, the transferors’ only rights are against
the property itself. The foundation contrives to realize the
earnings in tax-exempt form, commonly by leasing the property
to an operating entity under terms intended to shelter the rent
from unrelated business income tax. The F foundation has
employed this technique to acquire most or all of the underlying
assets of 18 separate commercial enterprises.® By arrangements
of this sort, other foundations have been able to swell their
holdings without risk to themselves or dependence upon con-
tributors. :

Foundation borrowing to secure funds for investment may have
several unfortunate consequences. In many of the transactions of
this class, private parties are able to shift a substantial measure of
the financial benefit of the foundation’s tax exemption to themselves.
A foundation which can amortize a purchase obligation with tax-free
proceeds from the purchased property, and which therefore will be
able to acquire the property with little or no expenditure from its
own assets, can frequently be induced to agree to a much higher
purchase price than a taxable buyer would accept. Indeed, in the
typical bootstrap sale of productive property to a foundation, where
the foundation has no personal obligation for the purchase price and
the only security for payment is the transferred property itself, the
only contribution which the foundation makes to the arrangement is
its tax exemption. The seller, already possessed of complete owner-
ship of the property and an unrestricted right to all of its future
earnings, would not enter into the transaction at all if tax considera-
tions were absent; and the foundation can have only marginal bar-
gaining power. Quite naturally, the resultant agreement diverts to
the seller—by means of an inflated purchase price or, where a lease-
back is involved, reduced rentals—a significant share of the advantage
which the foundation derives from its ability to receive the income
produced by the property free of tax. In other situations, one who
lends money to a foundation may be able to insist upon an abnormal
interest rate because of the foundation’s power to realize a greater net
return upon the money than a taxable borrower could. In these ways,
foundation borrowing for investment uses can deflect, to the personal
benefit of private parties, a portion of the advantage which tax exemp-
tion was intended to produce for charity.

But, though a part of the benefit of its exemption may escape the
foundation, much remains. The foundation, after all, will ultimately
secure unencumbered ownership of the property if a bootstrap opera-
tion works; it will earn the differential between the proceeds of a
production payment purchased with borrowed funds and the cost of
the loan which provided those funds; it may realize substantial profit
from securities purchased on margin. These facts are the source of a

3 While F has pursued a practice of leasing the acquired assets to operating organizations in which it has
little or no direct ownership interest, the terms of the leases in at least many instances have given the
foundation sufficient connection with the business enterprises to bring the arrangements within the scope
of the business limitation recommended in Part II-C of this Report. The connection does not, however,
appear to have been an indispensible element of the transactions; and appropriate modifications of the lease
relationships would seem to make it possible for F to accomplish these acquisitions even if a restriction

upon foundation participation in business were in effect. ¥ has also used the bootstrap technique to
acquire productive assets which were not parts of a business enterprise.
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second—and basic—objection to foundation investment borrowing:
It enables the foundation to convert its tax exemption into a self-
sufficient device for the production of capital. By borrowing, the
foundation can extend the function of its exemption beyond the
protection of income stemming from charitable gifts; it can use the
exemption to develop funds even where there are no charitable gifts.
Commentators have referred to this activity as trading upon or
capitalizing upon the tax exemption. The foundation which makes
such use of its exemption can sever itself from reliance upon contribu-
tors and eliminate the healthful scrutiny of its purposes and activities
which that reliance implies.®® By this expansion of its exemption
privilege to borrowed assets and this divorce from dependence upon
contributors, the foundation begins a multiplication of its holdings
which bears no relation to the community’s evaluation of its charitable
works; it embarks upon an extension of its economic empire which is
limited only by the financial acumen and commercial skills of its
managers. The foundation described in example 4, which began
with a net worth of $1,000 and within 5 years had increased its domain
to include a 34-acre tract of industrial real property worth $1,150,000,
is an extreme, but not atypical, illustration of the consequences of
unrestricted foundation borrowing for investment purposes.

In 1950 Congress recognized the impropriety and danger inherent
in such exploitation of the tax exemption privilege. Concerned with
a proliferation of situations in which exempt organizations were pur-
chasing commercial property with borrowed funds and utilizing future
rents from the property to pay the purchase loan, both the House
Committee on Ways and Means and the Senate Finance Committee
offered the following observations:

The fact that under present law an exempt institution need not use any of its
own funds in acquiring property through leasebacks—borrowed funds may
represent 100 percent of the purchase price—indicates that there is no limit to
the property an exempt institution may acquire in this manner. Such acquisitions
are not in any way limited by the funds available for investment on the part of
the exempt institution. This explains why particular attention should be given
to leasebacks which involve the use of borrowed funds. Where an exempt organi-
zation uses its own funds, expansion of its property holdings through the leaseback
device must necessarily proceed at a much slower pace, H. Rept. No. 2319, 81st

Cong., 2d sess., p. 39 (1950), 1950-2 Cum. Bull. 410; 8. Rept. No. 2375, 81st
Cong., 2d sess., p. 31 (1950), 1950-2 Cum. Bull 506.

To deal with the problem, the Revenue Act of 1950 provided,
generally, for the taxation of a portion of the rent which foundations
received from property acquired with borrowed funds. The measure
(continued without material change in the present Internal Revenue
Code) has proved to possess two defects. It has, first, been crippled
by the presence of an exception which permits rents from leases whose
terms are not longer than 5 years to be received without tax. The
cases set out in examples 4 and 5 typify a growing body of transactions
in which foundations have been able to frame their acquisitions of
productive property to take advantage of this exception. More

32Tt is, of course, true that many foundations ultimately develop funds of sufficient size to free themselves
from reliance upon contributors. Foundations created by large testamentary gifts may never have to seek
money from others. In all of these situations, however, the foundation’s basic endowment stems from per-
sons who have sufficient regard for its aims to give it property; its structure and purposes are framed or
evaluated by those who have a direct economic concern in the matter. The bootstrap foundation, on the
other hand, can be organized with little or no capital. It proceeds to grow from within, independent of
outside review. Even though no member of the public ever has sufficient interest in any of the organiza-

tion’s endeavors to contribute to it, the personal motivations of its managers can, where investment borrow-
ingis permitted, be enough to build it to very large proportions.

.
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fundamentally, the 1950 provision suffers from the narrowness of its
scope. Operative only where the property purchased with borrowed
money is rental property, it affords no solution to the same problems
of diversion of exemption benefits to private parties and financial
empire building which exists where borrowed funds are invested in
royalties, oil payments, securities, or loans.

The recommendations made by other sections of this report will
not provide satisfactory answers to these problems. The proposal
to restrict the participation of private foundations in active business
does not apply where the foundation’s return from its investment is
passive. HEven if the purchased assets are business assets, when the
foundation detaches itself from the conduct of the commercial enter-
prise by entering into a passive lease to an independently controlled
operating entity, the abuses become essentially different from those
with which the recommendation of Part IT-C is designed to deal; and
that recommendation is, properly, inapplicable. The lending pro-
posal of the following section would leave substantial areas in which
foundations could continue to make loans, without reference to the
source from which the loaned funds stem. The income payout and
income equivalent rules suggested in Part I1-B are similarly, of little
assistance here. Since the payout rule applies only to the net income
of foundations, depreciation or depletion would ordinarily shield much
of the profit of property purchased with borrowed funds from the
thrust of the requirement. Further, under the report’s recommenda-
" tion the “income equivalent” would be determined by reference to a
foundation’s net equity, rather than its gross asset value; and, as a
consequence, this rule also would have limited impact upon assets
acquired with borrowed money.

Without supplementation, then, both existing law and other sec-
tions of this report would still permit dangerous abuses through founda-
tion borrowing. To foreclose the continuation of these abuses and to
forestall the development of new ones, the Treasury Department
recommends that, for the future, all borrowing by private foundations
for investment purposes be prohibited. This recommendation would
not prevent foundations from borrowing money to carry on their
exempt functions: it would have no effect upon borrowing to make
gifts to other charitable organizations, to defray the expenses of active
charitable operations, or to acquire assets for use in the conduct of such
operations. It would not, again, apply to investment transactions
which are already in progress. For the future, however, it would
confine foundation investments to funds stemming from contributions
or from income produced by contributions.®

A proscription of foundation investment borrowing would have no
practical effect upon the activities of the great majority of private
foundations; for, as has been pointed out, they have not borrowed to
invest even when they were free to do so. Indeed, the fact that these
foundations have found no difficulty in carrying on their affairs and
accomplishing their objectives without investment borrowing con-
stitutes convincing evidence that foundations need not borrow for

33 In doing so, the proposal would in the future, for private foundations, supersede both the partial attack
upon this problem made in the 1950 legislation and the much-criticized 5-year exception embodied in that
legislation. The business limitation proposed in Part II-C of this Report would require either disposition or
appropriate modification of existing foundation leases which do not qualify as passive. A number of the

leases now in effect which have been drawn to take advantage of the 5-year exception would be subject to
this requirement.
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such purposes. A number of persons familiar with the operations of
private foundations have indicated precisely that view to the Treasury
Department. To curtail abuses by the minority of foundations,
however, legislative adoption of the recommended rule is necessary.

(2) Foundation lending

Many private foundations put portions of their funds to use in the
making of loans which are not secured by mortgages and not evidenced
by government or other bonds.** While much of this lending repre-
sents altogether proper and legitimate investment of foundation funds,
some does not.

Ezample 6—The A, B, and C foundations, referred to in
example 1, all controlled by a single individual, made many
loans to that individual’s friends and business acquaintances.
On December 31, 1956, one businessman owed these foundations
$6,571,448. At the end of the years 1951 through 1961 another
owed the foundations amounts ranging from $1,193,000 to
$2,057,000. The indebtedness of various other businessmen to
the foundations was, on the dates noted, as follows:

Individual A, Dec. 81, 1954 _ _ o $138, 000. 00
Individual B, Oct. 27, 1954 _ - e 1, 519, 000. 00
Individual C, Dec. 31, 1961 _ oo 39, 210. 00
Individual D, Dee. 31, 1962__ - 80, 246. 92
Individual E, Deec. 31, 1962 _ _ oo 39, 027. 50
Individual F, Dec. 31, 1953 s 247,084.75
Individual G, Dec. 31, 1962___ e 54, 000. 00
Individual H, Dec. 31, 1962 __ oo 50, 154. 32

The loans to these and other businessmen ordinarily arose
through transactions in which the foundations purchased and
carried (often for several years) large amounts of securities for
the accounts of the borrowers. Where the documents recordin
the arrangements specified interest rates, the rates prescribe
were sometimes as low as 3, 314, or 4 percent. In other cases,
however, the rates were higher; and in many situations the
foundations were entitled to share in the profits of sales of the
securities.?

Example 7—The G foundation had the following loans to
various individuals outstanding at the end of each of the indicated

years: 3¢ .
Year ending Dec. 31 Makers Interest rate| Amount
(percent)
1952 e Individual I 4 $11, 600
1953 -.do. 4 11,050
1954 Tdosy 4 10, 600
BT SRR R do 4 9,400
1956 e cccccmammann Individuals J and XK_. 4 1,111, 500
Individual I 4 8,800
1957. do. 4 7,900
1958 o mcmmeme | mmeee do. 4 6, 200
T3 Y N do 4 5,000
Individuals L and M. 0 15,900
1960 oo do. 0 10, 300
Individual I - 4 4,000
1961 e e meeeee Individuals L and M. 0 3,700
Individual I - 4 1,000

3t Pable 11 of the Statistical Appendix to the report presents information on the total amounts of various
classes of foundation loans outstanding at the end of 1962.

3 Patman Report, 2d installment, supra, e.g., pp. iv, 24-27, 29, 31, 32.

% Patman Report, 2d installment, supra, p. 12.
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Example 8—The H foundation borrowed money from banks
and used the proceeds to make loans to three trusts and several
individuals. The borrowers were, in some instances, closely
enough related to the corporate creator of the foundation to be
within the ambit of the expanded self-dealing rules suggested
in Part IT-A of this Report; in other instances, no identifiable
relationship appeared. The interest rates for most of -the loans
were fixed from 1 to 2 percent higher than the rates which the
foundation was obligated to pay the banks. One loan, however,
bore interest at only 3 percent, and another at 4 percent.

The facts surrounding these transactions make it evident that
the fundamental motivation for at least most of the loans was not the
desire to find a secure and profitable investment for charitable funds
but, rather, the wish on the part of the foundation’s managers to
assist parties whom they had some particular, private reason to
benefit. Yet, with the exceptions noted in example 8, the borrowers
were beyond the reach of any administrable and reasonable self-
dealing prohibitions and the benefits accruing to the foundation’s
managers or donors were sufficiently nebulous and removed from the
loan transactions themselves to be difficult to discover, identify, and
prove. The task of isolating and demonstrating private benefit or
noncharitable purpose—the only avenues of attack open to the gov-
ernment under existing law—becomes arduous and uncertain when
the interest rate and the other terms of the loan accord with the
standards of ordinary commercial practice. The advantages to the
borrower of such a loan by a foundation—and the corollary value of the
favor done by the foundation to the director or donor who arranged
the loan—can, nevertheless, be considerable. The delays, inconven-
iences, and formalities of applying for a bank loan can be eliminated,;
embarrassing questions can be avoided; the assurance that one’s
obligation resides in friendly hands can be secured. .

Charity may suffer two very real detriments from the absence of an
effective proscription against privately motivated foundation lending.
Because the safety of the ob}.)igation is not among the primary con-
siderations leading the foundation to make the loan, charitable funds
can be put to unusual and unnecessary hazard. Indeed, the same
personal considerations which impel the foundation director or donor
to cause the loan will quite probably dissuade him from enforcing its
terms with vigor and dispassion when collection difficulties arise.
But whether or not the foundation loses money on a particular loan,
the very fact that such loans can be made may lead foundation man-
agers to a broad range of decisions which do not comport with the
interests of charity. Funds may be retained in liquid form, rather
than being placed in more productive investments, so that they will be
available for lending when the occasion arises. Charitable programs
may be rejected because they would draw too heavily upon lending
capital. KExpenditures for the charitable projects undertaken may be
restricted parsimoniously for the same reason. :

To free foundation assets from the dangers inherent in privately
motivated lending and to protect foundation decisions from the im-
proper pressures which the availability of such lending may generate,
the Treasury Department recommends that, for the future, the loans
of private foundations be confined to categories which are clearly
necessary, safe, and appropriate for charitable fiduciaries. Loans
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made by foundations in pursuance of their exempt functions—such
as loans to students—should, of course, be permitted. Similarly,
foundations should be allowed to make bank deposits, loans which
are evidenced by securities of a type regularly traded upon an exchange
or in an over-the-counter market, loans to governmental units, loans
fully secured by first mortgages upon real estate, and other loans
determined, under regulations prescribed by the Secretary of the
Treasury, to be of substantially similar quality and character.”
Examples of loans of the latter class would be short-term loans repre-
sented by the marketable commercial paper of prime borrowers and
loans forming parts of sound private placements. Reference to the
accepted lending practices of educational institutions and comparable
organizations could furnish guidelines for the standards to be developed
in the regulations. Beyond areas of the enumerated character,
however, lending by private foundations ought to be prohibited.

(8) Trading and speculation by foundations

Certain private foundations have engaged in active trading of
securities or have participated in speculative investments.

Example 9—The A, B, and C foundations carried on lively,
extensive, and often speculative securities dealings. They
entered into puts and calls, purchased a large volume of unlisted
securities, and frequently acquired stock on margin. They
agreed to a number of arrangements under which they carried
securities for the accounts of individuals in exchange for the
right to share in any profits which might be realized upon dis-
position of the securities. They sometimes sold stock within a
period of from one to several days after acquiring it.*®

Example 10.—The I foundation reported securities sales in
1963 which amounted to a turnover of approximately 20" percent
of its stockholdings in that year. A recent Securities and Ex-
change Commission report ® indicates average rates of turnover
for foundations to be from 1 to 2 percent. All but four of the
positions liquidated by the I [foundation’s 1963 sales had been
purchased by the foundation after 1960; approximately half had
been held for less than 6 months. The foundation realized a total
gain of $2,342,067 from the sales.

Enrample 11.—The J foundation invested in a syndicate
formed by several taxable corporations to purchase a ranch,
hoping to profit from a sharp rise in land values which might
take place if an adjacent city happened to expand in the direction
of the property. The urban expansion did not occur. The
syndicate operated the ranch at a loss for several years, and
finally disposed of it. The foundation sustained a substantial
loss on the transaction.

While it is difficult to assemble information upon the precise extent
of trading or speculation among private foundations, the Treasury
Department has encountered a substantial body of opinion, among
persons familiar with the activities and practices of foundations, to
the effect that the problem is of sufficient importance to require
legislative attention.

31 Of course, where foundation lending activities constitute a business, the recommendation of Part II-C

would become applicable.
3 Patman Report, 2d installment, supra, e.g., pp. 23, 25, 26, 33, 34, 37, 38, 40.
% Securities and Exchange Commission Report of Special Studies of the Securities Market, July 17,

1963, pp. 864 and 1062.
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Three kinds of dangers are inherent in foundation trading and
speculation. Obviously enough, operations of this character ordi-
narily entail greater risk of loss than do prudently chosen long-term
investments. Assets which have been committed to charity should
not be subjected to that hazard. Conversely, these practices may
be spectacularly successful; and where they are, they make possible
both the financial empire building and the severance of a foundation
from dependence upon contributors which have been criticized in the
section of the Report dealing with foundation borrowing. A third
danger is less obvious but equally significant. Foundation trustees
or directors who attempt to predict hourly, daily, or weekly market
fluctuations, who purchase puts, calls, and straddles in an effort to
profit from those fluctuations, who shift their positions in securities
frequently, and who endeavor to assay the potentialities of untried
businesses, the worth of untested mineral land, or the future value of
unproven building locations must necessarily expend considerable
amounts of their time and attention in those endeavors. Little scope
is likely to remain for charity. Charitable enterprises deserve—
indeed, they require—analysis, evaluation, planning; they are not
matters to be lightly undertaken or perfunctorily carried on; they
merit the genuine interest and undivided attention of the persons to
whom society has entrusted their accomplishment. Consequently,
the efforts of the speculator or the trader—whether successful or
unsuccessful—are intrinsically inconsistent with the proper manage-
ment of the affairs of a foundation.

The present law on this subject contains several deficiencies.
Section 504(a)(3) of the Internal Revenue Code proscribes invest-
ment of—
amounts accumulated out of income during the taxable year or any prior taxable
year and not actually paid out by the end of the taxable year * * * in such a
manner as to jeopardize the carrying out of the charitable, educational, or other
purpose or function constitubing the basis for exemption under section 501(a)
of an organization described in section 501(c)(3).40
One basic weakness of the section, of course, is that it applies only
to income accumulations; it does not govern the manner in which
corpus is managed. A second defect is that, by its reference to
‘“jeopardy,”’ the provision tends to make the success of a venture
decisive of its permissibility: undertakings which turn out well are,
with the benefit of hindsight, quite likely to seem sound, whatever
risks they may have presented while they were in progress. Hence,
the section affords only an imperfect device for dealing with the
foundation which successfully utilizes trading or speculative practices
to multiply its holdings and extend its financial domain. Third, as
we have seen, speculation and trading entail an unfortunate conse-
quence which has no relationship to the presence or absence of
jeopardy: even where they involve no unusual hazards, they are
likely to make greater demands upon the time, interest, and abilities
of foundation trustees and directors than is consistent with the
attentive and informed conduct of the affairs of charity. For this
problem the present section 504 provides no solution.

In view of these considerations, the Treasury Department recom-
mends that private foundations be directly prohibited from participat-
ing in any kind of trading or speculation with any of their assets,
whether derived from corpus or from income. The prohibition

40 Section 681(c) contains a simiiar provision.
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should include specific interdiction of devices ordinarily deemed
inherently speculative—as, for example, the purchase of ‘‘puts,”
“calls,” “‘straddles,” “spreads,” “strips,” “straps,” and ‘‘special
options,” selling short, and trading in commodity futures.

Like the borrowing and lending recommendations of the two
preceding portions of the present section, this measure would exclude
foundations from a class of financial transactions in which they
ought not to be engaged. When combined with the business and self-
dealing restrictions proposed elsewhere in the report, these rules
would confine the unrelated financial activities of private foundations
to areas which are appropriate for organizations whose assets have
been committed to the advancement of the public welfare and whose
concerns should be exclusively with the attainment of charitable
aims.

F. BROADENING OF FOUNDATION MANAGEMENT

The Treasury Department’s study of private foundations has
revealed the existence of a group of interrelated problems which are
at once more pervasive and more fundamental, but less concrete,
less easy to identify, and less susceptible of isolation, than those with
which the preceding sections of this Part have dealt. By their very
nature, these problems evade precise definition and quantitative
analysis. One cannot compile statistics which demonstrate their
character and extent. In the main, one cannot report individual
instances of their effect. For all of these attributes, however, they
possess both reality and significance.

For the purposes of discussion, one may separate these problems into
three general categories.

(1) Abuse potentialities of donor influence

The ability of a donor to wield substantial influence over the
management of a private foundation which he has established or en-
dowed presents continuing opportunities for the diversion of the
foundation to purposes which are not wholly charitable. General
prohibition of financial intercourse between donor and foundation,
as Part II-A of this Report recommends, would, it is true, foreclose
the most palpable abuses which have arisen in this area. Restrictions
of foundation ownership of businesses and postponement of deductions
for contributions of interests in controlled property would further
reduce the possibilities for diversion and conflicts of responsibility.
Nonetheless, the modes of human satisfaction have almost infinite
diversity; and the ways in which wealth can be employed for personal
advantage are, consequently, multiple and highly varied. Many
donors, too, have manifested a common and deep-seated tendency to
regard foundations which they have created as their own, to be availed
of for their own ends where a contemplated use does not involve
obvious and direct deflection of assets from charity and where no
specific statutory prohibition lies in the way. Combination of these
facts makes it difficult to escape the conclusion that real danger of
abuse through substantial donor influence—albeit in forms less
straightforward and apparent than those which have thus far occupied
the attention of the Treasury Department and the Congress—will
survive the restrictions proposed by other portions of this Report.

41 The suggestions advanced in Part II-E (1) above for the restriction of foundation borrowing would pre-
vent margin purchases of securities.
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Accurate appraisal of this problem is complicated by the fact that,
as Part I of the Report has explained, the private foundation can de-
rive important values from donor influence. The dcnor can bring
imagination and creativity to the foundation, infuse spirit and drive
into its operations, give unique focus to its efforts. But the fact that
donor influence contains potentialities both for benefit and for detri-
ment does not present a permanent dilemma: for its dangers and its
values do not subsist equally throughout the life c¢ycle of the founda-
tion. While possibilities for abuse remain relatively unchanged, ad-
vantages tend to decline sharply with the passage of time. The donor
can frame the fundamental structure of the foundation in its organi-
zational documents; he can set the pattern for its activities and inter-
ests in the early years of its operations; he can establish its character
by example, custom, and usage as it matures. Thereafter the magni-
tude of his contribution must, almost necessarily, diminish. In view
of these facts, the present problem would seem capable of solution
by a rule which confines substantial donor influence to the develop-
mental and maturation stages of foundation life: such a rule would
preserve the primary benefits of influence, and would. eliminate a
large measure of its possible detriments.

(2) Perpetual existence of foundations

A different, but related problem arises from the proliferation and
perpetual existence of private foundations. By 1962 there appear to
have been approximately 15,000 foundations in the United States.
Current information indicates that an average of about 1,200 new
foundations are being formed every year. The Foundation Library
Center estimates that, of the foundations in existence in 1962, 72
percent of those with assets of less than $100,000 had been established
since 1950, and 56 percent of those with assets of more than $100,000
had been created since 1950. Most of these foundations are estab-
lished under organizational documents which place no limitation upon
the period of their existence; and while satisfactory data upon founda-
tion terminations is not available, it seems relatively clear that deaths
are a good deal less frequent than births.

The continued existence of foundations whose number is constantly
increasing generates a number of administrative burdens. Returns
must be processed; questionable transactions must be investigated;
" compliance with legal requirements must be secured, sometimes
through litigation. All of these activities cost the Federal Govern-
ment considerable sums of money. Part I of this Report has explored
at some length the reasons why, despite these facts, the imposition of a
general limitation upon the lives of foundations is inadvisable. In
specific situations, however, it may be far from clear that the per-
petuation of an individual foundation justifies the attendant adminis-
trative burdens. It seems plain, at least, that many foundations
continue in existence year after year without achieving any of the
external indicia® of unique advancement of philanthropy. They
attract no public attention; their endeavors gain no public support;
they appear to open no new areas, develop no new vistas, create no
rearrangements or alterations of focus among charitable enterprises
generally. Hence, while a universal restriction upon foundation lives is
undesirable, a method of winnowing the useful from the superfluous—
of evaluating the accomplishments, nature, and status of each private
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foundation at some point in its existence, with a view to a judgment
upon the advisability of continuing it—would possess real utility.

Such a task would require a multitude of difficult and delicate value
judgments, and should, therefore, not be undertaken by a govern-
mental body without grounds considerably more pressing than those
which obtain in the present situation. On the other hand, a founda-
tion’s creator, or those related to him, may not approach an endeavor
of this kind with detachment. Consequently, satisfactory solution
of this problem would seem to demand a rule permitting independent
private parties to examine a foundation after it has had a reasonable
period of time within which to prove itself. If their review leads
them to conclude that the organization’s record and capabilities do
not justify its continuation, they should have power to wind up its
affairs, distribute its assets in accordance with its purposes, and
dissolve it.

(8) Possibilities for narrowness of foundation management

Under present law it is possible for an individual to establish a
private foundation, dominate its affairs throughout his life, and pass
its management to members of his family upon his death. In such
a system supervision of the activities of a foundation may remain
within the power of a very limited and homogenous group for an
indefinite period of time; there is, indeed, no assurance that persons
more broadly representative of the public will ever be introduced into
the organization’s governing body.

The disadvantages of the system are apparent. All of the dangers
of narrowness of view and parochialism can persist in perpetuity. A
foundation’s motive force can, over time, become dissipated; and it is
not guaranteed a source of replenishment. Attitudes may harden
into prejudices; approaches may solidify; the responsiveness which
this branch of philanthropy should have to the changing needs of our
society may suffer. Projects which were useful and desirable when
when they were undertaken may be continued long after they have
become outmoded.

Recognizing the dangers intrinsic in narrowness of base, many of
our colleges and universities take pains to secure personnel who have
been trained at other institutions or who have drawn experience from
different academic communities. Some of our great corporations
have, in their hiring policies, manifested a_consciousness of the same
problem. Consequently, it would seem altogether inappropriate to
permit this defect to insinuate itself into the management of one of
the important areas of private philanthropy.

(4) Possible solution

To resolve these three problems, the Treasury Department recom-
mends that provision be made to convert private foundations, after
they have been in existence for 25 years, to management which is
independent of their donors and parties related to donors. Without
the harshness of requiring a complete severance of the donor from
the foundation, this result can be accomplished by placing a limit
upon the part which the donor and related parties can play in the
management of the foundation. For several reasons, however, the
fixing of the quantitative level of this limit requires some care.
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The level should be set high enough to permit the donor significant
representation on the foundation’s governing body. On the other
hand, imperfections necessarily inherent in the definition of the class
of donor-related parties—parties who have sufficient connection with
the donor to be likely to be subject to his influence—malke it essential
to confine donor participation to a relatively small percentage if
effective prevention of substantial donor influence upon foundation
decisions is to be attained. Administrative considerations make it
impracticable to include, within the category of donor-related parties,
more than the following: (1) members of the donor’s family, (2) per-
sons with whom the donor has a direct or indirect employment
relationship, and (3) persons with whom the donor has a_ continuing
business or professional relationship. Yet substantial areas of
practical donor influence lie beyond the boundaries of this definition.
Friends, neighbors, business acquaintances, and others may well be
willing to accept the donor’s judgment on matters pertaining to a
foundation which he has established and whose assets he has con-
tributed. Hence, if an approach is to be made to workable and
effective prohibition of substantial donor influence over a foundation,
the limit upon participation of the donor and related parties on the
foundatign’s governing body should be fixed no higher than 25

ercent.

P A rule which, after the first 25 years of the existence of a private
foundation,® would prevent the donor and related parties from com-
posing more than 25 percent of the managing board of the foundation
would deal effectively with each of the three problems which have
been described in the present section. It would limit the time period
within which abuses could occur through the exercise of substantial
donor influence; and, by assuring the donor that his actions would
ultimately be subject to independent review, it would tend to protect
the foundation from abuse even during its first 25 years. By enabling
independent private parties to evaluate the performance and poten-
tiality of the foundation after 25 years of operation and granting them
power to terminate the organization, then or later, the measure would
provide a method for eliminating foundation which have doubtful
or minimal utility. Finally, in broadening the base of foundation
management, the recommendation would bring fresh views to the
foundation’s councils, combat parochialism, and augment the flexi-
bility of the organization in responding to social needs and changes.

42 Byen with the limit upon identifiable donor representation set at this level, passage of control to inde-
pendent parties may not be immediate. The donor may, for a time, be able to retain effective control
through persons who do not fall within the definition of donor-related &)agties. _But friends, neighbors, and
others are unlikely to remain subject to the influence of the donor an his family indefinitely; and, with a
25-percent ceiling upon participation by more closely related parties, actual independent dominion over
the foundation should ensue without undue delay.

4 To avoid possible disruption of foundation affairs by requiring an abrupt, unanticipated change in

management, foundations which have already been in existence for 25 years or more should be permitted to
continue subject to substantial donor influence for an additional period of from 5 to 10 years.
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PART III. ADDITIONAL PROBLEMS

In the course of its review of private foundations and the tax laws
which apply to them, the Treasury Department has encountered
several problems which, while possessing less general significance than
the problems discussed in part IT of the report, are sufficiently serious
to warrant remedial action. Some donors have been able to secure
substantial deductions for contributing to foundations assets which
produce no benefit whatever for charity. Other donors have reduced
their personal taxes by accomplishing tax-free bailouts of corporate
earnings to foundations or by making contributions of other property
which would have generated ordinary income upon sale. A defect in
the computation of the estate tax marital deduction has permitted
taxpayers unjustifiable enlargements in the tax benefits of bequests
to their spouses through various devices involving foundations.
Proper enforcement of reporting rules has been hampered by the
absence of an effective sanction for failure to file the information
returns required of foundations.

This Part of the Report sets forth illustrations of these problems,
analyzes them, and suggests appropriate remedies.

A. CONTRIBUTIONS OF UNPRODUCTIVE PROPERTY

The Internal Revenue Service has discovered a number of situations
in which very substantial income tax deductions have been claimed
for contributions to private foundations of property which does not
produce income and which the foundation does not, or cannot, devote
to charitable uses.

Ezample 1.—One taxpayer, for example, claimed a charitable
deduction of $39,500 for the gift of family jewelry to her husband’s
foundation. The jewelry was placed in a safe deposit box listed
in the name of the foundation, and at last report it has been held
there for more than 6 years.

Ezample 2.—Other taxpayers have secured significant tax
savings by contributing paintings and other artworks to controlled
foundations which do not maintain museums.

Example 3—A company donated vacant land adjoining its
plant facilities to its foundation. During the 11 years for which
the foundation held the property, it produced no income whatever.

Ezample 4.—A man and his wife contributed the remainder
interest in their personal residence to a foundation.

Difficult valuation problems frequently attend the donor’s assertion
of a right to a charitable deduction in these cases. More fundamental,
however, is the criticism that the donor obtains a current tax advantage
for a transfer which confers no concomitant benefit upon charity. The
Government, in effect, pays the donor for his act; but the jewelry
remains in the safe deposit box, the painting in the warehouse, and
the land unused. As other portions of this report have noted, the
presupposition of the tax statute is that the cost of the charitable

58
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deduction to the Government will be justified by its correlative
benefit to charity. Here, plainly, the result is not worth the price.

The recommendations of other sections of this Report bear upon the
present problem; but, designed to deal with difficulties of broader
thrust, tgey do not provide an entirely satisfactory solution to it. A
requirement that foundations disburse annually at least a minimum
approximation of & normal return upon their property cannot convert
an unproductive asset into a productive one. A foundation utilized
as a conduit for its donor’s normal annual charitable gifts may well
be able to comply with this requirement year after year without ever
being compelled to apply an unproductive asset to uses which benefit
charity. Again, many contributions of unproductive property would
appear to be made only because the donor has practical assurance
that he will continue to enjoy the use of the property;and this Report’s
self-dealing recommendations, which would proscribe such use, might
be expected to inhibit these contributions.! But the Internal Revenue
Service should not be compelled to assign revenue agents to make
certain that the jewels remain in the safe deposit box, or the painting
in the storeroom, when their former owner entertains. And self-
dealing rules can, by their very nature, have no impact upon those
situations in which the unproductive asset is transferred to the
foundation precisely because the donor has no further use for it.
Hence, the Part IT-A proposals will not, in themselves, be sufficient
to eliminate abuses of the sort with which we are presently concerned.
Similarly, while the rules suggested in°Part II-D of the report cope
adequately with the major abuses which have arisen through contri-
butions of unproductive interests in property over which the donor
maintains control (principally stock in controlled corporations), they
do not apply to gifts of other kinds of unproductive assets.

Where property unproductive of income is transferred to a private
foundation, the policy reason underlying the grant of the charitable
deduction does not become operative until the asset is (a) made
productive, (b) disposed of, or (¢) applied to charitable uses. Con-
sequently, the Treasury Department recommends that, with the
limited exceptions described below, the donor’s income tax deduction
for such a contribution be postponed until one of those three events
occurs. 'This measure would defer the deduction to the point in time
at which it becomes justified, and, in addition, would resolve a number
of complex valuation problems.? Rules similar to those explained in
Part II-D in connection with the controlled property provision should,
for this purpose, govern the definition of “disposition” and “applica-
tion to charitable use’ ; the determination of the amount of the donor’s
deduction when he becomes entitled to one; and the length of the
period within which qualification for a deduction could occur. An
asset should be considered unproductive of income unless substantial
income is regularly derived from it. Since the controlled property
rule of Part II-D affords ample solution for the problems to which it
mded to the Internal Revenue Code in 1964, might also be expected to have this effect for
similarly motivated donations of tangible personal property. That section provides that contributions of
future interests in such property shall become deductible only upon the expiration of intervening rights
held by the donor or related parties. Where the donor retains a real ability to use the contributed property,
whether or not his power is set forth in any of the legal documents governing the transfer, the arrangement
can be argued to constitute, in substance, the gift of a future interest. But the criticisms of the utility of the
self-dealing rules in this area, explained in the text above, would seem to apply with equal force to the use-
fulness of sec. 170(f) here.

3 Where the foundation sells the property, valuation would, of course, present no difficulty; where it

makes the property productive, valuation should be easier; and where it does nothing with the property,
valuation would never have to be undertaken.
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applies and since, beyond the situations governed by that rule, there
would appear to be little room for abuse through gifts of stock,
evidences of indebtedness, or cash, these areas should be excepted
from the proposed measure.

Tor estate tax purposes, this recommendation would not require
unproductive property which has been the subject of a completed
inter vivos transfer to a private foundation to be included in the
donor’s gross estate; but it would permit the testamentary transfer of
such property to a foundation to qualify for an estate tax deduction
only under rules similar to those suggested in the controlled property
section of the Report. Gift tax treatment would complement that
prescribed by the estate tax statute: a completed lifetime conveyance
of unproductive property would constitute a taxable gift, accorded a
charitable deduction only upon the occurrence of one of the three
qualifying events within a specified period after the transfer.

In its discussion of the problems presented by contributions of
family controlled property, Part II-D of the report has indicated that
valid arguments exist both for and against restricting the measure
directed at those problems to the context of donor-influenced founda-
tions. The problems of the present section are, in many ways,
analogous to those of controlled property. Consequently, if the
Congress concludes that it is desirable to limit the scope of the con-
trolled property remedy to contributions made to donor-influenced
foundations, it may also wish to consider such a restriction of the
rules recommended in the present section.

B. CONTRIBUTIONS OF SECTION 806 STOCK AND OTHER ORDINARY INCOME

ASSETS
(1) Section 306 stock

In 1954 Congress addressed itself directly and specifically to the
problem of the so-called preferred stock bailout. Concerned with
the obvious tax avoidance inherent in situations in which the share-
holders of a corporation distributed preferred or other special stock
to themselves as a tax-free dividend, realized capital gains upon selling
this stock to a third party, and then had the corporation redeem the
stock with earnings and profits—thereby accomplishing the distribu-
tion of corporate profits at the tax rate prescribed for capital gains—
Congress determined to withdraw the favorable treatment accorded
the earnings bailout. To that end, it adopted legislation providing,
generally, that the amount which a shareholder realizes upon the
sale, redemption, or other disposition of certain types of stock—
designated “section 306 stock”—will be taxed to him as ordinary
income. The typical situation covered by the legislation involves
distribution of a preferred stock dividend to the holders of a cor-
poration’s common stock.

Since 1954 it has become apparent that, while this provision seals
off avoidance possibilities for those who wish to sell or redeem section
306 stock, it does not foreclose the bailout device for taxpayers who
contribute such stock to charity. Judicial authority has held that a
person does not “realize” anything, within the technical meaning of
the tax statute, when he makes a deductible charitable contribution.
Hence, because the terms of section 306 become operative only where a
disposition of stock occasions a “realization” for its former owner, they
do not apply where the owner donates the stock to charity. As a
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consequence, a shareholder in a corporation which has substantial
undistributed earnings can, without tax, receive a dividend of re-
redeemable preferred stock, secure a deduction for the full value of the
stock by contributing it to a private foundation, and, if no prear-
ranged plan for redemption exists, experience no tax consequences
when the corporation redeems the stock from the foundation. The
corporate profits have thus traveled a route leading from the corpora-
tion, through the shareholder, to the foundation; but the shareholder
has never been taxed on them, and he has been able to reduce his tax-
able income by the entire amount of their value.

Indeed, if the stockholder is in a relatively high income tax bracket,
he may well find significantly more cash in his pocket after the dona-
tion of section 306 stock to a foundation than he would be able to retain
if he sold the stock for its full value. If, for example, a taxpayer in
the 60 percent bracket sold section 306 stock for $20,000, he would pay
a tax of $12,000 on the proceeds and be able to retain a net profit of
$8,000.2 If, on the other hand, he were to donate his stock to a foun-
dation, his $20,000 deduction would diminish the tax which he would
otherwise have to pay by $12,000. He would, then, be $4,000 richer
if he gave the stock to a foundation than if he sold it.

The bailout potentialities of charitable contributions of section 306
stock have not escaped the notice of tax planners and advisers. A
recent article in Taxes magazine describes the advantages to be derived
from such contributions with clinical particularity. Rabinowitz and
Dick, “Charitable Contributions of Section 306 Stock,” Taxes, April
1964, page 220. Other articles describing the device are abundant.*

The Treasury Department’s recent survey of private foundations
suggests that a substantial number of taxpayers have made practical
use of the often-repeated advice that the antibailout statute can be
circumvented by giving section 306 stock to charity. Among the
approximately 180 surveyed foundations which own 10 percent or
more of at least 1 class of stock in a corporation, there are 74 separate
holdings of what, from the reported information, appears to be section
306 stock.

The continued availability of the bailout device in the charitable
contribution area has evoked criticism from a number of independent
commentators. See Bittker, “Federal Income Taxation of Corpora-
tions and Shareholders” (1959 ed., p. 251). In its revised report of
December 11, 1958, the House Ways and Means Committee Advisory
Group on Subchapter C of the Internal Revenue Code of 1954 described
the disposition of section 306 stock by donation to charity as an
“abuse,” and recommended that the problem be dealt with by reduc-
ing the donor’s allowable charitable deduction by the amount which,
under section 306, would have been taxed as ordinary income if the
donor had sold the stock for fair market value. The working view
developed on this subject by the American Law Institute Tax Proj-
ect was to the same effect. 14 Tax Law Review 1, 5 (1958).

3 This example assumes that the stock’s ratable share of the earnings and profits of the corporation at the
time of distribution was at least equal to the proceeds of the sale.

4 Cutler, “Various Aspects of Contributions to Charity,” 17 New York University Annual Institute on
Federal Taxation 1117, 1136 (1959); Lowndes, “Tax Advantages of Charitable Gifts,” 46 Virginia Law Re-
view 394, 413 (1960); Merritt, “The Tax Incentives for Lifetime Gifts to Charity,” 39 Taxes—The Tax Maga-
zine 104, 118 (1961); Quiggle and Myers, “Tax Aspects of Charitable Contributions by Individuals,” 28
Fordham Law Review 579, 604-605 (1960); Ray and Oliver, ‘“How to Choose Right Property and Method of
Giving to Benefit from Gifts to Charity,” 10 Journal of Taxation 118 (1959); Rudick and Gray, ‘“Bounty
Twice Blessed: Tax Consequences of Gifts of Property to or in Trust for Charity,” 16 Tax Law Review

273, 280 (1961); Sugarman, “Charitable Giving Development in Tax Planning,” 39 Taxes 1027, 1029 (1961);
“Estate Planners Note: Contributions of Section 306 Stock Not Taxable,”” 7 Journal of Taxation 133 (1957).
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The Treasury Department is of the opinion that the recommenda-
tion of the Ways and Means Committee Advisory Group is a sound
one. Restriction of the charitable deduction which a donor receives
on the contribution of section 306 stock to a private foundation ® is
consonant with the particular concern which Congress has, by the
adoption of section 306, manifested for the earnings bailout problem.
Measuring the reduction in the allowable charitable deduction by the
amount of the ordinary income upon which the donor would have
been taxed if he had sold the contributed stock makes the approach
consistent with the provisions of section 306 itself. Furthermore,
this approach is precisely that which Congress recently twice applied
to analogous problems. In its 1962 enactment of section 1245 of the
Internal Revenue Code, providing rules to insure ordinary income
treatment of gain attributable to post-1962 depreciation of tangible
personal and certain other property, and in its 1964 enactment of
section 1250, prescribing rules of broadly the same direction for depre-
ciable real %roperty, Congress took care to specify that deductions
for charitable contributions of such property should be diminished
by the amounts which the new sections would characterize as ordinary
income if the property were sold at fair market value.®

For these reasons, the Treasury Department recommends applica-
tion of the Advisory Group proposal to contributions of section 306
stock to private foundations.

(2) Other ordinary income assets

When donors secure deductions for contributing to private founda-
tions other classes of property which would have produced ordinary
income upon sale, problems fundamentally analogous to those present
in the section 306 stock context arise. Items includible in the donor’s
inventory and stock in collapsible corporations afford examples. In
all of these cases the full amount of value which the donor would
normally have had to include in his ordinary income is permitted both
to escape taxation itself and to reduce the amount of his other taxable
income. In many of these situations there exists the same anomaly
pointed out above in connection with section 306 stock: the donor can
make more profit by giving the asset to a foundation than he would
have been able to retain if he had sold it. '

Because of the basic similarity of the present problems to those
generated by section 306 stock and because of the direct relevance
here of the recent congressional action on the closely related ordinary

s The Advisory Group proposal is not limited to situations in which the recipient charitable organization
is a private foundation: the group’s recommendation would apply wherever a donation of sec. 306 stock gives
rise to a charitable deduction. The American Law Institute Tax Project working view and Professor
Bittker’s discussion, similarly, treat the problem as one whose nature does not depend upon the character
of the charitable organization involved. By its observation that the problem exists within the area to
which the present report applies, the Treasury Department intends no implication that these views are in
€rTor.

¢ The American Bar Association in 1959 offered two objections to the Advisory Group proposal. Hearings
on Advisory Group recommendations on Subchapters C, F, and K of the Internal Revenue Code, House
Ways and Means Committee, 86th Cong., 1st sess.. pp. 923, 931-933 (1959). One, advanced by some mem-
bers of the Committee on Corporate Shareholder Relationships, was that the contribution of sec. 306 stock
to charity represents only one facet of the broad problem presented by donations of appreciated property.
The members who entertained this view were of the opinion that all aspects of the general question should
De examined before action is taken upon any particular portion ofit. This objection has, in a large measure,
been undercut by the congressional decisions with respect to secs. 1245 and 1250. In both instances, Con-
gress recognized that specific restriction of the charitable deduction affords an appropriate method of dealing
with the problems posed by particular classes of assets. A second objection, made by other members of
the Bar Association committee, was that the proper method of curbing abuses in this area is to grant a full
charitable deduction for the donation of sec. 306 stock, but to tax the donor as though he had realized the
entire fair market value of the stock at that time. Such a rule would be more stringent than that recom-
mended by the advisory group: it would, like the Advisory Group proposal, cancel that portion of the donor’s
charitable deduction attributable to corporate earnings at the time of the distribution of the stock; but, in
addition, it might occasion a capital gains tax where the stock has appreciated in value after its distribution
to the donor. {Without passing on the merits of this proposal, the Treasury Department is of the view that
the less rigorous approach of the Advisory Group issufficient to foreclose the sec. 306 stock, abuse in-the pri-
vate foundation area.
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income situations arising under sections 1245 and 1250, the Treasury
Department recommends that the rule proposed for section 306 stock
be applied to this area also. Under this recommendation, the income
tax deduction accorded for the gift of any asset to a private foundation
would be diminished by the amount of the ordinary income which the
donor would have realized if he had sold the asset for fair market
value at the time of* the contribution.

C. CORRECTION OF COMPUTATION OF ESTATE TAX MARITAL DEDUCTION

When a donor makes an unrestricted contribution of property to
a private foundation whose selection of charitable beneficiaries he has
power to influence, he secures a current income tax deduction for the
full value of the property. The existence of his power over the founda-
tion confers an additional benefit upon him: under existing estate tax
law, the value of the asset remains in the base upon which his marital
deduction is computed.” Its presence in that base increases, by a
sum equal to one-half the asset’s value, the amount which the donor
can bequeath to his wife free of estate tax—even while the asset itself
escapes estate tax through the operation of the charitable deduction.
On the other hand, the donor who contributes to a foundation over
which he has no power receives no such enlargement of his marital
deduction: the property which he has contributed does not bear upon
his estate tax computations, and the tax advantage of his contribution
is limited to the deduction provided by the income tax law.

This differentiation in the estate tax law between charitable donors
who possess power to influence the foundations to which they con-
tribute and donors who do not is quite inadvertent: it arises from the
application, to the situation of the donor-influenced foundation, of
principles designed to deal with entirely different problems. More
significantly, it creates a preference which there is no reason for the
tax laws to create. It establishes, through the mechanism of the
estate tax, an artificial inducement, which has no necessary relation-
ship to charitable inclinations or interests, for the retention of donor
influence over private foundations.

Certain other sections of the estate tax law give rise to analogous
incongruities. Under them, transfers which produce current charita-
ble income tax deductions can be arranged to maintain sufficient
donor involvement with the contributed property to increase the
donor’s marital deduction. The section dealing with life insurance
has, in particular, been the subject of considerable manipulation
designed to produce such double tax benefits.® The provisions govern-
ing retained life estates and transfers in contemplation of death may
occasion similar problems.® In all of these situations, lifetime chari-

7 Secs. 2036 and 2038 of the present Internal Revenue Code require that property transferred intervivos
be included in the transferor’s gross estate if he retains for life the power to designate the beneficiaries of
its income or corpus. Both sections apply whether the transferor may exercise his power alone or in
conjunction with other partics, and whether he possesses the power in a fiduciary capacity or not.
Hence, in the usual situation, where at the time of his death a donor has a power to control or influence
the decisions which a private foundation makes about the amounts and recipients of its distributions,
all property which he has contributed to the foundation during his life would be required to be included
in his gross estate. 'The so-called ‘“adjusted gross estate’’—which provides the base for the computation of
the marital deduction—is determined from the gross estate without subtraction of the charitable deduc-
tion. As a consequence, the marital deduction base would include the value of the property contributed

to thet Io)undation. (The discussion here assumes that the contributed assets are nof community
property.

8 The effectiveness of the various life insurance devices has not yet been tested by litigation.

9 The recommendation of Part ITI-A would post%one the income tax deduction for the gift of a remainder
interest to a private foundation until the interest becomes possessory and productive or is disposed of by
the foundation. By doing so, that proposal would, in the private foundation area, eliminate most possi-
bilities for using retained life interests to achieve the described double tax benefits.
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able transfers, treated as incomplete for estate tax purposes, gain an
ntirely unintended tax advantage over outright gifts.

To remove these unjustified and incongruous tax preferences, the
‘reasury Department recommends that, where a donor secures an
1come tax deduction for the transfer of an interest in property to a
rivate foundation, the value of the property be excluded from the
ase upon which his estate tax marital deduction is computed.!®
3y placing contributions to donor-influenced foundations upon the
ame estate tax footing as those to foundations which the donor does
ot influence, such legislation would confine the tax reward for both
lasses of transfers to the income tax benefits which they were spe-
ifically intended to receive. Similarly, where the recipient charitable
rganization is a private foundation, it would eliminate the advantage
rhich lifetime charitable transfers, framed to retain donor connection
rith the contributed asset, have over outright and unrestricted gifts.

D. SANCTIONS FOR FAILURE TO FILE INFORMATION RETURNS

To proceed with effective administration of the tax laws governing
rivate foundations, the Internal Revenue Service must obtain
ompleted copies of the annual information returns required of
oundations. Unfortunately, not all foundations comply with the
eporting rules prescribed by the Internal Revenue Code and the
nplementing regulations. While the Internal Revenue Service has
aken what steps it can to cope with this problem—it has, among
ther things, undertaken the compilation of a master list of tax-
xempt organizations which will permit use of automatic data proces-
ing equipment to facilitate identification of the nonfilers—its efforts
ave been hampered by the absence of an effective sanction for non-
ompliance. .

Under present law, the willful failure to file any return required
7y law is a criminal offense. The penalty provided is imprisonment
ot exceeding 1 year and a fine not exceeding $10,000. This criminal
enalty is the only sanction available in cases involving the failure to
le foundation information returns. Plainly, its severity makes it
nappropriate in most such cases.

To overcome this defect of existing law, the Treasury Department
ecommends that private foundations which fail, without reasonable
ause, to make timely and complete filing of a required information
eturn be subjected to a penalty of $10 for each day of delay beyond
he prescribed filing date. The penalty should be subject to a maxi-
aum limit of $5,000. A similar penalty, with a similar maximum
imit, should be imposed upon officers, directors, or trustees responsible
or filing private foundation returns if, after notice from the Internal
tevenue Service of failure to make a complete and timely return,
hey omit (without reasonable cause) to remedy the defect within
. specified reasonable time. Measured by the seriousness of the
toncompliance in individual cases and sufficiently moderate to be
ppropriate in situations not warranting criminal treatment, these
anctions would afford the Internal Revenue Service considerable
ssistance in securing adherence to private foundation reporting
equirements.

10 Commentators upon the problems of the present section have treated them In a context wider than
hat of private foundations. By restricting its recommendation to the area of the present Report, the
‘reasury Department intends no implication that such views are in error. ~
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APPENDIX A
STATISTICAL APPENDIX

This appendix presents statistical estimates of the operation of the
charitable contribution provisions of present law. It also contains
information on the growth, the present size, and operations of founda
tions.

1. Historical pattern of total contributions

It is not easy to determine just what has been the effect of the tas
provisions relating to charitable organizations. One would naturally
look first at the size of the contribution deduction. This is sum
marized in table 1 for selected years.

The difficulty of year-to-year comparisons from the data in table 1
is the differing coverage of income tax returns in various years. Ir
the 1920’s, tax returns covered a far smaller portion of the populatior
than they did in the 1950’s. Also, when the standard deduction was
introduced or increased, many contributors stopped listing contribu-
tions. But with any given standard deduction a smaller portion o
taxpayers use it, more itemize each year, and thus itemized contribu-
tion deductions go up more than contributions.

Table 2 shows several long-term comparisons of the contributions oi
living individuals. So far as the tax-deductible contributions are
concerned, the table shows the figures adjusted to include estimatec
contributions of nonfilers and of individuals using the standard de-
duction. These adjustments have been estimated by C. Harry Kahn
for earlier years.! The 1956 and 1962 adjustments were made follow-
ing Kahn’s technique. To provide conceptual correspondence witk
estimated contributions received by operating charities, the table alsc
includes charitable bequests and corporate contributions.

1 C. Harry Kahn, “Personal Deductions in the Federal Income Tax,” National Bureau of Economic
Research, Princeton University Press, 1960. Kahn’s technique on nonfilers involved applying to thei
estimated income the ratio of contributions to income of the low-income filers. The estimate of contribu

tions by standard deduction takers was based on changes in reported contributions at times when the
standard deduction was expanded.

65
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TaBLE l.—Amount of charitable deductions on taz returns of individuals, corpora-
tions, and estates, selected years

[Millions of dollars]
Year Individuals Estates! | Corporations Total

1962 $7, 516 (2) @ 2

1961 ON ® $512 8

1960. 6, 750 $951 482 $8,183
1958 5, 694 669 395 6, 758
1958. 4,878 8534 415 5,827
1054 3,891 308 314 4,603
1952 3,114 2336 308 3,848
1950 2,26 274 252 2,786
1948 1,881 296 239 2,416
1946 1,639 186 211 2,036
1944 1, 202 234 1, 694
1942, 1,450 155 98 ,703
1940, 4 143 38 921
1938 414 200 27 641
1936. 390 128 30 548
1934 280 146 27 453
1932 317 191 31 539
1930 434 223 35 692
1929, 540 154 32 726
1924, 533 116 () 649

1 Estate tax deduections listed for the year in which the estate return was filed.

1 Not available.
3 Interpolated.

Source: “Statistics of Income,” except corporations before 1936 which are taken from “National Income,”

1954 edition, Department of Commerce.
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The other statistical difficulty involves the accuracy of contribu-
tions reported on tax returns. (‘“‘Statistics of Income for Individuals”
includes unaudited data.) Several authorities in the field have
attempted to estimate charitable contributions received by collecting
this information from the charities. In some cases estimates have to
be reconstructed from estimated expenditures of charitable organiza-
tions and changes in endowments. The most reliable of these esti-
mates is a series prepared by Ralph Nelson from which preliminary
figures have been published by the National Bureau of Economic
Research. Table 2 shows that there has been some relative growth in
contributions over time. The ratio of contributions of living in-
dividuals based on tax return data shows a growth from the 1920’s to
recent years from about 1.5 percent of adjusted gross income to about
2.5 percent, roughly an increase of two-thirds. The other series
suggest much less growth. The recipient estimate for 1930 is con-
spicuously high and probably overstates the actual figure. The
donor figure is inflated relative to AGI for 1930 because it includes
bequests from persons whose deaths occurred (and whose wills were
written) in the different atmosphere of the 1920’s.

Table 3 presents more detail on estate tax charitable deductions.
Here the raw data show little trend because of two offsetting tenden-
cies. By 1959-61, due to growing wealth levels, the United States
reached the point where estate tax returns were filed with respect to
about 314 percent of all decedents. The number of returns filed in the
1920’s and 1930’s covered on the average about 0.9 percent of the
decedents. At the same time charitable bequests account for a
significantly greater part of the estate for large estates compared to
small estates. The broadening of the estate tax coverage brought in
relatively more small estates where charitable bequests were less com-
mon, thus holding down the contribution ratio.

TaBLE 3.—Charitable bequests reported on estate tax returns

[Dollar amounts in millions]

Charitable bequests Ratio to gross estate of—
Educational, scien-
Filing Gross tific or literary
year estate institutions Total Other
Total Religious Other charitable charitable
bequests bequests
Publicly | Privately
owned owned
Percent Percent

$850 $683 9.1 7.3
951 $33 $81 $89 748 6.5 5.1
669 31 117 86 435 5.7 3.7

398 (] Q] @ @ 5.3 ®

354 @) @ ] @) 4.8 @)

274 @ ® @ @) 5.0 (O]
206 17 38 22 129 4.2 2.6
296 16 98 35 147 6.0 3.0
223 19 30 25 151 4.7 3.2
202 18 32 16 135 6.9 4.6
178 7 44 16 111 6.5 4.0

146 ® ® @ @) 6.5 ®

154 Q] O] (O] [Q] 4.0 ®)

66 ® @ @ @ 2.8 @®

I'Top quarter of returns.
2 Not available,

Source: “Statistics of Income’, various years.

87-444 O-68—170
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The top line of table 3 shows a computation for estate tax returns
filed in 1961 where the gross estate was over $200,000. This accounts
for about 0.9 percent of all decedents and is thus roughly comparable
to the data for the 1920’s and 1930’s. On this basis the charitable
bequests, as a percentage of estates, show an appreciable growth.
Robert Lampman’s data 2 show that the share of total wealth of the
top 1 percent of estate holders declined slightly from the 1920’s
through 1956.° This share is, however, quite sensitive to common
stock prices. The fact that common stock prices have risen more than
other prices since 1956 would roughly serve to restore the relative
share of wealth held by the top 1 percent. On balance it is likely
that a larger portion of the property changing hands at death goes into
charitable hands via bequests now than was the case in the 1920’s.
In 1929 the portion might have been 1.5 percent. Presently, it might
be 3 percent. The growth is sharper when comparison is made with
the early 1920’s.

2. Contributions by type of recipient

The data on the types of recipients of charitable contributions are
extremely scarce. Table 3 shows a breakdown by broad categories
for estate tax deductions for various years. Presumably, the category
“other’ charitable bequests is made up to a significant extent by
bequests to foundations. Kahn, on the basis of very skimpy data,
guessed that the bequests to foundations in 1952 may have been in the
vicinity of $40 million.* A special tabulation of estate tax returns
filed in 1957 and 1959 suggests that the annual bequests to “private’”
organizations might have been about $150 million. The size of
“other” bequests has risen from about 60 percent of charitable
bequests in 1939 and 1944 to about 80 percent in 1961. All one can
say is that this is consistent with a growing tendency to leave property
to foundations, but the evidence is not conclusive.

The only tabulation of individual income tax charitable contribu-
tions by type of recipient was made for 1962 returns. It is sum-
marized in table 4 which shows the increasing importance of the
contribution deduction in the upper brackets, and particularly, the
increasing importance of the contributions to “other organizations.”
This category covers literary, educational, and scientific foundations,
libraries, museums, zoos, and other such institutions, including
charitable foundations in general.

2 Lampman has made the principal analysis of changes in the size distribution of wealth holdings over
time. (Robert Lampman, ‘“The Share of Top Wealth Holders in National Wealth,” 1922-56, National
Bureau of Economic Research, Princeton University Press.)

3 From about 33 percent to 26 percent, ibid, p. 204.
4 Kahn, op. cit., p. 225.
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TABLE 5.—Estimated total amount of philanthropic coniribuiions by individuals,
classified by area of service, 1952 and 1954

[In millions of dollars]
Area of service 1952 1954

1. Religion 2,281 2,776
2. Education 114 143
3. Health and hospitals. 259-303 283-369
4. Social welfare. : 323 465
5. Private foreign aid 44-91 60-139
6. Foundations, 153 160
7. Miscellaneou 122-138 156-187

Total 3,296-3,403 4,043-4,239

Source: C. Harry Kahn, Personal Deductions in the Federal Income Tax, National Bureau of Economic
Research, 1960, p. 218.

Table 5, taken directly from C. Harry Kahn, provides an estimate
of the breakdown by type of recipient of charitable contribution
deductions of living individual donors in 1952 and 1954. These
estimates were pieced together by Kahn from material drawn from
the charitable organizations. His estimate of contributions to founda-
tions is $160 million, or 3 percent of total contributions.® This figure
is made up of an estimated $47 million channeled through foundations
and $106 million added to foundation capital.®

Kahn’s estimate of contributions received by foundations in 1952,
$40 million from bequests, and $153 million from living donors, also
includes an estimated $24 million from corporations. This is Kahn’s
breakdown of $221 million of contributions to foundations in 1952, a
figure estimated by Emerson Andrews (Philanthropic Foundations,
p. 17). This total is only one-fourth the size of the $833 million of
contributions received by foundations in 1962 based on the Treasury
survey in 1964 (cf. discussion infra and table 10). The higher Treasury
survey figure is due in part to the broader coverage. This remarkable

rowth over 10 years, however, is an indication of increasing use of
oundations.

This estimate of contributions to foundations in 1962 may be
broken down by sources, as follows:

Millions
Bequests - - o o oo 1§$175
COrporations . - o - - et 2 200
Living individuals - - - oo 3450

1 Based on a special tabulation (unpublished) of estate tax returns filed in 1957 and 1959. The figure
tabulated from those returns was contributions to organizations that did not appeal to the general public
for funds. The figure was scaled up to 1962 levels and rounded. It is a figure particularly subject to erratic
year-to-year changes.

2 This is the Foundation Library Center’s estimate of contributions received by ‘“company-sponsored’
foundations (‘“foundations known to have been organized by a business corporation or partnership or to
have such an organization as a direct contributor”). Foundation Directory 2, pp. 29-30. The statistic
includes some individual contributions, but the definition also has the result of excluding some corporate
contributions to noncompany sponsored foundations.

3 Obtained by subtracting line 1 and 2 from the total contributions received in 1962, as estimated by the
Treasury survey.

These components pooled from various sources are extremely rough
since the foundation reports themselves do not indicate type of donor.
The pattern is roughly consistent with the patterns that Professor
Kahn found for 1952, except that this estimate would mark corpora-

8 Kahn’s estimate in turn is based mostly on Andrew’s Philanthropic Giving, cf. Kahn, op. cit., pp. 224-5
8 Ibid., p. 225. )
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tions as more important contributors than they appeared to be in
the earlier year.

Table 6 contains a breakdown of total private giving for 1956 by
both sources and uses. This is Ralph Nelson’s estimate. Foundation
income, as well as the income of endowments of operating charities,
is here shown as a source of charitable funds.

TaBLE 6.—The composition of private giving, 19566, donors and recipients, pre-
liminary estimate

[Dollar values in millions]

Sources (donors) Amount | Percent Uses (recipients) Amount | Percent

fLiving donors (persons and Religious organizations1______ $3, 569 47.9

families) - - oo $7,317 82.3 || Private primary and second-
Bequests. 534 6.0 ary schools. ... 802 10.8
Corporations. ... 418 4.7 || Higher education. P 929 12.5
Foundation endowment in- Secular health__. R 808 10.8
come. 407 4.6 || Secular welfare________________ 1,015 13.6
Other endowment income__.._ 220 2.5 || Miscellaneous 335 4.5
8,896 100.0 7,458 100.0

1 Includes church-supported health and welfare, and excludes parochial schools.
Source: Annual Report of the National Bureau of Economic Research, June 1962, p. 59.

8. The size and growth of foundations

There are no reliable estimates of the growth of the total wealth of
charitable organizations including foundations. (Such an estimate
would involve, for example, an estimate of the current value of church
buildings.) As to the specific subject of this study, private founda-
tions, there are only isolated pieces of information about the ac-
cumulated financial holdings; that is, their endowments. One piece
is provided by the periodic surveys of share ownership of listed stocks,
undertaken by the New York Stock Exchange. Another is provided
by studies of total assets of foundations. .

It is, of course, rather meaningless to point out that foundations
and endowments have been growing. The more important point is
how this growth compares with that of the total economy; that is, has
the position of foundations grown relative to other charitable organi-
zations, or relative to the total private wealth?

The total asset data on foundations are the result of periodic
surveys undertaken by private researchers. The early foundation
surveys were based upon information that the surveyors could glean
from newspaper reports, correspondence, guessing at the importance
of small foundations, and the like. This kind of approach is quite
likely to include the large well-known organizations, but it becomes
very spotty as an estimate of the small ones. Since 1950, these data
have been strengthened by the availability of annual information
returns under the Internal Revenue Code from many foundations.

Table 7 contains some information on the available survey-type
information on total asset holdings of foundations. For comparison
these are shown along with an estimate of endowments of institutions
of higher education and of the total value of assets of individuals,
including nonprofit institutions.

The figures in table 7 indicate considerable growth of foundations
relative to the aggregate individual total wealth. The size of foun-
dations since 1930 would seem to be increasing 17 times while the
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aggregate individual wealth was increasing 4 times. The faster
growth of foundations appears to persist throughout the period. The
real question is how reliable the early figures are. Two conspicuous
defects are coverage and valuation methods.

Coverage.—The Treasury’s 1964 survey indicated that in the aggre-
gate the small foundations do not make much contribution to the
size of total foundation assets. The 1930 study, for example, grossly
underestimates the number of foundations, giving a figure of 122.
The 1964 Foundation Directory, however, lists 165 foundations which
had assets over $1 million in 1962 and were organized before 1930.
The procedure followed in 1930, presumably, should have identified
and included the large well-known foundations. If the excluded ones
were equivalent to the aggregate of the medium and small groups in
the 1964 figures, it would be reasonable to raise the $950 million
estimate to $1,100 million; that is, by 15 percent, to cover the addi-
tional foundations.

Valuation.—The 1930 study requested only ledger values of assets.
The 1931 study requested market values as well, but only eight
foundations gave both ledger and market values. For these eight,
the aggregate market value was about 12 percent below ledger value.
Market values of stocks in 1931, however, were only two-thirds of
values in 1930. Assuming that most of the assets were in stocks, it
is a guess that the market value of all foundations (i.e., including
th'?l above adjustment for the small foundations) was about $1,300
million.

These adjustments have been very rough. It would be better to
conclude that the value of foundation assets in 1930 was $1-$2 billion.
Even if we take the top of this range, foundation assets in the aggregate
have multiplied eight times in value since 1930 while total wealth has
increased four times. From the lower end of this range the increase
was 16 times for foundations.

Table 7 would indicate that since 1930 foundations have increased
their share of the total wealth of individuals from 0.25 percent to about
0.8 percent. If we use the previously derived estimate of $1.3 billion
as the market value of foundation wealth in 1930, the share of founda-
tions was then 0.33 percent. Higher education endowments increased
roughly in proportion to total individual wealth.

Table 8 shows some information on the holdings of stock registered
on the New York Stock Exchange (NYSE). In the aggregate the por-
tion of total stocks registered on the N YSE owned by foundations is 2.6
percent.” The figure would seem to be high in relation to the indica-
tion of table 7 that foundations own slightly under 1 percent of the
total wealth of individuals. The principal explanation is that founda-
tions hold over twice as high a proportion of their wealth (about
two-thirds) in the form of common stock than is the case for all indi-
viduals (about one-third). Further, foundations have a higher pro-
portion of their stockholdings in the form of stocks listed on the NYSE
(after the inclusion of Ford stock) than is true of individuals generally.®

7 The Ford Motor Co. stock held by the Ford Foundation is a special class of nonvoting common which
is not listed on the NYSE. When the Ford Foundation sells any stock, the shares to be sold are exchanged
for the listed common stock and delivered. Since the concern of the immediate inquiry is the wealth of
foundations, rather than voting power, it is useful to add the Ford Foundation holdings of Ford stock to
%‘he liflted holdings. Both figures are shown in table 8. The Ford figures were obtained from the Ford

'oundation.

8 An SEC study indicated that in a sample of foundations, covering 56 percent of foundation holdings, 87
percent of foundation stock investments was in shares listed on the NYSE. “Report of Special Study of

Securities Markets,” pt. II, p. 838,
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Two striking indications from the stockholding data should be noted:
(1) There has been no significant growth in the stockownership of
foundations relative to the total market since 1949; and (2) there has
been a small decline in the share of college and university endowments.
The total share of all tax-exempt organizations (other than pension
funds) was almost unchanged but down slightly.

TaBLE 7.—Data on total assets of foundations and higher education endowments

[Dollar amounts in billions]
Endow- | Total assets
Number Assets of ments of of individ-
Year foundations | colleges and uals
universities !
(€] 2 ®) (€3]
1030 122 $0.95 $1.3 $380
1 505 - (O 600
1950. 1,007 2.57 2.4 921
1954 4,164 L3017/ [ —— 1,200
1959. 5,202 11,52 5.0 1,670
1962 6, 007 14,51 6.4 1,930
1962 2 15, 000 16.26 6.4 1,930

1 This refers only to the endowment in investment assets. Physical plant of colleges and universities
also serves as endowments, yielding services rather than cash. If these were included, higher education
endowments would exceed those of foundations.

31964 Treasury Department Survey of Private Foundations.

SOURCES
Cols. (1) and (2):

1930: ““American Foundations and Their Fields,” Twentieth Century Fund. The tabulation con-
tained in this report lists foundations with assets of $853,000,000, but 17 of the 122 foundations did not
submit asset figures. The report contains the estimate that for all 122 foundations an asset figure of
$950,000,000 ““is probably not wide of the mark.”

1944: “American Foundations for Social Welfare,” Harrison and Andrews, Russell Sage Foundation,

. 58.
50: ““Philanthropic Giving,” Andrews, Russell Sage Foundation, 1953, p. 93.

1954: “American Foundations and Their Fields,” 7th ed.

1059; “Foundation Directory 1,” Russell Sage Foundation, 1960.

c 11?:?)2: «Foundation Directory 2,”” Russell Sage Foundation, 1964.
ol. (3):

1930-59: Office of Education.

c ]1?6)2: “Qiving U.8.A.,” 1963 ed., p. 14, American Association of Fund Raising Counsel.
ol (4):

1930-54: “Studies in National Balance Sheet of United States,” Goldsmith, vol. IT, pp. 124-125. The
1930 figures were interpolated between Goldsmith’s estimates for 1929 and 1932 on the basis of aggregate
value of corporate shares.

1950-62: “Flow of Funds Accounts,” FRB. Total assets were estimated using observed trend
of ratio of total to intangible in Goldsmith’s data.
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TABLE 8.—FEstimated holdings of New York Stock Exchange listed siocks by certain
exempt institutions

[Dollar amounts in billions]
DOLLAR HOLDINGS

1949 1956 1960 1961 1962 1963

Foundations:
Listed stocks. . $1.1 $4.1 $5.3 $7.2 $6.7 $8.0
Ford stock held by Ford Foundation__._._..__._. .9 2.1 2.3 3.1 2.1 2.7
Total 2.0 6.2 7.6 10.3 8.8 10.7
College and university endowments . . - cocooooeeeoo o 1.1 2.4 2.9 3.7 3.3 4.0
Other nonprofit organization: 1.0 3.1 4.4 5.6 5.0 5.9
Noninsured pension funds. . .5 5.8 ) 18.9 18.2 23.4
Market value of all listed stocks 2. ..o __ 77.2 | 221.3 | 300.3 | 390.1 | 347.9 414.0
Foundations (including Ford stock) ... 2.8 2.5 2.6 2.5 2.6
College and university endowments_.. . 1.1 .9 .9 .9 1.0
Other nonprofit organizations. 1.4 1.4 1.4 15 1.4
Total nonprofit organizations. . .cocceeoamacoo. 5.3 4.8 5.0 4.9 5.0
Noninsured pension funds. 2.6 @ 4.8 5.2 5.7

1 Comparable figure not available.
2 Includes Ford stock held by Ford Foundation.

Source: “NYSE Fact Book,” 1963 and 1964. Ford figures obtained from Ford Foundation. The 1949
figure was obtained using the book equity of the Ford Motor Co.

The two sets of data in tables 7 and 8 seem to suggest two different
conclusions about the relative growth of foundations. The total esti-
mates in table 7 suggest a growth in the relative share continuing
through the 1950’s. The stockholding data in table 8, however, sug-
gest a cessation in the growth in the relative share of foundations
after 1950.

The quality of the data available does not admit of any precise
reconciliation of these two sets of statistics. The early survey was
admittedly incomplete as to coverage of foundations, and this coverage
gradually improved. Also, the later surveys reflected a mixture of
market values and ledger values. The stockholding data are based
on a limited sample.

A large part of the discrepancy is accounted for by the fact that
foundations have a very large portion of their investment in common
stock compared to individuals and even compared to higher education
endowments. Common stock has advanced far more in price in the
last 15 years than other assets. This has been caused by both the
growth in dividends and an increase in the price-earnings ratio. The
implications of the stockholding data are that stock investments of
foundations were not growing faster than the stock investments of
other stock investors. All stock investors were gaining compared to
people who owned just bonds, bank accounts, and insurance. Since
foundations are heavily invested in stocks, this resulted in better than
average growth for foundations, compared to total individual wealth.

If foundations were growing faster than other investors due to either
an increasing flow of contributions or due to a parsimonious policy of
distribution to charity, this should show up in the NYSE data as
growth relative to other stock investors. It is significant that there
is so little growth of this sort in the NYSE data.
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Another evidence of foundation growth is afforded by recording the
organization dates of presently large foundations. This serves to
identify the 1940’s and 1950’s as the period of rapid foundation growth,
although it is striking that the foundations established since 1950 are
relatively small compared to those established before 1950. These
Jata are contained in table 9.

On the basis of the meager evidence available, the following con-
clusions are suggested about private foundation growth:

(@) There was some growth of foundations relative to the rest
of the economy in the 1930’s and 1940’s. 'This can be associated
with the adoption of increased progressivity in estate and income
taxes in the early 1930’s plus the charitable contribution deduc-
tion under each tax.

(b) Since 1950, the total wealth of foundations has grown
faster than the rest of the economy, but in this period the faster
growth was probably due to the fact that their principal assets
and corporate stocks were increasing in price faster than other
assets. In terms of values of shares owned, the proportion owned
by foundations appears to have been quite stable.

TaBLE 9.—Period of establishment of 5,050 foundations, by decades after 1900:
by latest asset classes !

Latest asset classes

Period Number | Percent $10 million §1 million under Less than
or more $10 million $1 milion

Number | Percent | Number | Percent | Number | Percent

Total oo 5,050 100 175 100 800 100 4,075 100
Before 1900. . - - 18 (2) 1 1 9 1 8 ®
1900 to 1909 - 18 ) 8 5 5 1 5 [0)
1910 to 1919__ - 76 2 14 8 36 4 26 1
1920 to 1929._ - 173 3 27 15 65 8 81 2
1930 to 1939__ - 288 6 45 26 100 12 143 3
1940 to 1949.__ - 1,638 32 54 31 299 38 1,285 32
1950 to 1959 3___ 2,839 56 26 15 286 36 2,527 62

1 The 5,050 foundations tabulated here are those that had at least $100,000 of assets in 1962 and were thus
included in the “Foundation Directory’” and which also provided information to the Foundation Library
Center as to date of organization.

2 Less than 0.5 percent.

3 Record incomplete; the fragmentary 1960—record (45 foundations) not included in table.

Source: “Foundation Directory,” ed. 2, p. 13.

4. 1964 survey of foundations

In 1964 the Treasury Department conducted a survey of certain
financial aspects of private foundations.? The survey involved
initially selecting a sample of approximately 1,300 organizations
whose Form 990-A was available (principally at the Foundation
Library Center office in Washington, D.C.).

Certain parts of the information return, Form 990-A, are required by
law to be made available to the public. The Foundation Library
Center, a private, nonprofit organization, maintains a file of copies of
this public part of the tax return for those exempt organizations which
meet their definition of a foundation. The “Foundation Directory,”

9 In the conduct of this survey assistance was obtained from the Internal Revenue Service and the Foun-
dation Library Center offices in Washington, D.C., and New York City.
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edition 2, page 9, published in 1964, explains the definition of a
foundation used by the Center as follows:

For purposes of this directory a foundation may be defined as a nongovern-
mental, nonprofit organization having a principal fund of its own, managed by its
own trustees or directors, and established to maintain or aid social, educational,
charitable, religious, or other activities serving the common welfare. Both
charitable trusts and corporations are included. As previously, the new directory
excludes ‘“foundations’” which make a general appeal to the public for funds;
which act as trade associations for industrial or other special groups; which are
restricted by charter solely to aiding one or several named institutions; or which
function as endowments set up for special purposes within colleges, churches, or
other organizations and are governed by the trustees of the parent institution.
Obviously, many ‘“foundations’ fall in a gray area, with most of the characteristics
of regular foundations but some disqualifications; edition 2 interprets the exclusions
more rigidly than did its predecessor.

The “Foundation Directory’”” published by the Foundation Library
Center omits ‘““very small” foundations. The files of the Foundation
Library Center do, however, contain copies of the Form 990-A for
many of these very small foundations.

Since the word ‘foundation” is not technically defined for tax
purposes, there is no ready way to separate those organizations called
foundations from other tax-exempt organizations so far as tax informa-
tion returns are concerned. As a means of obtaining a body of
statistical information, it seemed necessary to utilize the classification
which had been established by the Foundation Library Center. Data
have been added for certain very large organizations which one might
want to define as a foundation where these could be identified.'® No
effort was made to expand the center’s definition in the other size
categories. The Foundation Library Center indicates that their
records show that there were approximately 15,000 foundations,
according to their definition, in existence around the end of 1962.
Of these, an estimated 9,000 were below $100,000 in total assets.

A stratified sampling design was adopted that would produce a
sample of about 1,300 foundations. It developed that the 1962 Form
990-A was available in the Foundation Library Center for only
about one-half of the total number of foundations. This was princi-
pally due to delays involved in obtaining and reproducing the returns.
The sampling rates for the foundations below $1 million in size were
accordingly doubled, and in the group of foundations with assets size
of over $10 million other sources were utilized to obtain the Forms
990-A for the year 1962 in order to carry out the plan to have 100
percent coverage in this area. Information was taken from the Form
990-A, and a supplementary questionnaire was sent to each of the
foundations whose return was selected.” In the aggregate a response
rate of close to 98 percent was realized.!

Wticular concern of the present study was private foundations, several community founda-
tions which could be readily identified were omitted from the tabulation.

11 Copies of the Form 990-A (including instructions) and the supplemental questionnaire are attached as
exhibits 1 and 2, respectively.

12 When the initial machine tabulation of results was run, the response rate to the questionnaire was
about 96 percent. Those organizations from which a questionnaire was not received were tabulated in a
special category called unclassified. The results of the initial run were adjusted in the very large category
so as to shift several foundations from unclassified to the appropriate donor influence category on the basis
of the questionnaire when it was received. Further, for several tabulations of market value asset data, the
2 percent of questionnaires received after the initial tabulations were taken into account. In the remaining
cases where negligible effects would be involved, these last 2 percent of questionnaires received were not
reallocated from the unclassified category tabulated. The total market value of assets of the unclassified

category was calculated, where necessary, by raising the ledger values on stockholdings on the basis of
market to ledger ratios for stockholdings on those foundations reporting market values.
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The discussion in the following sections is based upon a tabulation
»f the return forms and questionnaire results. The statistics collected
1 the sample have been blown up to provide an estimate of the data
‘or all 15,000 foundations. In the tables the small foundations are
those whose assets at the beginning of 1962 were under $100,000.
The medium foundations had assets of $100,000 to $1 million. The
arge foundations had assets of $1 million to $10 million. The very
arge foundations had assets over $10 million.

5. The income of foundations

In 1962 foundations in the aggregate had $1,065 million of total
income after investment expenses, but including capital gains. Some
material on the aggregate income of foundations is given in table 10.
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_Some summary figures on income and outgo of all foundations are .
given below. The total is shown with and without the Ford

Foundation.
[Dollar amounts in millions]

Total, Total,
includin excluding
the For: the Ford

Foundation | Foundation

Net ordinary income_____ . _________ $580 $444
Capital gain o - $484 $157
Total income . $1, 065 $601
Grants out of current and accumulated income ! ____________________________ $757 $534
Contributions received. . $833 $833
Grants out of principal ! - $255 $255
Net worth (ledger values) $10, 856 $8,480
Rate of return (ordinary income) on ledger values (average beginning and
end of year) (Pereent) . ... e 5.6 5.4
Net worth (market values) .. ____ $15,470 $12, 430
Rate of return on market values (excluding capital gain) (percent)____________ 3.7 3.6
Rate of grants to market net worth (end of year) (percent)_ ......—.__.__.___ 6.5 6.3

1 Includes direct expenditure on charitable purposes and costs of making grants.

The total income of all foundations in 1962 was greatly affected by
the large capital gains realized by the Ford Foundation.

If the Ford Foundation had realized capital gains only in the same
relationship to total assets as all the other foundations, the aggregate
income of foundations would have been reduced by almost $300 million
to about $780 million. ~

In the aggregate Foundations made grants of $693 million which
were reported as coming out of income. These grants involved a
distribution cost of $64 million, and consequently, $757 million was
spent in making distributions to charitable beneficiaries from current
and accumulated income, about $320 million less than the current
income including capital gains. (About $230 million of this excess of
current income including capital gains over distributions came {rom
the Ford Foundation, where there were relatively larger capital gains
as defined above of about $300 million.)

During 1962, foundations received additional gifts of $833 million.
In addition, the returns indicate that $239 million of grants were
made to charitable beneficiaries from principal. These grants
involved a distribution cost of $16 million, and thus, $255 million
was spent making distributions from principal. In the aggregate,
all grants including distribution costs exceeded current ordinary
income by about $430 million.

The following is offered as a way of getting these aggregate statistics
into some general perspective; other perspectives are possible. In
1962, if capital appreciation is temporarily left aside, foundations
earned ordinary income of $580 million. At the same time the
total outlay on grants, including distribution costs, was about $1,100
million; or about $520 million more than the total ordinary income.
At the same time, foundations received contributions from outsiders
of $833 million. Out of current ordinary income and contributions
(i.e., excluding capital appreciation and realization of capital gains)
about $300 million was set aside for growth of the foundations. This
alfnounted to just about 2 percent of the net worth at the beginning
of 1962.
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In addition to this current income, foundations were able to enjoy
some appreciation of their wealth holdings. To take a longrun view
of this, the matter of how much of this appreciation occurred or was
realized in 1962 may be put aside in order to concentrate on the
expected value of the appreciation itself. About two-thirds of the
current market value of the assets of foundations was represented by
investment in corporate stock. Over the long run, it is not unrealistic
to expect corporate stock to appreciate in value at a rate of about 5
percent a year.® With about two-thirds of the assets invested in
common stock, the annual appreciation on total assets in the long
run ought to be about two-thirds of 5 percent or about 3 percent a
year. This when combined with the previously calculated 2 percent
of net worth addition from current operations and contributions would
indicate a rate of growth for the existing foundations of about 5
percent a year. This is itself in line with the common expectation
of the growth in the gross national product, and if all foundations
taken together grew at this rate, they would simply maintain their
present relative importance compared to other wealthholders. They
would neither get comparatively larger nor smaller. Foundations
with their heavy investment in common stock would still gain if
stock prices advance relative to other prices, or would lose ground if
stock prices fall.

As was seen in the prior analysis of the New York Stock Exchange
data, foundations do not appear to have changed their relative share
of stockholdings since 1950. It was also argued that much of the
growth of foundations’ share of total wealth relative to the rest of
the society could be explained by the abnormal capital appreciation
in their major investment, stocks, since World War II. The foregoing
analysis of the 1962 income account does not purport by itself to
show that foundations will not expand relative to the rest of the
economy. Itindicates that in a general way the 1962 income account
seems to be consistent with the New York Stock Exchange data
suggesting no significant growth of foundations in the aggregate rela-
tive to the rest of the economy. With the kind of investment port-
folio foundations have, normal capital appreciation will be about 3
percent a year. Foundations in the aggregate, by retaining in 1962
out of new contributions and income (other than capital gains) about
2 percent of their net worth, grew at a rate equivalent to the rest of
the society.!*

It should be quickly added that much of the annual contribution
is for newly established foundations. If foundations, taken in the
aggregate, are not to grow at a faster rate than the rest of the society
while new foundations are being formed, then existing foundations
will have to grow at well under 5 percent a year.

Also, it should be added that it is not here proposed that founda-
tions in the aggregate should grow at exactly the same rate as the
private sector. This analysis only goes to throwing some light on
the rate of growth that does exist.

13 This is consistent with the aggregate value of corporations increasing in proportion to the aggregate
profit of corporations, which ought to increase in proportion to the gross national product, which is com-
monly expected to increase at about 5 percent a year.

14 Clearly, many foundations accumulated more of this out of ordinary income and contributions. If we

examine all foundations except Ford, the accumulation out of ordinary income plus contributions was
4 percent of market value,
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As will be seen from table 10, about two-thirds of the ordinary
income of foundations came from dividends. The bulk of the re-
mainder came from interest. Only 10 percent came from rents, and
only 1 percent from the direct conduct of business activities. The
relative shares of different sources were about the same for various
size foundations with the exception of the small foundations where the
dividend portion of the ordinary income was only about one-half,
and the profit from direct business activity was about one-quarter.
It should be observed in table 10 that the data with respect to small
foundations are given in tenths of millions of dollars compared to the
other statistics which are given in round millions of dollars. An
additional decimal point is carried for the small foundation data only
to give a better perspective of the relative size of various entries.

6. The wealth of foundations

Table 11 summarizes some balance sheet and related wealth infor-
mation for foundations on the basis of the 1964 Treasury survey.
In terms of the values which foundations carry on their books, gen-
erally the value when contributed or cost if acquired later, but some-
times market, the total assets of foundations were $11.6 billion,
and the net worth was $10.9 billion at the end of the 1962 reporting
year. In terms of the foundations’ estimates of market values of
their assets, the total assets were $16.3 billion and net worth was
$15.5 billion. About two-thirds of this wealth was owned by the
largest 175 foundations each of which exceeded in size $10 million
measured by total assets at book (or ledger) value. The small
foundations, those with assets under $100,000, comprising about 60
percent of all foundations, held slightly less than 2 percent of the
assets of all foundations.
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In slightly over two-thirds of all foundations by number, the donor
or persons related in some way to the donor made up 50 percent of
-hose trustees who take some voice in investment policy, including the
lecision of how much of the currently available funds will be re-
nvested and how much will be applied to charitable purposes. (A
rustee whose sole participation involves selecting which charitable
wetivity gets the money was not taken into account.) Foundations
were classified by the portion of trustees who participated in invest~
nent policy, as defined above, who were related in any way to the
lonor, including his lawyers, his accountant, distant relatives, and
ymployees. The number in each classification would be affected
very little if a narrower definition of donor-related trustee were
itilized, since in most cases the influence was exercised through
mmediate family members on the board. In dollar terms the
‘oundations with less than 20 percent influence were slightly more
mportant than the foundations with 50 percent or more donor
nfluence because of the presence of some very large foundations, such
1s Ford in the former category.

Foundations have extremely little indebtedness. Excluding grants
>ayable, the total liabilities of foundations amount to barely more than
2 percent of ledger assets.

7. Certain ratios with respect to foundations

Table 12 classifies the foundations by certain ratios involving
srants, income, and assets. The table gives estimated figures for all
‘oundations, that is, the sample portion of the survey was blown up. °
The first four banks of the table show the ratio of grants to various
sources of income. The next four banks deal with various ratios of
ncome to net worth. The last two show ratios of grants made to
1et worth. In the aggregate the average ratio of ordinary income
‘met) to book value was 5.6 percent and to market value 3.7 percent.
The average rates of total income (ordinary income plus capital
rains) to book and market values, respectively, were 10.6 percent
wind 6.8 percent. Grants were on the average 172 percent of ordinary
ncome and 94 percent of total income. They were equal to 120
sercent of contributions received and 53 percent of total sources
total income plus contributions received). On the average, grants
averehlo percent of book net worth and 6.4 percent of market net
worth.

87-444 O-68—71
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. Frequency of certain transactions

Table 13 summarizes the answers to a number of questions asked
m the Form 990-A concerning the occurrence of various transactions
etween the foundation and a substantial donor, and various persons
elated to the donor.

Under present law, the transactions involved in question 2 might be
onsidered prohibited transactions, a cause for denial of the charitable
xemption, only if the price involved in the transaction was not an
rm’s-length price. The question is designed to call the attention of
.revenue agent to a particular transaction that might need to be in-
estigated further. A foundation answering ‘“yes” to any part of
his question does not indict itself as having forfeited its exemption,
ut it is possible that some of these transactions go unreported in
rder to avoid having questions raised by revenue agents. Because of
his possibility the answers to question 2 on table 13 may understate
he frequency of these transactions.

The answers to question 3 on table 13 are in response to a question
n the supplemental questionnaire, relating to the occurrence of trans-
ctions between the foundation and its officials (and parties related
o such officials). Present law does not contain a specific prohibition
n these types of transactions. Occurrence of one of the listed trans-
ctions between a foundation and an official, or a party related to an
flicial of the foundation would be indicated by a ‘“‘yes” answer to
hat part of question 3.

Question 4 dealing with holdings of 10 percent or more of any class
f stock was also taken from the supplemental questionnaire.

TABLE 13.—Responses to questions concerning certain lransactions, elc.

1. Did you hold any real property for rental purposes with respect to which
aere is an indebtedness incurred in acquiring the property or in making improve-
1ents thereto or which was acquired subject to a mortgage or similar lien?

[In percent]

Yes No No answer
otal. - -- 1.2 97.1 0.7
ery large - 3.7 92,1 4.3
AT o e e 3.5 95.5 1.0
ledium oo . 2.6 96. 4 1.0
mall o .2 99.4 .4
onor influence 50 percent or over 1 94.6 4,3
onor influence under 50 percent, over 20 percent .4 98.3 1.2
onor influence not over 20 percent 2.1 96.0 1.9
nclassified. - 2.3 97.7 0
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2. After July 1, 1950, did—
The creator of your organization, or
A contributor to your organijzation, or

A brother or sister (whole or half blood), spouse, ancestor,

ant of such creator or contributor, or

A corporation owned (50 percent or more 0

or lineal descend-

f voting stock or 50 percent or

more of value of all stock) direetly or indirectly by such creator or contributor

(¢) Borrow any part of your income or corpus?

{In percent]
Yes No No answer
Total. 0.9 98.2 0.¢
Very large. 1.2 94,4 4.8
Large..-.. 1.5 96.0 2.¢
Medium 1.6 97.2 1.2
Small .4 99.2 K
Donor influence 50 percent or over. 1.3 98.1 .
Donor influence under 50 percent, over 20 percent . _......_.. .1 98.7 1.%
Donor influence not over 20 percent .8 .97.0 2.1
Unclassified. - - . 0 100.0 0
(b) Receive any compensation for personal services from you?
[In percent]
Yes No No answer
Total 1.4 97.7 1(
Very large_ 5.5 90.3 4.¢
Large 4.0 94.0 2.4
Medium . 2.4 96.4 1.:
Small .4 99.0 A
Donor influence 50 percent or over. 1.4 98.0 .
Donor influence under 50 percent, over 20 percent... ..o 3.8 94.9 1.¢
Donor influence not over 20 percent - 7 97.2 2,
Unclassified . .2 99.8 0
(¢) Have any part of your services or assets made’ available to him?
[In pereent] ’
Yes No No answer
Total 0.2 98.8 1.
Very large. 1.2 93.9 4.
Large 1.0 97.0 2.
Medium. .4 +08.4 1.
Small 0 99.3 .
Donor influence 50 percent or over. .2 99.1 .
Donor influence under 50 percent, over 20 percent. .. cc.- .4 98.3 1
Donor influence not over 20 percent (O] 97.9 2.
Unclassified 0 100.0 0
1 Less than 0.05 percent.
(d) Purchase any securities or other property from you?
[In percent]
Yes No No answer
Total 1.4 97.7 0.
Very large... 2.4 92.7 4.
Large 4.5 93.5 2.
Medium 2.6 96. 4 1.
Small .4 99. 2 .
Donor influence 50 percent or over. 1.9 97.5 .
Donor influence under 50 percent. over 20 percent..c..-c..-.-. .5 98.3 1.
Donor influence not over 20 percent. 0 97.9 2.
Unclassified.... .2 98.2 0
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2. (e) Sell any securities or other property to you?

NI RO OO

[In percent]

Yes No No answer
Total. 4.2 94.9 0.
Very large. . 4.9 90.2 4,
Large. 7.5 92.5 2.
Medium. 5.9 92.7 1
Small 2.9 96.7 .
Donor influence 50 percent or over 5.0 94,3 .
Donor influence under 50 percent, over 20 percent. ... 5.3 93.5 1
Donor influence not over 20 percent. .8 97.0 2.
Unclassified y .2 99.8 0

(f) Receive any of your income or corpus in other transactions?

[In percent]

Yes No No answer
Total. 0.4 98.7 0.9
Very large. 1.8 93.3 4.9
Large. 1.5 96.0 2.5
Medium 1.0 97.6 1.4
Small... .0 99.6 .4
Donor influence 50 percent or over .4 98.9 W7
Donor influence under 50 percent, over 20 percent... ... .4 98.3 1.2 |
Donor influence not over 20 percent .6 97.3 2.1 |
‘Unclassified 0 100.0 0

3. During the period covered by your 1962 Form 990-A, did—
Any of the officials of your organization, or
The brothers, sisters, spouses, ancestors, or lineal descendants of the
officials, or
Corporations owned (50 percent or more of voting stock or 50 percent or |
more of value of all stock) directly or indirectly, by the officials, or
Partnerships of other unincorporated business ventures in which the
officials owned 50 percent or more of the capital interests or profits interests—
(a) Borrow any part of your cash, securities, or other property? ‘

O OO O

[In percent] N

Yes No No answer

Total 0.3 94.7 15
Very large. 3.0 94.5 2.
,arge. 0 97.0 3.
Medium .4 95.1 4.
Small .2 94.2 5.
Donor influence 50 percent or over. .4 98.2 1.
Donor influence under 50 percent, over 20 percent.-.——-——--- 2 99.8 0
Donor influence not over 20 percent .1 96.9 3.
Unclassified 0 0 100.

1 Includes cases where no questionnaire was received.

(b) Lend any cash, securities, or other property to you?
[In percent]

Yes No No answer

-
[

Total.__.
Very large_. -
Large_.._
Medium

Donor influence 50 percent or over.
Donor influence under 50 percent, over 20 percent ...
Donor influence not over 20 percent

Unclassified

HOWOMND
OWVOLDOLL
o8BRBEESH

€O O =~ B OO UT I Ot
Sewormmwpm
O WWTIOK O

-
)
<=

© HprNe
=
=)
S

1 Includes cases where no questionnaire was received.
2 Less than 0.05 percent,
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3. (¢) Have any part of your services or assets (other than compensation for
personal services reported on schedule A of your 1962 Form 990-A) made available

to them?
[In Percent]

Yes No No answer
Motal . e 0.2 94.7 151
Very large._ R .1 97.5 2.4
Large.__. R .5 96. 5 3.0
Medium._.. .- .4 94.9 4.7
Small_______ .. 0 94.4 5.6
Donor influence 50 percent or over___ ... .2 98.5 1.3
Donor influence under 50 percent, over 20 percent._. .4 99.6 0
Donor influence not over 20 percent___ oo oo 0 96.1 3.9
Unclassified-....._.- 0 0 100.0

1 Includes cases where no questionnaire was received.

(d) Purchase any securities or other property from you?

[In percent]

Yes No No answer
Total. 0.6 94.3 15.0
Very large._ 0 97.6 2.4
Large L5 95.5 3.0
Medium . . .6 94.5 4.9
Small . .4 94.3 5.3
Donor influence 50 percent or over .7 97.8 1.5
Donor influence under 50 percent, over 20 percent_ ____.._..__ 0 100.0 0
Donor influence not over 20 percent. . .4 96.9 2.6
Unclassified. . . 0 0 100. 0

1 Includes cases where no questionnaire was received.
(¢) Sell any securities or other property to you?
[In percent}

Yes No No answer
Total._ L1 93.9 15.0
Very large._ 3.0 94.6 2.4
Large. 0 97.0 3.0
Medium . 1.6 93.5 4.9
Small .9 93.8 5.3
Donor influence 50 percent or over. 1.2 97.3 L5
Donor influence under 50 percent, over 20 percent. ... ... .2 99.8 0
Donor influence not over 20 percent 1.2 96.1 2.6
Unclassified. . 0 0 100.0

1 Includes cases where no questionnaire was received.

(f) Receive any of your cash, securities, or other property in other transac-

tions?
[In percent]

Yes No No answer
Total. 0.5 94.5 15,0
Very large._ 1.2 96. 4 2.4
Large .5 96. 5 3.0
Medium - .2 94.9 4.9
Small - W7 94.0 5.3
Donor influence 50 percent or over.. W7 97.9 1.4
Donor influence under 50 percent, over 20 percent________.__._ .1 99.9 0
Donor influence not over 20 percent 0 96.9 3.1
Unclassified - - 0 0 100.0

1 Includes cases where no questionnaire was received.
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4, During the period covered by your 1962 Form 990-A, did your organization ‘
10ld 10 percent or more of any class of stock in any corporation?

[In percent]

Yes No No answer
Jotal 7.3 88.9 3.8
‘ery large_ 4.6 53.0 2.4
Aarge 20,4 7.5 2.0
fedium . i1.0 85.1 3.9
mall 3.3 92.7 4.0
Jonor influence 50 percent or over. 8.5 91.2 .3
Jonor influence under 50 percent, over 20 percent... e -oooo 6.9 93.1 0
Jonor influence not over 20 percent. 3.0 96.2 7
Tnclassified 0 0 100.0

Source: 1964 Treasury Department Survey of Private Foundations.

). Foundation payout ratios to assets

Tables 14 and 15 expand upon the information contained in table
|2 as to the relationships between grants and net worth of foundations
wnd between ordinary income and net worth. Table 14 shows the
sercentage of foundations whose total grants are equal to or less
han various percentages of net worth. In the top line, for example,
he table shows that 10 percent of all foundations in 1962 paid out
is grants, including the cost of distributing grants, 1 percent or less
»f their market net worth. An additional 12 percent of foundations
»aid out more than 1 percent but less than 3 percent of market net
vorth. Combining these groups, as is done in the table, 22 percent of
1 foundations paid out 3 percent or less of their market net worth.
Torty percent of all foundations paid out as grants 6 percent or less
»f their market net worth. It would appear reasonable to interpolate
etween these figures, and thus it could be estimated that 25 percent
f all foundations paid out as grants less than 314 percent of market
1et worth. These ratios of grants to net worth are tabulated for
7arious degrees of donor influence and for various sizes of foundations.

Table 15 provides similar information about the relationship between
yrdinary income and net worth. Of all foundations, 3 percent had no
yrdinary income. An additional 26 percent had ordinary income
retween zero and 1 percent of market net worth, making 29 percent
hat had an ordinary income rate of return of 1 percent or less. A
otal of 57 percent had a rate of 3 percent or less, and only 10 percent
1ad a return of over 6 percent. Generally, foundations with high
lonor influence had lower rates of return than other foundations.
Similarly, large foundations had better rates of return than small
mes. (Many small foundations, which operate as conduits, normally
10ld their assets in cash.)
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TaBLE 14.—Percent of foundations in various categories whose total granis were
less than cerlain percentages of net worth

Foundations whose grants were less than—
1 per- | 3per- | 6 per- | 10 per-| 1 per- | 3 per- 6 per- | 10 per-
cent— | cent— | cent— | cent— | cent— | cent— | cent— | cent—
of market net worth of book net worth

All foundations. 10 22 40 152 9 19 38 50

Foundations with donor-related
influence—

Over50percent o ceoooueceeoeee 7 18 34 47 7 16 33 46

33 percent to 50 percent..- - 15 35 59 64 15 28 51 61

20 percent to 33 percent... - 21 43 57 59 21 41 52 58

0 to 20 percent._.._.... - 21 37 63 72 19 30 38 68

Verylarge oo 5 29 76 93 5 14 54 81

Large. 4 24 57 76 2 14 49 70

Medium 6 22 50 66 6 19 48 65

3171 | USRI 12 21 33 41 12 20 32 40

All foundations except small:

Total - 5 22 51 68 5 18 48 66

Foundations with donor-related
influence—

Over50percent. . ocooaeoan 4 20 48 67 4 16 45 64

20 percent to 50 percent.. 10 39 63 74 10 26 57 72

0to20percent . e ccemanocuen 8 25 60 72 8 19 56 71

1 The remaining 48 percent of foundations contibuted 10 percent or more of their market net worth, 60
percent contributed 6 percent or more, 78 percent contributed 3 percent or more, ete.

Source: 1964 Treasury Department Survey of Private Foundations.

TaBLE 15.—Percent of foundations in various categories whose ordinary incomes
were less than certain percentages of market net worth

Foundations whose g{]dinary incomes were less
an—

0 per- 1 per- 3 per- 6 per- 10 per-
cent— cent— cent— cent— cent—

of market net worth

All foundations. 3 29 57 90 04
Foundations with donor-related influence—

g)sver 50 pﬁ'rgof + 2 31 59 91 94

percen percen

20 percent to 33 percent } 7 31 58 %0 9%

Under 20 percent 3 19 45 87 93
Very large foundations . 0 6 31 89 93
Large foundations. 1 5 32 89 93
Medium foundations. 4 13 44 9 95
Small foundations. 2 40 66 90 93

Source: 1964 Treasury Department Survey of Private Foundations.

A certain number of foundations are so-called conduit foundations
which are organized simply to receive contributions and more or less
immediately distribute these to charitable recipients. These founda-
tions 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 distributed in grants less than 1 percent
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of market net worth is only 5 percent. The percentage of foundations
distributing less than 3 percent of market net worth is 22 percent
whether or not the small foundations are included. The percentage
of foundations distributing less than 6 percent of net worth rises from
40 to 51 percent when the small foundations are excluded. The
percentage distributing less than 10 percent of net worth rises from
52 to 68 percent when the small foundations are excluded.

Another attempt was made to eliminate the influence of conduit
foundations on asset payout ratios. This was done by preparing an
analysis of the data limited only to those foundations that reported
no contributions received in 1962. As in the prior tabulations, the
sample results for large, medium, and small foundations with no
contributions have been blown up. It is estimated that about one-
third of foundations had no contributions received in 1962. Since
the Ford Foundation would be included in this category, and would
tend to dominate the figures, table 16, which presents some summary
figures on foundations receiving no contributions in 1962, contains
the data excluding the Ford Foundation. This subsample, even
though it is based only on about 400 foundation returns, is quite
useful in illustrating the behavior pattern of foundations with respect
to the handling of income.

TaBLE 16.—Aggregate data on foundations reporting no coniributions received in 1962

[Dollar amounts in millions]

Foundations with Percent of donor-related
no contributions influence over investment
received in 1962 policy
All Over 33 | Uncer 30
except Ford Over 50 | percent—| percent,
Ford percent | not over |all except
50 percent| Ford
Number of foundations.. 4,595 1 3,155 333 1,107
Net ordinary income (after expenses)._—.-._..-_---- $149.8 $136. 4 $56. 4 $10.7 $82.7
Capital gain. e 45.7 327.2 20.4 4.9 20.3
Total income .. 195.5 463. 6 76.8 15.6 103.0
Grants from current and accumulated income !.._... 158.7 233.4 66.8 12.6 79.4
Grants from capital ! 26,5 |-cceoo- 15.0 1.2 10.3
Total grants___ 185.2 233.4 81.8 13.8 89.7
Net worth (ledger).. e 2,723.0 | 2,217.0 | 1,051.0 234.0 1,437.0
Net worth (market) ___________.._..__ 4,010.0 | 3,114.0 | 1,612.0 342.0 2,056.0

1 Includes cost of making grants.
Source: 1964 Treasury Department Survey of Private Foundations.

It is interesting that in the aggregate, foundations that received no
contributions still made grants in excess of current income. An
appreciable amount of grants were presumably in excess of accumulated
income and were therefore marked as coming from capital. In the
aggregate, grants were not as large as the sum of ordinary income and
capital gains. In the aggregate figures the volume of grants relative
to income was higher for those foundations where donor influence
exceeded 50 percent than it was for others.
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Table 17 shows some percentage calculations based on the calcula-
tion of ratios between grants to net worth and ordinary income to
net worth for those foundations receiving no current contributions in
1962. Aswould 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 requirement was tested against
all foundations. In this case about 40 percent of these foundations
would be affected by a 314 percent payout requirement while the
percentage 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 invested 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 314 percent
of market net worth. It would be expected that those 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 percent 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 314 percent of market net worth or ordinary income might affect
about 50 percent of these foundations.

TABLE 17.—Percent of foundations receiving no current coniributions whose total
grants and ordinary income were less than certain percentages of met worth

Foundations whose grants were | Foundations whose ordinary income was
less than— less than—

1per- | 3 per- | 6 per- | 10 per- 0 1 per- | 3 per- | 6 per- | 10 per-
cent— | cent— | cent— | cent— cent— | cent— | cent— | cent—

of market net worth of market net worth

All foundationsreceiving no .
current contributions..... 19 35 59 69 2 24 49 87 92

Foundations with no con-
tributions received whose
donor related influence
was—

over 50 percent..._______ 17 29 49 61 2 29 53 88 92
33 percent to 50 percent._ 27 39 67 82 6 20 40 88 94
0to 33 percent__________ 24 49 84 98 1 11 41 84 92
Foundations with assets
over $100,000 with no con-
tributions received whose
donor related influence
was—
over 50 percent_________ 8 24 62 77 3 10 36 91 94
33 percent to 50 percent. 5 38 74 79 0 5 42 99 100
0 to 33 peacent.._...___. 10 33 78 87 5 25 87 94

Source: 1964 Treasury.Department,Survey of Private Foundations.

Even in this group of foundations with no contributions received
in 1962, it is likely that some conduit foundations are included,
that is, foundations which were distributing contributions received
in 1961. Including these in the tabulations continues to distort the
relationship between capital and payout. (Nearly half of the small
foundations with donor influence over 50 percent distributed over 10
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percent of net worth in grants and thus apparently got contributions |
in previous years. None of the small foundations with donor influence
less than 33 percent without contributions showed this pattern of
contributions over 10 percent of net worth.) A more revealing set of
figures on the relationship of grants to market net worth for founda-
tions not receiving contributions is shown in the bottom bank of
table 17 which eliminates foundations receiving contributions in 1962
and foundations with assets under $100,000. In these figures founda-
tions with high donor-related influence show a slightly better payout
performance, despite showing a somewhat poorer record on earning
income. The differences in payout, however, are quite small, and at
this point the sample of foundations receiving no contributions in
1962 and having assets over $100,000 is fairly small. The sample
includes 142 foundations in the over-50-percent category, 31 in the
33- to 50-percent category, and 117 in the under-33-percent category.

It is not clear why, in these various sets of ratios, the foundations
with a high proportion of donor-related trustees appear to show a
somewhat better payout performance. It may be that this group
contains many situations where future contributions from the donor
or his family are still expected which induces the trustees to be more
liberal with available assets.

10. Foundation involvement in business

Table 18 lists those foundations with assets of $10 million or more
which own 20 percent or more of the stock of business corporations.
The table sets forth the foundations’ holding of the stock of the
businesses as of the end of 1962, cash dividends paid on such stock in
1962, yield, and the total assets of the foundations as of the end of
1962. This table was prepared from data obtained from the Form
390-A and supplemental questionnaire. .
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'1. Foundations and type of charity.

Table 19 provides some estimates of the grants of foundations by
»hilanthropic field involved. The estimates are by the Foundation
ibrary Center. These are strikingly different in distribution from
ndividual contributions in the aggregate, involving a much lower
contribution to religion and higher contributions to education and
nternational activities. This cannot be taken directly as a measure
f the redirection effect of foundations. Foundations handle the
ontributions of the wealthy, by and large, and the pattern.of reduced
ontribution to religion and increased contribution to education
mong the wealthy is seen in table 4. '

TaBLE 19.—Granis of 6,007 foundations, by major fields in 1962 1

[Dollar figures in millions])
176 large | 847 inter- | 4,984 small | 6,007 total
Fields founda- mediate founda- founda-
tions 2 founda- tions ¢ tions
tions &

iducation_ $201 $76 $38 $315
Percent. 46 46 21 40
nternational activities $74 $28 $4 $106
Percent 17 17 2 14
Velfare._ $26 $10 $60 $96
Percent 6 6 34 12
Tealth $44 $16 $30 $90

Percent 10 10 17 1
clences. $61 $23 $86
Pereent. 14 14 11
Religion . $9 $34 $46
Percent. 2 2 19 6
Tumanities $22 $8 $10 $40
Percent 5 5 6 5
Total $436 $165 $179 $779
Percent of grants. 56 21 23 100

1 Possessing assets of $10,000,000 or more.

3 Possessing assets between $l,000 000 and $10,000,000.

8 Possessing assets under $1,000,

4 The 6,007 foundations mcluded in the 1962 directory. Generally, these had assets over $100,000

Source: “The Foundation Directory,” ed. 2, p. 44.
NoTE.—Detail may not add to totals because of rounding.

87-444 O-68—72
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APPENDIX A—EXHIBIT 1

Page ¢

ForM930-A RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX

"{,.s.',:::: ;‘:yyg::: ;':,:::: Section 501(c)(3) of the Internal Revenue Code

PART II | for catendar Year 1962—or other taxable year beginning L1952, apd ending . R

1962

Part Il intormation required pursuant to Section 6033(b) und other applicable sections ot thi
in duplicate as part of your return. _This part will be made available to the public.

nternal Revenus Code must be submittec

Legal name of organization Address (numbar street, city or town, pollcl:o ‘and Sk This return must be filed on or before the
15th day of the fifth month following the
closs of the annual accounting period

- . . E T Return must be filed with the District Direc
tor of Internal Revenus for the district ir
which islocated the principal place of busi

Please . e ness or Lotfice of th, N
type or
rint
clearly
L . . Employer Identlication No,
Lino No.

1. Gross sales or receipts from business activities. ........ccveveuneiinen,
2. Less: Cost of goods sold or of operations (Attach schedule),
3. Gross profit from business activities........
4. Interest ...
5. Dividends .
6. Rents ...
7. Royalties ........
8. Gain (or loss) from sale of assets, excluding inventory items (See lnstruct(on 8)
9. Other income (Attach schedul ~—Do not includ ibuti gxitn qrc_m
10. . Total gross income (lines 1109, inclusive)..eeureeneenennen
11. Expenses of earning gross income from column 3, SCREAUIE A..nrreeenree e e et et ee s
DISBURSEMENTS MADE WITHIN THE YEAR OUT OF CURRENT OR ACCUMULATED INCOME

(Soe line 1) ..

lated income from column 4, Sc

12. of current or
13. Contributions, gifts, grants, scholarships, etc. (See Instruction 13) ........
14, Accumulation of income within the year (line 10 less the sum of lines 11, 12, and 13)..
15. Aggregate accumulation of income at beginning of the year.............oooeennnn
16. Aggregate accumulation of income atend of the year .......cevuereiaananan .8
RECEIPTS NOT REPORTED ELSEWHERE
17. Contributions, gifts, grants, etc., received..... eeeresieees it et eeeeerieeeaeaeeaeaas
18. Less: Expenses of raising and collecting amount on line 17, from column 5, Schedule A .
19. Net contributions, gifts, grants, ete....coooiinni s
DISBURSEMENTS MADE OUT OF PRINCIPAL FOR PURPOSES FOR WHICH EXEMPT

20, E of d g principal from column 6, Schedule A.. . .
21. Contributions, gifts, granh scholarships, etc.: (a) Paid out in prlor years (3.

(b) Paid out within the year (See Instruction 21).

Schedule A—Allocation of Expenses (See Instructions)

3. Expenses of earning 4. Expenses of Expenses of raising
L. item 2. Total Tross income. - | - -distributing income e Bt

6. Expenses of
distributing principaf

(a) Compensation of officers, etc.

(b) Other salaries and wages..........

(c) Interest .

(d) Taxes...

(e) Rent ...

) D (and depl ) .

Q@ Miscellaneous expenses (Attach ach.)

® Totals. i vuneerniiaeennanaens

Enter on liae 11 Enter on line 12 Enter on kine 18

Enter on line 20
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Form 990-A—1962 Schedule B.—BALANCE SHEETS (See Instructions) Page 4

ASSETS

b B 0T
2. Accounts receivable. .. ..oviiiiiiiiieiiiiiiiiiien

Less: Reserve for bad debts...voveevueearnnaaes
3. Notes receivable.......cooeearnaies

Less: Reserve for bad debts.....
4. Inventories. ..
5.1 ts in gover: teeens
“6. I ts in 1 bonds, elc............
7. Investments in corporu!e stocks (See Instructions).
8. Mortgage loans....ev 000
9. Other investments (Rttach schedule)...,, vevenas
10. Depreciable (and depletable) assets (Attach schedule).,

v

.

oo

Beginning of Year End of Year

Amount Total Amount Totat

Less: Reserve for depreciation (and depletion). .

1L Land ...eviveionieniienicninnnennns
12. Other assets (Attach schedule), ...,
13, Total assets. . vieeerer veens
LIABILITIES AND NET WORTH
14.- Accounts payable.....eiieseceionrenisscirerssesios
15. Contributions, gifts, grants, etc., payable...,
16. Bonds, notes, and mortgages payable. ...
17. Other liabilities (Attach schedule),
18. Capital stock: (a) Preferred stock .
(b) Common stockyevseene
19. Membership certificates....
20. Principal or other capital .
21. Reserves (Attach schodule) coceenananss
22, Accumulated income or earned surplus:
(a) Attributable %o ordinary income. cssvssseresoress
. (b) Attributable to gains from sale of assets, vevssesss
23. Total liabilities and net worth. ..

vesr

veus

1. Date ot current letter

2. Attach a detailed statement of the nature of your business,
charitable, and all other activities.

12. Did you] hold Lany real property for rental, purposes with relpe,::l
the

prope or in making improvements lh.relo or which was
Bequired subject fo & mortgage or simular Jient,sssrsss 1 Yos (I No

3. Was a Form 990-A filed for the preceding year?.sessessssss [ Yes [ No 1f “Yes,” attach detailed statement.

11 Yes," where liled?

13. Have you during the year either u:lvaceled‘ or oppossd

or
4. Have you filed a tax return on Form 990-T.for this year?,.. [J Yes (JNo S oaiatation. ManoRGL State, OF 102TT: 1seesseserers () Yes [ No

© If"Yes,” where filed?

1t Yos." oftach a detailed description of such activilies and

5. What is the legal form ol your organization (corporation,
d i ete)?.

copies of any such statements,

14. Have you during the yeor particlpaled fn, or Intervened
o

trust,

6. In wha! yecr was your lormed?.

any politcal campaign on Cbehal of any candidate for
public office?. M revessateaanaasieaese [dYes ONo

In what State or country?.

31"Yes,” attac! ption of such activities and.

9. If successor to previously existing organization(s), give

name(s) and address(es) of the

copiés of any such Satements:

15, Mler July 1, 1950, di
The creator of yerur orgum:uhon, or

0 you!
A brother or sister (whsle or half bleod). spouse, ancestor,
or lineal descendant of such creator or contributor, or

*8. 1t you have capital stock mued and outstanding, state with
respect to each class of stoc]

(a) The number of shares

A corporation owned (50 rercenl or more of voting stock or
value of all :lock) directly ot
indirectly by such creator or contril
(o) Borrow oy bart of y0ur incoms of corpus?. . eveves (] Yos [JNo

(b) The number of shares held by Ind: 1

(b) Recexva any oompenmuon for porsonul services from
OYes ONo

() Huv‘:lenypan o your services of assels fade avail-

(©) The number of shares held by organs B3 e aressnsseisraesesersssess (Yes O No
’ (d) The number of shareholders ot end of Y6GT.ueauss  mcmceemececnnn (@ Purchase any securities ot other property from you?,, [J Yes [J No
- (e) Whether any dividends may be paid......c..eee (1 Yes (I No (e) Sell any securities or other propstty to you?......es [J Yes [ No

S8 o acquired cepﬂul assets out of income, attach itemized
and amount thereof.
10. HaRvo any changes noe previously reported to the lnumel

beer made i your artcles of ncorpora e sy report

tion or bylaws or other instruments of similar import?. ...
1f “Yes,” attach a copy of the amendments.

11, Have you hod cny sources of income or enqaqod in any
cuvn o3 nelp v e\nly reported to the Internal Revenue

. Oves ONo

W Receive any of your income or corpus in othe!

T Yes O No

1lanswer to any question s **Yes,” attach detailed statement

16. Do you hold 10 percent or more of any class of stock tn an:
corporation?.. ..o .. Merereeaseresenineny
11 *Yes, you must submit the information required by
instructions for Schedule B,

Ofes Oo
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INSTRUCTIONS FOR FORM 930-A (1362)
RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX

Section 501(c)(3) of the Internal Revenue Code
GENERAL INSTRUCTIONS

A. Who must file Form 990-A.—An annual state-
ment, Part I of this form, of gross income, receipts, dis-
bursements, etc., is required by law of every organiza-
tion which is exempt from tax as described in section
501(c)(3) of the Code, excepting only (1) a religious
organization; (2) an educational organization if it nor-
mally maintains a regular faculty and curriculum and
normally has a regularly organized body of pupils or
students in attendance at the place where its educa-
tional activities are regularly carried on; (3) a char-
itable organization, or an organization for the preven-
tion of cruelty to children or animals, if supported in
whole or in part by funds contributed by the United
States or any State or political subdivision thereof, or
primarily supported by contributions of the general
public; (4) or an organization operated, supervised, or
controlled by or in connection with a religious organi-
zation described in section 501(c)(3). In addition to
Part I, such organizations are also required by law to
file certain information on Part II of this form which is
made available to the public. In connection with Part
II of this form all required information must be sub-
mitted except that the organization may omit any
information relating to a trade secret, patent, process,
style of work, or apparatus which would adversely
affect the organization, or any information which would
adversely affect the national defense. In such cases,
the organization must submit this type of information
only with Part I, together with a statement identifying
which items are being withheld from Part II and the
reasons for doing so. The law provides penalties for
failure to furnish the information required by this form.

B. Signature and verification.—The return must
be signed either by the president, vice president, treas-
urer, assistant treasurer or chief accounting officer, or
other corporate officer (such as tax officer) who is
authorized to sign. A receiver, trustee, or assignee

must sign any return which he is required to file on
behalf of a corporation. The return must also be
signed by any person, firm, or corporation who pre-
pared the return. If the return is prepared by a firm
or corporation, it should be signed in the name of the
firm or corporation. The verification is not required if
the return is prepared by a regular, full-time employee
of the organization.

C. Form 990-T.—Section 511 of the Code imposes
a tax in case of certain organizations described in sec-
tions 401(a) and 501(c)(2), (3), (5), (6), and (17), on
income derived (a) from operation of @ business enter-
prise which is unrelated to the purpose for which such
organization received an exemption or (b) from certain
rentals from property leased to others on a long-term
basis. (Use Form 990-T.)

D. Form 1099.—Every organization engaged in a
trade or business (which includes for this purpose all
exempt functions) making payments in the course of
such trade or business of interest, rents, commissions,
salaries or wages (not reported on Form W-2), or other
fixed or determinable income (including allowances for
expenses) of amounts of $600 or more during the cal-
endar year to an individual, a partnership, or a fiduci-
ary shall make returns on Forms 1096 and 1099. (See
section 1.6041~1 of the regulations.) Effective January
1, 1963 Forms 1099 and 1096 are required to be sub-
mitted for payments of interest aggregating $10 or more.
A copy of any information return (Form 1099) is required
to be furnished to the payee.

E. Attachments.—The schedules contained on the
official form should be used unless the entry spaces
provided are not sufficient for your needs. Attachments
must contain the name and address of the organization
as well as the required information and must follow the
format of the schedules and must be presented in the
same sequence as the lines of the form,

SPECIFIC INSTRUCTIONS
(References are to lines or schedules on form)

8. Attach a schedule to pages 1, 3, and 5 showing
with respect to each asset sold or exchanged: (a) Date
acquired, manner of acquisition, date sold, and to whom
sold; (b) Gross sales price; (c) Cost, other basis, or value
at time of acquisition if donated (state which); (d) Ex-
pense of sale and cost of improvements subsequent to
acquisition; (e) Depreciation since acquisition; and (f)
Gain or Joss—(b) plus () minus the sum of (c) and (d).

13. Attach a schedule to pages 1, 3, and S in support
of contributions, gifts, grants, scholarships, etc., show-
ing: (a) each class of activity; (b) separate total for
each activity; (c) name and address of donee and eamount
of distribution to donee; and (d) relationship of donee, if
related by blocd, marriage, adoption, or employment
(including children of empioyees) to any person or corpo-
ration having an interest in the organization such as
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creator, donor, director, trustee, officer, etc. Activities
should #e classified according to purpose in greater
dewuil than merely charitable, educational, religious, or
scientific. For example, payments for nursing service,
for laboratory construction, for fellowships, or for assist-
ance to indigent families should be so identified.

Although the actual distribution of cash, securities or
other property is to be entered on this line the expenses
in connection with the distributions and those expenses
incurred for philanthropic programs operated by the
organization itself are not to be included on this line
but should be entered on line 12 and in column 4
of Schedule A.

Where the fair market value of the property at the
time of disbursement is the measure of the contribution
and is used in arriving at the amount to be entered
‘on this line the schedule must also show: (1) description
of the contributed property; (2) book value of the con-
tributed property; and (3) the method used to determine
the book value. "In such case the difference between
fair market value and book value should be reflected
in the books of account.

17. In all cases where money, securities or other prop-
eriy aggregating $100 or more is received directly or
indirectly from one person in one or more transactions
during the year attach an itemized schedule to page 1
showing the name, address, date received, and the total
amount received from each such person. If the contri-
bution is in the form of property the description and the
fair market value of such property shall also be fur-
nished. (The term ‘“person” ‘includes individuals,
fiduciaries, partnerships, corporations, associations, and
other organizations.)

21. Attach a schedule to pages 1, 3, and 5 for contri-
butions, gifts, grants, scholarships, etc., which were
paid out within the year, showing the same information
required in instruction 13. For those disbursements
made in prior years only the total need be shown.

Schedule A.—Attach a schedule in support of line (a)
to pages 1, 3, and 5 for compensation of officers, direc-
tors, trustees, etc., showing name, position, time devoted
to position, salary, and expense account allowances.

For depreciation attach a schedule to pages 1, 3, and
5 showing: (a) kind of property; (b} date acquired;
(c) cost or other basis (exclude land); (d) depreciation
taken in prior years; (e) method of computation; (f) rate
(%) or life (years); and (g) depreciation this year.

Expenses to be entered in column 2 of Schedule A
should be extended to columns 3 through 6 on the basis
of accounting records. If such records do not provide
for this division, expenses may be divided on any
reasonable basis, such as an approximation of the use
of a facility or the time spent by an individual.

Schedule B.—The balance shest should agree with
the books of account or any differences should be
reconciled.

In all cases where investments in corporate stocks
at the close of the taxable year include 10 percent
or more of any class of stock of any corporation, attach
a schedule to pages 2, 4, and 6 showing: (a) name
of corporation, class of stock and whether the stock
is voting or nonvoting; (b) number of shares owned
of each class at beginning and end of the taxable
year; (c) total number of shares outstanding of each
class; (d) value of stock as recorded in the books and
included in line 7; (e) date acquired; and (f) manner
of acquisition. Instructions 980-A (1962)
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APPENDIX A—EXHIBIT 2

Bureau of Budget Approva
No. 48-6L03
Expires Dec. 31, 196L

QUESTIONNAIRE

TAX-EXEMPT FOUNDATION SURVEY

NAME. ovon
ADDRESS. .

Officials, etc.

1. List below the name and position of each official (officer, director, or
trustee, etc.), whether or not compensated, of your organization at the end of the
period covered by your 1962 Form 990-A. (Please list all officers first, then
directors, then trustees, etc.) Use additional sheet if necessary,

Relationship In;zi:x:}e’nt
ame Position (see below
N None G ‘I‘ypz (see #3 below)

Yes (1) Fo (2)

2, 7 -
3. o
k. /7 .
5. o

NENENENEN
NRNENRNEN

2, For each official listed, indicate by entering the appropriate letter in
the, column "Relationship - Type" which, if any, of the relationships listed below
he bears to the creator of the organization or to a substantial contributor (any
person who has contributed $1,000 or more to the organization). If none, check the
column "Relationship - None."

(a) He is the creator or a substantial contributor.

(b) He is related by blood, marriasge, or adoption to the creator or to a
substantial contributor.

(c) He is an employee of the creator or of a substantial contributor.

(d) He is an attorney or accountant of the'creator or substantial contributor.

(e) He is an employee of a corporation owned (50 percent or more of voting
stock or 50 percent or more of the value of all stock), directly or
indirectly, by the creator and/or substantiel contributor.

(f) He is an employee of a partnership or other unincorporated business venture
in which the creator and/or substantisl contributor owns 50 percent or
more of the capital interests or profits interests.

(g) He is a person who holds 20 percent or more of the voting stock or 20 percent
or more of the value of all stock in any corporation in which the creator
and/or substantial contributor (and the wife and children of the creator
end/or substantial, contributor) holds 20 percent or more of the voting
stock or 20 percent or more of the value of all stock.

(Question 2 contihued on page 2.)
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.2

(h) He is a person who holds 20 percent or more of the capitel interests
or profits interests in any partnership or other unincorporated
business venture in which the creator or substantial contributor
(and the wife and children of the creator or substantial contributor)
holds 20 percent or more of the capital interests or profits interests.

(1) He has another significant business relationship with the creator
or & substantial contributor.

(If the relationship (i) is indicated, please describe briefly on an attached
sheet. Such other significant business relationship would, for example, exist
vhere the official is an employee of a corporation or partnership in which the
creator or substantial contributor owns 20 percent or more of the stock or capital
or profits interests. )

3. Indicate by checking "yes" or "no" in the "Investment Policy" column
whether the individual official was authorized to participate in decisions relating
to the hendling of investments of your organization, or decisions relating to the
total amount of income, contributions, and corpus to be invested.

Question 15 on Form 990-A asks whether or not your organization engaged in
certain transactions with the creator of the organization, with a substential
contributor to the orgenization, or with certain parties related to either the
creator or a substantial contributor. The following question (4) asks about such
transactions with officials of the organization and certain parties related to
such officials and deals only with transactions that were not involved in question 15
on Form 990-A. In aswering this question do not take account of any transactions
involving individuals who are both-creators or contributors (or related to creators
or contributors) and officials or related to officlals.

4, Transactions with Officers, etc.

During the period covered by your 1962 Form 990-A, did -

-any of the officials of your organization;
~the brothers, sisters, spouses, ancestors, or lineal descendants
of the officials;
-corporations owned (50 percent or more of voting stock or 50 percent
or more of value of all stock), directly or indirectly, by the
officials; or
-partnerships or other unincorporated business ventures in which
the officials owned 50 percent or more of the capital interests
or profits interests:
(1) (2)

Yes No

I

(a)- Borrow any part of your cash, securities, or other
property?

(b) Lend any cash, securities, or other property to
you? -

(c) Have any part of your services or assets (other than
compensation for personal services reported on
Schedule A of your 1962 Form 990-A) made available
to them?

(d) Purchese any securities or other property from
you?

(e) Sell any securities or other property to you?

(f) Receive any of your cash, securities,or other
property in other transactions?

Quea §g
QEa L oo

If the answer to any of the questions is "yes," attach a detailed explanation.
(Please mark this explanation "Schedule 4.")
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-3

WAME, e0ee
ADDRESS, »

5. Contributions Received During the Period Covered by Form 990-A for 1962

(a) Enter the amount of contributions received during the
period covered by your 1962 Form 990-A (line 17,

page 1).
(v) Enter the smount of such contributions which were in
the form of cash. $

(c) Enter the amount of such contributions which were in
the form of stock in any corporation with respect to
which, at the end of the period covered by your 1962
Form 990-A, your organization held 10 percent or more,
of any class of stock.

6. Market Value of Assets at End of Period Covered by Form 990-A for 1962

{Where no market quotations or detailed valuations are available to establish
market value of assets, an approximation will be satisfactory.)

(a) Total Assets $

(b) Corporate Stock §
7. Certain Stock
(a) During the period covered by your 1962 Form 990-A, did Yes (1) [7
your organization hold 10 percent or more of any class
of stock in any corporation? . Yo (2) /7

If the answer is 'yes," answer question 8 on page L.

o
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"

8. If you answered "yes" to question T, on page 3, answer questions (a). through
(e) for each corporation in which your organization held 10 percent or more of
any class of stock during this period. If your organization held more than one
class of stock in such corporation, answer questions (a) through (e) with respect
to each class of stock in which your corporation held 10 percent or more. Note
that questions (d) and (e) refer to holdings at the end of the period. If your -
organization held 10 percent or more during the period but reduced this percentage
(even below 10 percent) by sales during the period, answer questions (@) and (e)
with reference to the end-of-period holdings. (Use additional sheets if necessary.)

(a) Name of corporation. (Abbreviate)

(b) Class of stock held (e.g. common,
6 percent preferred, etc.)

(¢) Did your organization sell, or otherwise 1. Yes [/ 1. Yes [ ] 1. Yes /7
dispose of, any of this stock during
the period covered by your 1962 Form 990-A? :
(Answer "yes" or "no.™) 2.% [7 2. [7 a.%N [7

(d) End of year holding -- For the shares
of this class held by your organization
at the end of the period covered by your
1962 Form 990-A give -

(i) - Book value.
(ii) - Market value. $
(iii) - Approximate percentage of )
total voting pover. % % %
(iv) - Approximate percentage of
total value of all classes ‘
of stock in the corporation. -9 % 9%

(v) The total annual cash dividend
on shares held at the end of

the period. $ $ $

(e) Give the approximate percentage of the
total value of stock in the corporation
held at the end of the period covered by
your 1962 Form 990-A by the creator
and substantial contributors to your
organization and their brothers, sisters,
spouses, ancestors, lineal descendants;
corporations owned (50 percent or more of
voting stock or 50 percent or more of the
value of all stock), directly or indirectly,
by such creator or substantial contributors;
and partnerships or other unincorporated
business ventures in which the creator or
substantial contributor owns 50 percent or
more of the capital interests or profits
interests. (If this informetion is unknown
and not ascertainable, so indicate.) 4 [4 %
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INTERNAL REVENUE SERVICE ADMINISTRATIVE ACTIVITY

The Internal Revenue Service has taken significant administrative
measures directed at insuring that private foundations, and also other
types of exempt organizations, operate in a manner consistent with
the provisions of existing law. These additional efforts have taken
five forms. v

The first has been to increase the number of exempt organization
returns which are audited each year. Whereas only approximately
2,000 of such returns per year were audited in the 1950’s, over 10,000
exempt organization returns were examined in fiscal year 1964. As
part of its increased examination program, the Service has improved
the quality of each audit. Special classes to teach selected agents to
deal with the special problems which are raised in an examination of a
tax-exempt organization have been held. Special audit guidelines,
which will permit agents to complete a thorough examination of a
foundation’s activities in a reasonable period of time, have also been
prepared.

The Revenue Service’s second major effort has been to increase the
amount of available information concerning foundation behavior.
This information will be useful to determine whether foundations are
ogerating within the principles of existing law and, if not, the type of
abuses which exist. The additional information will also be used to
sele(i:t certain returns for examination as well as for future statistical
studies.

Consistent with the objective of obtaining more information, the
Service has made substantial revisions in the information returns
(Form 990-A) which private foundations are required to file. For
example, the 1964 return requires private foundations to supply
information with respect to the market value of their assets and
detailed schedules of their accounts (and notes) receivable and pay-
able. This information was not previously available from a founda-
tion’s return. The new form also substantially increases the amount
of data which foundations must supply with respect to situations in
which a foundation owns a significant—5 percent or more—portion
of a corporation’s stock. To the extent permitted by existing law,
this new information will be made available to the public.

Third, improvements have been made in the Service’s internal
controls and procedures in the exempt organization area. For ex-
ample, a check on delinquent and incomplete returns is now being
performed in all district offices. This has contributed to the increase
1n the quality and quantity of exempt organization returns which are
curren&y being filed. Similarly, an Exempt Organization Master File
system—which will contain a list of the names and addresses of all
exempt organizations—is presently being established. This list, which
will be placed on magnetic tape, will permit the use of electronic data

109
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processing equipment to facilitate the administration of the tax laws
dealing with exempt organizations.

The fourth major administrative effort being undertaken is to
determine the scope of existing law through litigation. Appropriate
cases are being diligently litigated by the Office of Chief Counsel of
the Internal Revenue Service and by the Tax Division of the Depart-
ment of Justice. A survey conducted during the spring of 1964
indicated there were approximately 250 cases involving exempt
organizations in various stages of litigation. One of these is a case
pending before the Supreme Court relating to the purchases of business
corporations by private foundations. The decisions which will be
rendered by the courts in these cases may help to provide valuable
guidelines.

Fifth, the Service has increased its efforts to improve voluntary
compliance with existing law. It was felt that many of the unin-
tentional violations found upon audit are attributable to the organi-
zation not knowing what was expected of it. In order to educate
the public the Service during 1964 published 25 Revenue Rulings,
Revenue Procedures, and announcements relating to exempt organi-
zations. Many others are currently under study. In addition, the
Service has published a booklet entitled “How To Apply for Exemp-
tion for Your Organization,” which is made available for distribution
to interested parties. A more detailed booklet, similar to ‘“Your
Tederal Income Tax,” is now under active consideration. It is
intended to provide more comprehensive guidance in complying with
the law, and to do so in as simplified a style as is consistent with the
complexities of the subject. It is hoped that these measures will
sufficiently educate exempt organizations as to what is expected of
them and will decrease the number of unintentional and technical
violations of the law. This will permit the Service to devote its main
efforts to cases involving intentional violations.
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EXHIBIT NO. 9

Return of Organization Exempt From Income Tax
- Section 501(c)(3) of the Code
FORM For the year January 1-December 31, 1966, or other taxable year beginning
U.S. Treasury Department 1966, and endin 19.

Internal R ue Servic -
niernal Revenus Service PLEASE TYPE C?R PRINT

| 1966

Name

Number and street

City or town, State, and ZIP code

Employer Igentifcation Number

Enter the name and address used on your return for 1965 (if the same as above, write “‘Same’). If none filed, give reason.

PART | Part! (pages 1 and 2) information required pursuant to sections 6001, 6033, and other applicable sections of the Internal Revenue
Code.

NOTE: One copy of Part | and two :opxes of Part Il must be ﬁled

1 Gross sales or receipts from business activities . . . . . . . . . . . . . . . . . . . ..

2 Less: Cost of goods sold and/or of operations (attach schedule) . . . . . . . . . . . . . . . .

3 Gross profit from business activities . . . . . . . . . . . . . . . . . . . . . ..
4dnterest . . .. L L L L L L L e s e e s e

5 Dividends . . . . . . . L L L Lo Lo e e e

G Rents . . . . . . ... Lo Lo e e

7 Royalties . . . . . . . L L L L oL L oL oo, P

8 Gain (or loss) from sale of aésets, i i y items (See { 8) . . . ..

9 Other income (attach schedule—Do not include contributions, gifts, grants, etc. (See line 17)) . .
10 Total gross income (lines 3to 9, inclusive) . . . . . . . . . . . . . . . . .
11 Expenses of earning gross income from column 3, Schedule A . . . . N . .

DISBURSEMENTS MADE WITHIN THE YEAR OUT OF CURRENT OR ACCUMULATED INCOME FOR
PURPOSES FOR WHICH EXEMPT, AND ACCUMULATION OF INCOME

12 of distributing current or income from column 4, Schedule A . . . . ., .

13 C ibuti gifts, grants, ips, etc. (See jon13) . . . L L L L L,
14 Accumulation of income within the year (line 10 less the sum of lines 11, 12, and 13) . . .

15 ion of income at inning of the year . . . . . . .

16 Aggregate accumulation of income at end of the year . . . . C e e .

RECEIPTS NOT REPORTED ELSEWHERE

17 Contributions, gifts, grants, etc., received (See Instruction 17) . . . . . . . E e
18 Less: Expenses of raising and collecting amount on line 17, from column 5, Schedule A . . . R,
19 Net contributions, gifts, grants, etc., received . . . . . . . . . . . . B P,
DISBURSEMENTS MADE OUT OF PRINCIPAL FOR PURPOSES FOR WHICH EXEMPT
20 Expenses of distributing principal from column 6, Schedule A . . . . . e e e P —
21 Contributions, gifts, grants, scholarships, etc.: (a) Paid out in prior years . . .
(b) Paid out within the year (See lnstructlon 21) s .
hedule A.—All of Exp (See Instructions for Attachments Required)
. Litm 2. Total > et imona " | iy e | S atis |6 Boses ol
(a) Compensation of officers, etc. . . . . .-
(b) Other salaries and wages . . . . . . -
@ dnterest . . . ... e
(d) Taxes . . . . . . . . . . .. -
(€ Rent . . . . . . . . . . ..
(f) Depreciation (and depletion) . . . . .
(8) Mi (attach .
(h) Totals . . . . . .
Enteron Tine 11| Enter on fine 12 Enter on fine 18 | Enter on line 20
Under penalties of perjury, | declare that | have ined this return, i and to the best of my

nd
knowledge and belief it is true, correct, and complete. If prepared by a person other than kaxpayer. his declaranon is based on all information of

which he has any knowledge.

Date Signature of ofticer

Titls.

Date Individual or firm signature of praparer Address

16—y
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Form 990-A—1966 Schedule B.—BALANCE SHEETS (See instructions) Page 2
Beginning of Taxable Year End of Taxable Year
ASSETS (A) Amount (8) Total () Amount (D) Totat
1Cash . . . . . C e e e e e e e e e
2 Accounts receivable (see mstmcnons) e e e e e e e
(a) Less allowance for bad debts . . . . . . . . .
3 Notes receivable (see instructions) . . . . . . . .
(a) Less allowance for bad debts . . . . . . . . .
4 lnventories . . . . . . . . . . . L L.
5 Gov't obligati (a) U.S. and i ities . . . . .
(b) State, subdivisions thereof, etc. . . . . . . . .
6 Investments in nongovernmental bonds, etc. . . . . .
7 Investments in corporate stocks (see instructions) . . . .
8 Mortgage loans (number of loans _____ ) . . . . .
9 Other investments (attach schedule) . . . . . . . .
10 D iable (and assets (attach .
(a) Less i (and i P
11 tand . . . .
12 Other assets (atlach schedule) . . . . . . . . . .
13 Total assets . . Ce e e e e e e e
LIABILITIES AND NET WORTH
14 A payable (see i ions) . . . e e
15 Contributions, gifts, grants, etc., payable. . . . . . .
16 (a) Bonds and notes payable (see instructions) . . . .
(b) Mortgages payable . . . . . . . . . . . .
17 Other liabilities (attach schedule) . . . . . . . . .
18 Capital stock: (a) Preferred stock . . . . . . . . .
(b) Common stock . . . . . . . . .
19 Membership certificates . . . . . . . . . . . .
20 Paid-in or capital surplus . . . . . . . . . . . .
21 Retained ings—Appropri (attach PN
22 Retained earnings—Unappropriated:
(a) Attributable to ordinary income . . . . . . . .|
(b) Attributable to gains from sale of assets . . . . . .
23 Less cost of treasury stock . . . . . . . . . . . ( ) ¢ )
24 Total liabilities and net worth . . . . . . . . |
1 Date of current
2 Attach a detailed statement of e marare of your charitable, business, and 11 Did you hold any real property for rental purposes with respect to which

w

IS

@

L)

© ®

5

all other activities.
Have you attached the information required by:

(a) Instruction 12 . . . . . Oves Oho
(b) Instruction J? . . s . ... . Oves Ono
Have you filed 2 tax return on Form 990-T for this year? . [JYes [JNo

If “'Yes,”

In what year was your

where filed?

formed?

In what State or country?

If successor to previously existing organization(s), give name(s) and

dd ) of the d izati )

If you have tapm.l stock issued and outstanding, state with respect to each
class of_sto
(2) The number of shares di N

(b) The number of shares held by individuals . . .

(¢) The number of shares held by organizations .

(d) The number of sharcholders at end of year . .

OYes Oto

l[tgon aequmd capital assets out of income, amch itemized list and amount

(e) Whether any dividends may be paid

Have any changes not previously reported to the Internal Revenue Service
been made in your articles of mcorponuon or bylaws or other instruments

of similar import? . . . oo OYes Ok
If *"Yes,' attach 2 copy of lhe amendments
Have you had :ny suurces of income_or engaged in zny ::nv’

s
previously reported to the Internal Revenue Service? . DN»

I1f**Yes," attach detailed statement.
FRAKUS.

there is an indebtedness incurred in acquumg the property or in making
nmpxovemems (herﬂo or whnch was, :cquuc sublm to a_mortgage or
similar lien? . . ... OvYes U o

If “"Yes," attach demled statement.

12 Have you during the year advocated or opposed (including the publishing or

local legislation?

Yes No
If “Yes,” attach a detailed description of such activities and copies of any
such statements.

distributing of stafements) any national, State, or

13 Hz\c you dunns the year puuupmd n;\ or intervened in (including xhlc

political czmp:ugn on behalf
of or in opposition to any c:mdndate for pnbh: office?

[ ““Yes,” attach a detailed description of such activities and coples of any
such statements.

14 A!m July 1, 1930, did: the creator of your organization; or a contributor to

ur organization; or a brother or sister (whole or half blood), spouse,
mceswr ur lineal descendent of such creator or contributor; or a corpora:
tion owned (50 percent or more of voting stock or 50 percent or more of
zalue of all slocE) directly or_indirectly by xuch creator or_contributor—

Borrow any part of your income or corpus? -« Oes No

(b) Receive any compensation for personal services s from
S . OYes Oo

©) Hawe any part of your services of assets made avail
@ ,,“”“Y“, et ~ Oves Ono
(d) Purchase any securities or other property from you? - OvYes ORo
(e) Sell any secutities or other property to you? . . . [Jyes [JNo

(£) Receive any of your income o corpus in any other

transaction? .

No
If answer to any questios Yes,'" attach detailed statement unless previ-
ously reported. If px:vmusly reported, give year(s).

15 Do you hold 3 percent or more of any class of stock in ui]__]corpomion’

ONo
If *'Yes,” g)u must submit the information required by the instructions for
Schedule
16— w— ) GPO
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Return of Organization Exempt From Income Tax

SSO_A Section 501(c)(3) of the Code
FOR'1 For the year January 1-December 31, 1966, or other taxable year beginning

reasury Department
Internal Revenue Service

- 1966, and ending ..
PLEASE TYPE OR PRINT

Page 3

| 1966

Hame

Employer Ientifeation Humber

Number and street

City or town, State, and ZIP code

Enter the name and address used on your return for 1965 (if the same as above, write “‘Same’’). If none filed, give reason.

PART [! Part Il information required pursuant to section 6033(b) and other applicable sections of the Internal
submitted in duplicate as part of your return. This part will be made available to the public.

Revenue Code must be

1 Gross sales or receipts from business activities .
2 Less: Cost of goods sold and/or of operations. (attach schedule)
3 Gross profit from business activities .

4nterest . . . . . . . L L L L. oL Lo oL

5 Dividends . . . . . . . . . .

6Rents . . . . . . . . . . .. ...

7 Royalties . . .

8 Gain (or loss) from sale of assets, excludmg mventory items (See Instruction 8)

9 Other income (attach sch Do not include ibuti gifts, grants, etc. (See line 17)) .
10 Total gross income (lines 3 to 9, inclusive) .

11 Expenses of earning gross income from column 3, Schedule A

DISBURSEMENTS MADE WITHIN THE YEAR OUT OF CURRENT OR ACCUMULATED INCOME FOR
PURPOSES FOR WHICH EXEMPT, AND ACCUMULATION OF INCOME

12 of di ing current or income from column 4, Schedule A
13 C« ibuti gifts, grants, i etc. (See ion 13) .
14 Accumulation of income within the year (line 10 less the sum of lines 11, 12, and 13)

15 ion of income at inning of the year .
16 Aggregate accumulation of income at end of the year .

RECEIPTS NOT REPORTED ELSEWHERE
17 Contributions, gifts, grants, etc., received (See Instruction 17) . Ce e e
18 Less: Expenses of raising and collecting amount on line 17, from column 5, Schedule A

19 Net contributions, gifts, grants, etc., received .
DISBURSEMENTS MADE OUT OF PRINCIPAL FOR PURPOSES FOR WHICH EXEMPT
20 Expenses of distributing principal from column 6, Schedule A

21 Contributi gifts, grants, i : (a) Paid out in prior years . . . (.
(b) Paid out within the year (See Instruction 21)
hedule A. \ ion of Exp (See Instructions for Attachments Required)
3. Expenses of earning 4. Expenses of 5. Expenses of raisin 6. Expenses of
L ltem 2. Total gross income distiibuiing income | and aaliectng pn.nc|p§| distribting principal

(a) Compensation of officers, etc .
(b) Other salaries and wages .

() Interest . . . . . . . . . . .

(d) Taxes .

(& Remt . . . . . . . . . ..
(f) Depreciation (and depletion) .

(8) Mi (attach

) . Totals

Enter on fine 11 Enter on line 12 Enter on line 18 Enter on line 20
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Form 990-A—1966 Schedule B.—BALANCE SHEETS (See instructions) Page 4
Beginning of Taxable Year End of Taxable Year
ASSETS (A) Amount @ Tt (C) Amount © Total
1Cash . . . . . Ce e e e e
2A t: (see i e e e e
(a) Less allowance for bad debts . . . . . . . . .
3 Notes receivable (see instructions) . . . . . . . .
(a) Less allowance for bad debts . . . . . . . . .
4 Inventories . . . . . . . . . . .. ...
5 Gov't (a) U.S. and i
(b) State, subdivisions thereof, etc. . . . . . . . .
6 Investments in nongovernmental bonds, etc. . . . . .
7 Investments in corporate stocks (see instructions) . .
8 Mortgage loans (number of loans ___ D I
9 Other investments (attach schedule) . . . . . .
10 Depreciable (and depletable) assets (attach
(a) Less (and ) .
11 Land - . . . .. e e e
12 Other assets (attach schedule) . . . . . . . . .
13 Total assets . . . . e [
LIABILITIES AND NET WORTH
14 Accounts payable (see instructions) . . . . . . . . .
15 Contributions, gifts, grants, etc,, payable . . . . . . .| |
16 (a) Bonds and notes payable (see instructions) . . . . .|
(b) Mortgages payable . . . . . . . . . . . .
17 Other liabilities (attach schedule) . . . . . . . . .
18 Capital stock: (a) Preferred stock . . . . . . . . .
(b) Common stock . . . . . . . .
19 Membership certificates . . . . . . . . . . . .
20 Paid-in or capital surplus . . . e e e e e
21 Retained earnings—Appropriated (anach Ce e
22 Retained earnings—Unappropriated:
(a) Attributable to ordinary income . . . . . . .
(b) Attributable to gains from sale of assets .
23 Less cost of treasury stock . . . . . . . . . . . ( ) ( )
24 Total and metworth . . . . . . . .
H Ru‘fd:"a Getafled “ratement uf the niture of your charitabie, business, and 1 D'd you hold any real property for rental purposes with respect to which |

3 Have you attachied the information required bys

@

©

all other activitics.

there is an indebtedness incurre the property or in making

in acquiriny
imprements theretoor which was_acquire

|
i
(a) lastruction 12 Cves Ono | similar lien? . o OYes Uio
(b) Instruction J2 . Otes Oto | 16 +Ves." atach detaled staemen.
Have you filed a t £ on Fors - ! 12 Have you during the year advacated or opposed (including the nublishing or
ave you filed a tax return on Forn 990-T for this year? . (Yes Dt | distributing of Statements) any national. State, or local legislation?
1 “Yes,” where filed? i No
X | If “'Yes,” attach a detailed description of such activities and copies of any
In what year was your ¢ : such statements.
In what State of country? —-— ! 13 Have you during the vear pacticipated in, or intervened in (including the
any polial campaign on betal
I successor o previously existing organization(s). give name(sy and | 07 o i Gpposition o any candidate for public ofhce? Yes
“Yes,” attach a detailed description of such Cetivites anvores o1 oy
Mress(es) of the pred ;anization(s) | such statements.
| 14 After July 1.1950, did: the crestor of your organization; ur 3 contibutor 10
. . . . . 3 our organization; or a brother or sister (whole or half blood). spouse.
1 you have capital stock ssucd and outstanding. state with respect to each Ancestor, or lineal descendent of such wreator or contoibutors o 4 corpor
ol standi tion owned (s0 nt or more of voting stock or 50 percent or more of
(1) The aumber uf shares e o Sk Sitectly o indircctly by such creator or conteibutor—
(b) The number of shares held by individuals . . . : (2) Borrow any part of your income of corpus? .. . [TJves [Jho
(b) Reseive any compensation for personal scrvices from
(¢) The number of shares held by organizations . | you Oves Ono
) ©) Have sy part ur vour services or assets made avail-
d) The number of sharcholders at end of vear o N es o
) ber of sharchuld Lot © «.1." © Oves On
(¢) Whether any dividends may be paid Oves Oro (d) Purchase any securities or other property from you? - [ yes (] o
lr‘;(:; Jfrquutd capital assets out of income, attach itemized list and amount (e) Sell any securities or other property to you? . Oves Oto
Have any changes not previously reported t he latcrnal Revcnue Service (D) Receive any of your income or corpus in 10y s s Ohe
lu‘m m; in your articles of m(nrpnmtmn or bylaus or other instruments i 1€ answer to any question is ~Yes,” attach detailed statement “n,m Previ-
of similai import? Yes No ously reported. If previously reported. give year(s).
If “"Yes. attach a copy of the amendments. |
Have you had any sources of income or engaged in any activities not ! 15 Do you hold 3 percent or more of any class of stack ia any (..m.-miom

No

Yes

prev:ously reported to the Internal Revenue Service? .
If “"Yes," attach detailed statement.

Sz us.

PRINTING OFFICE :

[mLY

i
\chedu e

* you must submit the information required by the |mnuctmns for

sub]cu to 1Dmonmu or |



1148

Return of Organization Exempt From Income Tax

990_A Section 501(c)(3) of the Code
FORM For the year January 1-December 31, 1966, or other taxable year beginning

U.S. Treasury Department
Internal Revenue Service

, 1966, and ending
' PLEASE TYPE OR

Page 5

| 1966

Name

Employer Identification Number

Number and street

City or town, State, and ZIP code

Enter the name and address used on your return for 1965 (if the same as above, write ““Same”). If none filed, give reason.

PART |l Part Il information required pursuant to section 6033(b) and other applicable sections of the Internal Revenue Code must be

bmmed in dupllcale as par( of your return.  This part will be made ava!lable to the publn:

1 Gross sales or receipts from business activities . . . e e e e e e e e e e e e e e

2 Less: Cost of goods sold and/or of operations (attach schedulc) . Ce . .o PN .

3 Gross profit from business activities . . . . . . . . . . . . . . . . . . . . L.

4 dnterest . . . . . L L L L L L Lo e s e

5 Dividends . . . . . . L L L L L L L L e e e e e e e

B Rents . . . . . . L . L L L e e e e e e e e e e e e e e e e

7 Royalties . . . . . . . . . L L. L oL e e e e e
8 Gain (or loss) from sale of assets, excluding inventory items (See Instruction 8) . . . . . . . . . . |eee
9 Other income (attach Do not include i gifts, grants, etc. (See line 17)) . . . . . . .

10 Total gross income (lines 3 to 9, inclusive) . . . . . . . . . . . . . . . . .

11 Expenses of earning gross income from column 3, Schedule A . . . . .

DISBURSEMENTS MADE WITHIN THE YEAR OUT OF CURRENT OR ACCUMULATED INCOME FOR
PURPOSES FOR WHICH EXEMPT, AND ACCUMULATION OF INCOME

12 of distributing current or income from column 4, Schedule A . . . . . . . . .
13 Contributi gifts, grants, ips, etc. (See Instruction 13) . . . . . . . . . . . . . . ..
14 Accumulation of income within the year (line 10 less the sum of lines 11, 12, and 13) . . . . . . . .

15 ion of income at inning of the year . . . . . . . .

16 Aggregate accumulation of income at end of the year . . . . . . . .
RECEIPTS NOT REPORTED ELSEWHERE

17 Contnbuhons, gifts, grants, etc., received (See Instruction 17) . . . . e
18 Less: Expenses of raising and collecting amount on line 17, from column 5, Schedule A . . . . . . . |_____
19 Net contributions, gifts, grants, etc., received . . . . . . L
DISBURSEMENTS MADE OUT OF PRINCIPAL FOR PURPOSES FOR WHICH EXEMPT
20 Expenses of distributing principal from column 6, Schedule A . . . . . . . Ce e PR,
21 Contributions, gifts, grants, scholarships, etc.: (a) Paid out in prior years . . . (. .
(b) Paid out within the year (See Instruction 21) . . . .
A. ion of E: (See Instructions for Attachments Required)

1. item | 2T e me | iy | St | Sl
(a) Compensation of officers, etc. . . . . |
(b) Other salaries and wages . . . . . .
(c) Interest . . . . . . . . . . .
(d) Taxes . . . . . . . . . . . . -
(@ Rent . . . . . . . . . o e
(f) Depreciation (and depletion) . . . . . -
(g) Mi: (attach .
(W) Totals . . . . . . . .

Enter on fine 11 Enter on line 12| Enter on lire 18 Enter on line 20
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Form 990-A—1966 Schedule B.—BALANCE SHEETS (See instructions) Page 6
Beginning of Taxable Year End of Taxable Year
A) Amount 8) Total T
ASSETS (A) Amount (B) Tota (©) Amount (D) Total
1Cash . . . . . . . . . . ...
2 Accounts receivable (see instructions) . . . . . .

(a) Less allowance for bad debts . . . . . . . . .

w

Notes receivable (see instructions)
(a) Less allowance for bad debts .

IS

Inventories . . . . . . . . .
Gov't (a) U.S. and i
(b) State, subdivisions thereof, etc. . . . . . . . .

5]

6 Investments in nongovernmental bonds, etc. . . . . .
7 in
8
9

stocks (see il ions) . . . .
Mortgage loans (number of loans _ __ _ )
Other investments (attach schedule) . . . . .

Depreciable (and depletable) assets (attach

"
°

(a) Less P (and i -
11 Land . . . . . Ce e e e e e
12 Other assets (attach schedule) Ce e e e
13 Total assets . . . PR PRI
LIABILITIES AND NET WORTH
14 Accounts payable (see instructions) . . . . . .

15 Contributions, gifts, grants, etc., payable . . . . . . .
16 (a) Bonds and notes payable (see instructions) . . . .

(b) Mortgages payable . . . . . . . . . . . .

17 Other liabilities (attach schedule) . . . . . . . . .

18 Capital stock: (a) Preferred stock . . . . . . . . .

(b) Common stock . . . . . . . . .

19 Membership certificates . . . . . . . . . . . |

20 Paid-in or capital surplus . . . . . . . . . . . .

21 Retained ing: (attach c e e .

22 Retained earnings—Unappropriated:
(a) Attributable to ordinary income . . . . |
(b) Attributable to gains from sale of assets . . . . . .

23 Less cost of treasury stock . . . . . . . . . . . ( )
24 Total liabilities and net worth . . . . . . |

1 Date of current )
2 Auach s detailed satement or he manave oF your charitable, business, and 11 Did you hold any real property for rental purposes with respect to which

all other activities.
Hiveyou attached the information lequlred by

(a) Instruction 12 Oves Owo
(b) Instruction J2 . . . . . . . . . . Oves o
4 Have you filed a tax return on Form 990-T for this year? . [ Yes [JNo

If “Yes,”
5 In

where filed?

what year was your formed?

In what State or country?
6 If

successor to previously existing organization(s), give name(s)
dd; ) of the i )

and

71 rou have c:pnlal stock issued and ou!standmg, state with respect to each
ass of stoc)

The number of shares dii

(b) The number of shares held by individuals . .

(c) The number of shares held by organizations .

(d) The number of shareholders at end of year

Oves Oto
If you :fcquned capital assets out of income, attach itemized list and amount
thereof
Have any changes not previously reported to the Internal Revenue Service
n_made in your zrn(les of incorporation or bylaws or other instruments
of similar import? . S Oves Ok
““Yes," attach a (opy o{ the :mendments

(¢) Whether any dividends may be paid

© o

10 Havc you md :my sources of income_or englsgcd in zny activities not
previous! to the Internal Revenue Service? . [Jyes [J No

If " Yes,” amch demled statement.
Fhkkus.

PRINTING OFFICE :

87-444 O-68—73

there is an indebtedness incurred in acquiring the property or in making
lmpm\cmcnh lh:rem or uhuh was, acqunc subyux to a_mortgage or
similar lien? . . OvYes Uho

If “"Yes,” attach demled statement.
12 Have you during the year advocated or opposed (including the publishing or
distributing of statements) any national, State, orlocal lcmshtmn’

f “'Yes." attach a detailed description of such activities and (opncs of any
such statements.

13 Havc you during the year participated in, o intervened in (including the

blishi i y political campaign on behalf

of or in opposition 1o any candidate lor bublic office? T Yes L) No

f "'Yes,”” attach a detailed description of such activities and copies of any
such statements.

14 After July 1, 1950, the creator of your organization; or a contributor to
your organization; or a brother or sister (whole or half blood), spouse.
ancestor, or lineal descendent of such creator or contributor; or a corpora-
tion owned (50 percent or more of voting stock or S0 percent or more of
value of all stock) duen y or indirectly by.such creator or_contributor—
(2) Borrow any part of your income or corpus? . Yes [1No

(b) Receive any rumpens:non for pelson:l services from

Oves Oho
c) Have zn mrl of our services or ss( m d
() e yp yu ices or assets Jez\l‘ Oves Oe
) Puvch:su any sccurities or other property from you? . Oves Oho
(e) Sell any securities or other property to you? . Oves [Jho

() Receive any of your income of corpus in. any other

transaction? o Yes [ No
*“Yes, attach demled statement un]ess previ-

If answer to any question is
ocusly reported. 1f previously reported, give year(s).

15 Do you hold 5 percent or more of any class of stock in ar&colpnu(ion’
No
If "*Yes,” you must submit the information required by the mstructions for

! Schedule B.

16— m——]  GPO
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INSTRUCTIONS FOR FORM 990-A (1966)

RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX
Section 501(c)(3) of the Internal Revenue Code

GENERAL INSTRUCTIONS

A. Who must file Form 990-A.—An annual statement of gross
income, receipts, dist ts, etc., is ired by law of every
organization which is exempt from tax as described in section
501(c)(3) of the Code, excepting only: (a) a religious organization;
(b) an educational organization if it normally maintains a regular
faculty and curriculum and normally has a regularly organized
body of pupils or students in attendance at the place where its educa-
tional activities are regularly carried on; (c) a charitable organiza-
tion, or an organization for the prevention of cruelty to children or
animals, if supported in whole or in part by funds contributed by the
United States or any State or political subdivision thereof, or primarily
supported by contributions of the general public; and (d) an organiza-
tion operated, supervised, or controlled by or in connection with a
religious organization described in section 501(c)(3). This return
must be filed on or before the 15th day of the fifth month following
the close of the annual accounting period with the District Director
of Internal Revenue for the district in which is located the principal
place of business or principal office of the organization. If the re-
turn is filed for other than a calendar year, fill in taxable year space
at top of form.  An organization having no place of business or prin-
cipal office in any internal revenue district in the United States must
file with the Director of International Operations, Internal Revenue
Service, Washington, D.C. 202 The law provides penalties for
failure to furnish the information required by this form.

B. Group returns.—A group return on this form may be filed
by a central, parent, or like organization for two or more local or-
ganizations which: (a) are chartered by, or affiliated or associated
with, the central organization at the close of the central organiza-
tion's annual accounting period; (b) are subject to the general super-
vision and examination of the central organization; and (c) are exempt
from tax under a group ruling which is currently in effect. Each local
organization annually must authorize the central organization to in-
clude it in the group return and must also annually file statements veri-
fied under oath or affirmation with the central organization of the
information required to be included in the group return. The group
return shall be in addition to the separate return of the central office
organization but in lieu of separate returns by the local organizations
included in the group return. There shall be attached to such group
return schedules showing separately (a) the total number, names, ad-
dresses, and employer identification numbers of the local organizations
included; and (b) the same information for those not included therein.
Prior to, or simultaneous with, the filing of a group return, the central
organization must notify each District Director for the district in which
is located the principal place of business or principal office of each
local ization included i luded from such group return
that the local organization has or has not been, or will or will not be,
included in such group return. The filing with each District Director
concerned, of a copy of the schedules listing the organizations included
in and excluded from the group return, constitutes notice as required
by the preceding sentence.

C. Public inspection of Form 990-A.—In addition to Part I,
organizations described in above are also required by law to
file certain information on Part Il of this form which is made available
to the public. In connection with Part II of this form all required
information must be submitted except that the organization may
omit any information relating to a trade secret, patent, process,
style of work, or apparatus which would adversely affect the organi-
zation, or any information which would adversely affect the national
defense. In such cases, the organization must submit this type of
information only with Part I, together with a statement identifying
which items are being withheld from Part II and the reasons for
doing so. _Schedules supporting specific entries or other information
limited to Part I must be attached only to Part I of the return. These
schedules must not be included on the same sheet with those applica-
ble to Part II since this informaticn is open to public inspection.

D. Signature and verification.—The return must be signed
either by the president, vice president, treasurer, assistant treasurer,
chief accounting officer, or other corporate officer (such as tax
officer) who is authorized to sign. A receiver, trustee, or assignee
must sign any return which he is required to file on behalf of a cor-

oration. If the return is filed on behalf of a trust, it must be signed

y the duly authorized trustee or trustees. The return must also be

signed by any person, firm, or corporation who prepared the return.
1f the return is prepared by a firm or corporation, it should be signed
in the name of the firm or corporation. The verification is not re-
quired if the return is prepared by a reqular full-time employee of
the organization.

E. Form 990-T.—Section 511 of the Code imposes a tax in the
case of certain organizations described in sections 401(a) and
501(c) (2), (3), (5), (6), (14) (B) or (C) with respect to taxakle years
beginning after February 2, 1966, and (17), on income derived: (a)
from business which is unrelated to the purpose for whch such orga-
nization received an exemption; or (b) from certain rentals from
property leased to others on a longterm basis. (Use Form 990-T.)

F. Form 1099.—Every organization engaged in a trade or busi-
ness (which includes for K\.is purpose all exempt functions) shall make
information returns on Forms 1099 and 1096 with respect to pay-
ments made during the calendar year in the course of such trade or
business concerning certain dividends, earnings, interest, rents,
royalties, annuities, pensions, foreign items; and prizes, awards, and
commissions to nonemployees. (See Section 1.6041-1,+Income Tax
Requlations.) Forms 1099 and 1096 are required to be submitted
for payments of dividends or interest aggregating $10 or more.
(See Sections 1.6042-2 and 1.6049-1, Income Tax Regulations.)

G. Attact —The schedul i on the official form
must be used unless the entry spaces provided are not sufficient
for your needs. Attachments must contain the name and address of
the organization as well as the required information and must follow
the format of the schedules and must be presented in the same se-
quence as the lines of the form. See General Instruction C relating
to information subject to public inspection.

H. Organizations organized or created in a foreign country
or United States possession.—Amounts must be reported in United
States currency (state conversion rate used) and information must be
furnished in the English language. All items must be reported in
gggregute including amounts from both within and without the United

tates.

1. Officers, di trust etc.—Attach a schedule to pages
2, 4, and 6 indicating: (a) the name and position of each official
(officer, director, trustee, etc.) of your organization (whether or not
compensated); (b) the time each devoted to his position; and (c) the
compensation (including salary and expense account allowance), if
any, paid to each. In addition, the schedule attached to page 2,
but not to pages 4 and 6, shall indicate (by placing the appropriate
letter next to the name of each official) whether the official was:

() the creator or a substantial contributor;

(b} a brother or sister, spouse, ancestor, or lineal descendent of

the creator or substantial contributor;

(o) an employee of the creator or substantial contributor or ot
a business venture owned (SO percent or more of voting
stock or 50 percent or more of value of all stock of a corpo-
ration, or a 50 percent or larger interest in the capital or
profits of an unincorporated business venture), directly or
indirectly, by the creator and/or substantial contributor;
an attorney or accountant of the creator or substantial con-
tributor or of a business venture owned (50 percent or more
of voting stock or 50 percent or more of the value of all
stock of a corporation, or a 50 percent or larger interest in
the capital or profits of an unincorporated business venture),
directly or indirectly, by the creator and/or substantial
contributor; or
(e) ncne of the above.

[C]

J. Market value of assets.—Attach a statement to pages
2,74, and 6 showing as of the end of the year: (a) the total
market value of your investments in governmental bonds, etc.,
nongovernmental bonds and corporate stocks which are regularly
traded in an over-the-counter market or on a stock exchange; (b)
your estimate of the total fair market value of your other assets
{including, but not limited to, governmental bonds, etc., nongovern-
mental bonds and corporate stocks which are not regularly traded
in an over-the-counter market or on a stock exchange); and (c) the
total of (a) and (b).
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SPECIFIC INSTRUCTIONS (References are to lines or schedules on form)

8. Attach a schedule to pages 1, 3, and 5 showing with respect
to each asset (whether or not depreciable) sold or exchanged: (a)
date ired, manner of isition, date sold, and to whom sold;
(b) gross sales price; (c) cost, other basis, or value at time of acqui-
sition if donated (state which); (d) expense of sale and cost of im-
provements subsequent to acquisition; (e) if depreciable property,
depreciation - since acquisition; and (f) gain or loss—(b) plus (e)
minus the sum of (c) and (d).

13. Attach a schedule to pages 1, 3, and 5 in support of contribu-
tions, gifts, grants, scholarships, etc., showing: (a) each class of
activity; (b) separate total for each activity; () name and address
of donee and amount of distribution to donee; and (d) relationship
of donee, if related by blood, marriage, adoption, or employment
(including children of employees) to any person or corporation having
an interest in the organization such as creator, donor, director,
trustee, officer, etc. Activities should be classified according to pur-
pose in greater detail than merely charitable, educational, religious,
or scientific. For example, payments for nursing service, for labora-
tory construction, for fellowships, or for assistance to indigent families
should be so identified.

Although the actual distribution of cash, securities or other prop-
erty is to be entered on this line, the expenses in connection with the
distributions and those expenses incurred for philanthropic programs
operated by the organization itself are not to be included on this line
but should be entered on line 12 and in column 4 of Schedule A.

Where the fair market value of the property at the time of disburse-
ment is the measure of the contribution and is used in arriving at the
amount to be entered on this line the schedule must also show: (a)
description of the contributed property; (b) book value of the con-
tributed property; (c) the method used to determine the book value;
and (d) the date of the gift. In such case the difference between
fair market value and book value should be reflected in the books
of account.

17. In all cases where money, securities, or other property aggre-
gating $100 or more is received directly or indirectly from one person
in one or more transactions during the year, attach an itemized
schedule to page 1 (not to pages 3 and 5) showing the name, address,
date received, and the total amount received from each such person.
If the contribution is in the form of property the description and the
fair market value of such property shall also be furnished. (The
term “person’ includes individuals, fiduciaries, partnerships, corpo-
rations, iati and other organizations.)

21. Attach a schedule to pages 1, 3, and 5 for contributions, gifts,
grants, scholarships, etc., which were paid out within the year,
showing the same information required in Instruction 13. For those
disbursements made in prior years only the total need be shown.

Schedule A.—See General Instruction I for schedule required to
be submitted concerning the officers, directors, and trustees of your
organization.

For depreciation attach a schedule to pages 1, 3, and S showing:
(a) description of property; (b) date acquired; (c) cost or other basis
(exclude land); (d) depreciation allowed or allowable in prior years;
() method of computation: (f) rate (%) or life (years); and (g) depreci-
ation this year (total additional first-y d iation claimed must
be shown on a separate line of the depreciation schedule).

Expenses to be entered in column 2 of Schedule A should be ex-
tended to columns 3 through 6 on the basis of accounting records.
If such records do not provide for this division, expenses may be di-
vided on any reasonable basis, such as an approximation of the use
of a facility or the time spent by an individual.

Schedule B.—The balance sheet should agree with the books of
account or any diff should iled. e total assets,
line 13, and total liabilities and net worth, line 24, must be shown
on the balance sheet.

(1) In all cases where investments in corporate stocks at the close of !
the taxable year include 5 percent or more of any class of stock of !
any corporation, attach a schedule to pages 2, 4, and 6 showing:
(a) name of corporation, class of stock and whether the stock is voting
or nonvoting; (b) number of shares owned of each class at beginning
and end of the taxable year; (c) total number of shares outstanding
of each class; (d) value of stock as recorded in the books and in-
cluded in line 7; (e) estimate of fair market value of stock; (f) date
acquired; (g) manner of acquisition; and (h) dividends received on |
each class of such stock. ]

(2) In any case in which you hold 5 percent or more of any !
class of stock of any corporation, indicate those in which your hold- '
ings plus the sum of the holdings of the following:

(a) the creator of your organization;

(b) a substantial contributor to your organization;

(c) a brother or sister, spouse, ancestor or lineal descendent of

such creator or substantial contributor; and

(d) a business venture owned (50 percent or more of voting |
stock or 50 percent or more of value of all stock of a cor- |
poration, or a 50 percent of larger interest in the capital or
profits of an unincorporated business venture), directly or |
indirectly, by any of the above; |
constitute 50 percent or more of the voting stock or 50 percent or :
more of value of all stock of the corporation. ~Attach to page 2, but
not to pages 4 and 6, a schedule showing the class of stock and
number of shares owned (if known) in such corporation at the be-
ginning and end of the year by the parties described in (c) through
(d) of this instruction and designate the parties by relationship to
your organization, not by individual names.

(3) If your total accounts and notes receivable exceed $5,000, ;
attach a schedule to pages 2, 4, and 6 indicating the total amount |
of accounts receivable and/or notes receivable as of the end of the -
year which are atiributable to each of the following categories: (a)
receivables arising in tion with your ore ion's exempt

tiviti or )l holarship loans; (b) receivables arising out
of related or unrelated business activities; (c) receivables arising
out of transactions in an account with a securities broker-dealer;
and (d) other receivables. With respect to receivables described in
(d), indicate for each receivable of $1, or more: (1) name of
debtor; (2) amount of debt; (3) rate of interest, if any; and (4) cir- |
cumstances out of which such debt arose including, in the case of |
funds lent by your organization, the use, if known, to which the |
borrower intenled to put the borrowed funds. !

(4) If your total accounts, bonds, and notes payable exceed
$5,000, attach a schedule to pages 2, 4, and 6 indicating the total
amount of accounts payable andfor bonds and notes payable as of
the end of the year which are attributable to each of the following
categories: (a) the purchase of supplies and services used in con-
nection with your organization’s exempt activities; (b) debts arising
out of relotec{ or unrelated business activities; (c) the purchase of
securities from a securities broker-dealer; and (d) other debts. With
respect to debts described in (d), indicate for each debt of $1,0001
or more: (1) name of creditor; (2) amount of debt; (3) rate of interest, |
if any; and (4) circumstances out of which such debt arose includimii
in the case of funds borrowed by your organization, the use to whicl

you put the borrowed funds.
Instructions 990-A (1966)

Yefr¥e vt U.S. GOVERNMENT PRINTING OFFICE ; 1956—0-220-047
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EXHIBIT NO. 10

[From the Wall Street Journal, August 28, 1967]

" FounpATION TwisT: How FAMILIES CREATE ORGANIZATIONS To Cur THEIR
LIABILITY FOR TAX; GROUP GIves 30-HoUR COURSE THAT TEACHES ITS MEM-
BERS WAY To REvVAMP FINANCES; BUT PROBER DoUBTS LEGALITY

(By Byron E. Calame)

Dr. M. R. Saxon, a general practitioner in Aurora, Ill., took a job last year as
the salaried ‘“medical administrator” of a nonprofit foundation engaged in
research and development in the fields of “health, education and welfare.”

Though his salary is less than the revenues from his medical practice, Dr.
Saxon concedes that taking the job was no financial sacrifice.

Why not? Dr. Saxon has continued to treat the same patients with the same
equipment in the same office building as before. However, there’s one big differ-
ence: Now, the nonprofit foundation collects all his fees, in turn providing him
with a house, a car, a retirement plan and insurance—all tax free. Mrs. Saxon,
her husband’s nurse, is employed as the foundation’s “assistant medical adminis-
trator.” And the Saxons’ four children are attending college on educational grants
from the foundation.

The foundation contributes more money to charitable causes than Dr. Saxon
did personally. But, the doctor says, he winds up paying “substantially” less in
income taxes than he did before.

EASY AS ABC

Where did a medical man pick up such sophistication in the nation’s complex
tax laws? From a nonprofit membership trust called Americans Building Constitu-
tionally, or ABC. Dr. Saxon paid a $7,000 membership fee to join ABC shortly
after it was formed early in 1966. (The fee was raised to $10,500 last May 1.)

An ABC trustee says the organization is “Henry Fordizing”—or mass produc-
ing—Ilegal and tax expertise long available only to the wealthy. In little more
than a year of existence, this trustee says, ABC has helped more than 800 mem-
bers in nearly all 50 states establish nonprofit foundations and related trusts that
lessen the income, property and estate taxes the members pay.

ABC’s purpose is to “awaken the average creative person” to the benefits of
‘“restructuring” his business and estate on a not-for-profit basis, says Robert D.
Hayes, a Barrington, Ill,, sales training expert and one of AB(’s trustees. Wealthy
families recognized early in this century, Mr. Hayes says, that the principle of
tax exemption for nonprofit endeavors “provides a means of giving people a
chance to benefit mankind and have certain advantages.” He adds: “If it’s legal,
moral and ethical for them, it ought to be ethical for everyone else.”

At a time when Congress is considering tighter controls over tax-exempt foun-
dations, ABC is attracting the attention of some state and Federal officials. Cali-
fornia and Illinois officials and a Congressional subcommittee are known to be
poking into ABC’s affairs.

UNANSWERED QUESTIONS

In California, the state attorney general has taken legal steps to try to require
two ABC members, B. Douglas Fahy and Charles R. Billings, both Long Beach
insurance men, to answer 33 questions about the trust’s operations. The members
so far have declined. Deputy Attorney General Lawrence R. Tapper has told a
state court that he “had reason to believe that information furnished by ABC
to its members regarding the creation and use of charitable trusts and founda-
tions was false and misleading and thereby inclined to lead its members into
activities which would subject them to civil and criminal liability.”

Messrs. Fahy and Billings have denied that Mr. Tapper’s statement is accurate.
In a reply filed in the court by an attorney for the two members, they deemed it
“shocking that the citizens of the state of California should be summoned to
sweeping and undefined inquisitions such as is sought by the head of the (state)
department of justice.” Mr. Hayes, the ABC trustee, calls the organization’s activi-
ties “legal and sound.” James R. Walsh Jr. of Chicago, a law school graduate who
plays a big part in ABC though he has no title and isn’t one of its three trustees,
says the California attornely general is “whistling in the dark.”

Mr. Walsh emphatically denies any suggestion that ABC’s plan is a tax dodge.
“I'm going to program that out of your mind,” he says to an interviewer.
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The consumer fraud section of the Illinois attorney general’s office is investigat-
ing ABC, which has its main office in Barrington, Ill. A spokesman for the attor-
ney general’s office says the organization’s activities were brought to its attention
this year by the Illinois Bar Association, which had investigated the group. “We |
still are not sure what the plan consists of,” says the spokesman. .

WRIGHT PATMAN, TOO

A House of Representatives small business subcommittee, which has been study-
ing private tax-exempt foundations since 1962, is about to consider ABC’s opera-
tions. “I am deeply concerned about it,” says Rep. Wright Patman of Texas, who
is chairman of the subcommittee. H. A. Olsher, the subcommittee’s director of
foundation studies, has gone to Illinois to learn about ABC first hand.

A spokesman for the Internal Revenue Service says the IRS is “apprehensive”
about ABC. But the IRS has taken no position toward it. “We expect an investi-
gation of the whole organization by the IRS,” says ABC’s Mr. Hayes.

ABC’s growing membership list is kept confidential, but it is known to include
newly established foundations of some prominent professional men and women.
It includes one foundation of some national repute, the Philippa Schuyler Me-
morial Foundation, on whose advisory board sits Henry Cabot Lodge. Officials of
ABC have approached the National Farmers Organization (NFO) about the pos-
sibility of helping farmers establish tax-exempt foundations for themselves. One
organization has been set up in Illinois to help foster such foundations. The NFO,
however, has declined to connect itself with the ABC program.

ABC recruits members by word of mouth. Prospects get invited to an intro-
ductory meeting. An ABC representative spends three to four hours explaining
the plan. If the prospect decides to join ABC, he makes an initial payment of
$1,050, This pays for 30 hours of instruction in how to use the complex legal web
of foundations and trusts that ABC can create for him. But he is supposed to
promise never to divulge any of the “methods, procedures or techniques” used,
or the identity of any other member.

After instruction, the new member has the option of paying $4,200 more to have
a non-profit foundation created for his benefit, or paying $9,540 more for the
entire ABC “package” that would take over his business and assets. The package
normally would include several related foundations and trusts.

A recent prospect for membership in ABC describes what took place at his in-
troductory meeting. He first was introduced by an ABC member who told him
the ABC plan was “not a program to evade or avoid taxation, but rather a
philosophy, a veritable way of life, by which one through serving himself and
his family would ultimately render a greater than normal benefit to mankind.”

Then the prospect was given a paper of quotations about citizenship, including
an excerpt from a decision by the late Federal Judge Learned Hand on taxation:
“Anyone may arrange his affairs that his taxes shall be as low as possible; he is
not bound to choose that pattern which best pays the Treasury; there is not
even a patriotic duty to increase one’s taxes.” .

The prospect says the ABC package plan was explained something like this :

First, you establish a trust for a “recognized beneficial purpose” under your
state’s law. You give your home and car and possibly a money endowment to
the trust; these assets are no longer subject to state or local real or personal
property taxes.

WORKING FOR YOUR FOUNDATION

The trust establishes a nonprofit corporation, or foundation. You sign a con-
tract with the monprofit corporation that permits it to sell your services as a
doctor, lawyer, engineer or what ever. Your patients, clients or employers pay
the nonprofit corporation for your services; the income to the corporation isn’t
taxable income.

The nonprofit corporation pays you a small salary and reimburses you for
most of your living expenses (‘“just about everything except your booze and
cigarettes,” says one an familiar with the setup. The rest of its income is trans-
ferred to a second nonprofit organization. The transaction by which it is trans-
ferred supposedly changes the income into capital, which is invested.

The capital accumulated by the second nonprofit organization presumably
could be used from time to time for your benefit or your family’s—as in Dr.
Saxon’s case, for example, in the form of educational grants to children in
college.

Joining ABC brings other benefits. If one member can convince another indi-
vidual to join, his foundation receives a $2,000 “endowment” out of the fees
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paid by the new member. The first member’s foundation also gets $1,000 of the
fees paid by any members attracted by the second member, and $500 of the fees
paid by the next “generation” of members.

This arrangement, says ABC’s Mr. Walsh, is much like the “referral system” in
many professions. “The incentive (to bring in new members) had to be strong,”
he says. -

“OHAIN LETTER?”

An Eastern lawyer critical of ABC says, on the other hand, “Its the chain
letter idea on a big scale.” An Illinois doctor who is a member of ABC says, “I
thought this (endowment plan) was not very professional.”

Legal services in setting up a new member’s foundation or foundations, and
his trusts are handled by lawyers in his state who are recommended by Barrington
Institute, a nonprofit organization that is itself a member of ABC, Mr. Walsh
says the legal instruments that these lawyers tailor to each member’s individual
situation are an “amalgam” of knowledge that he—and an associate he declines
to name—pieced together over 40 years. Some of the legal expertise, he says,
came indirectly from lawyers involved in some well-known foundations and
trusts. )

Mr. Walsh figures it would take the average lawyer a year-to duplicate the
ABC package, and it would cost between $25,000 and $50,000 in legal fees.

One ABC member says a significant number of its members are medical
men—chiropractors, dentists, general practitioners, and osteopaths. He says that
members are able to turn over their assets to the ABC-created trust, yet still
control them. E

ABC members, however, say that salaried individuals also could utilize the
ABC concept by assigning future earnings to their foundation and having it
“yend” their services to their employer. The key is to relate the foundation’s
tax-exempt purpose to the business or profession of the member. For example, an
insurance man who is a member of ABC controls a foundation created for ‘“re-
search and development in the utilization and insuring of human life values,
both material and non-material. . . .” This he says, describes his insurance
sales work for a California insurance agency.

FARM RESEARCH

Mr. Walsh says nonprofit “civic organizations” are to be set up in every
county in Illinois. These civie organizations would recruit members, many of
them farmers who would set up foundations for research and development in
food nutrition and related areas such as cattle-feeding and soil improvement.

Of the $10,500 membership fee paid to ABC, Mr. Walsh says, $3,500 goes in
the form of an endowment to Barrington Institute and $3,500 for ABC. ($3,500
js reserved for “endowments.”) Mr. Walsh says that Mr. Hayes and the two
other trustees—Richard J. Stephenson and J. Alton Lauren, both of Chicago—
use the $3,500 paid to ABC to achieve the “highest and best good” for ABC’s
members. None of the trustees receives any money from ABC, says Mr. Walsh.
However, Mr. Walsh says his own foundation, a member of ABC, receives money
from ABC for certain services that his foundation provides. He declines to
say how much money.

Mr. Hayes’ foundation is called Sales Analysis Institute Foundation of Illinois
Inc. Its employes teach the 80-hour course for new ABC members around the
country. The foundation offices are in the same building in Barrington as ABC.
The institute is much older than ABC, and much of its business consists of
providing training services for large companies such as General Motors Corp.

NO TAX-EXEMPT RULING

Mr. Hayes says the Sales Analysis Institute Foundation pays no income taxes
and never has applied for a ruling from the Internal Revenue Service on its
tax-exempt status. Many tax lawyers believe that a regular corporate tax return
has to be filed, and income taxes paid, unless an organization submits an appli-
cation for a ruling.

That doesn’t bother Mr. Walsh. “One group is interpreting the law one way,
and one group is interpreting the law another way,” he says. He and Mr. Hayes
both say they think the question will wind up in a court some day. Mr. Hayes
says an IRS representative has ‘“visited” his foundation.

A disagreement over “the treatment of certain tax items™ has caused a falling-
out between Mr. Hayes’ institute and the big accounting tirm of Ernst & Ernst,
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according to an Ernst & Ernst spokesman in Chicago. The firm dropped Mr.
Hayes’ outfit as a client six to nine months ago. .

Mr. Hayes is not the only ABC member who has not applied for a tax exemp-
tion ruling from the IRS. The Saxon foundation hasn’t filed either. “I don’t have
any intention to file,” says Dr. Saxon, who says he is taking that position on
ABC’s advice.

Mr. Walsh says part of the $3,500 which goes to ABC from a membership
fee is set aside in a legal defense fund. Money from the fund goes to protect ABC
members from legal attack by the IRS or any other governmental agency, he
says. ABC is paying the legal expenses of Mr. Fahy and Mr. Billings, the two
Long Beach, Calif.,, members who have been subpoenaed by the California
attorney general in his investigation.

Mr. Walsh says a summation of the information given new members in the
30-hour ABC training course will be made available “shortly” to all state attor-
neys general. !

AIDS TO VIETNAM '

In its only formal public announcement to date, ABC said last month that more
than 50 member organizations had made grants totaling about $30,000 for various
research and development projects in Vietnam. The grants were all made to the
Philippa Schuyler Memorial Foundation, which will supervise the use of the
grants.through a program called “Winning the Peace.”

Though he has a law degree, Mr. Walsh is not a practicing lawyer. Neither is
Mr. Stephenson, a trustee of ABC, though he also has a law school degree. Mr.
Lauren, also an ABC trustee, is a real estate man.

A person close to the operations of ABC says Mr. Walsh originated the ABC
concept and went looking for the “best training outfit in the country” to sell it.
Thus he met Mr. Hayes and learned about his sales training institute. Mr. Walsh
says his own Walsh Foundation was formed in the District of Columbia in 1947.
He hasn’t paid any Federal income taxes since, he says. He says his father, now;
dead, was active in the establishment of pension funds, and dealt with some of
the New York law firms that handled the establishment of nonprofit foundations.

The Sales Analysis Institute of Mr. Hayes was operated as a profit-making
corporation until it became part of the Sales Analysis Institute Foundation last
year. “Bob Hayes is a very shrewd gentleman,” says an old acquaintance, “but
he has never lied once in his life.”

Mr. Hayes says he had many doubts about the ABC plan when Mr. Walsh first
explained it to him, but he says he is wholly convinced now that it is perfectly:
legal. .

EXHIBIT NO. 11
[From the Wall Street Journal, Aug. 29, 1967]

IRS Is STARTING INQUIRY INTO FOUNDATIONS SET UP BY INDIVIDUALS TO PARE
FEDERAL TAX

(By Richard F. Janssen)

WassINGTON.—The Internal Revenue Service is starting an intensive in-
vesigation of a plan promoted by a Barrington, Ill., group for individuals to
minimize Federal Income taxes by setting up foundations to manage their
business affairs, a high IRS official said.

As detailed in yesterday’s Wall Street Journal, the Illinois group, called
Americans Building Constitutionally, or ABC, advises individuals on how to
channel most of their income through such foundations.

Particularly in light of the new attention focused on the operation, the IRS
. official said, “we will attack ... we sure as hell aren’t going to let these
things go unchallenged.”

" TFor one thing, the official said, IRS agents will seek the membership list of
ABC, which claims more than 800 members in nearly all 50 states. The agents
then will study the situations of the individual members to see if tax exemp-
tion rulings they’'ve received should be kept in force or revoked in a civil
proceeding. If any false statements are found in exemption applications, eriminal
action could result, officials said.

Robert D. Hayes, ABC trustee, noted in Barrington that the organization had
expected the IRS investigation to come “sooner or later.” He said IRS officials
had contacted ABC “about three days ago.” The IRS has indicated it will sub-
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mit a list of questions it would like to have answered about ABC’s activities,
the trustee said.

“We haven’t done anything illegal,” Mr. Hayes declared. “And we’re going
right ahead with what we’re doing,” he said.

Mr. Hayes said ABC officials had told the IRS that its membership list
was regarded as ‘“confidential” and that ABC “wouldn’t divulge” any names.

Some of the individuals, according to the account, haven’t ever sought IRS
rulings conferring tax-free status on their foundations. ‘“Without a ruling,
they’re completely vulnerable,” the official maintained.

The organization’s comments indicate, though, that it disputes the idea that
such rulings are necessary, and officials suspect ABC or its members might well
fight any IRS challenges in court. )

The IRS, however, maintains that Federal law authorizes the service's rul-
ing on tax exemptions. “I suspect we’re going to have a good fight on our hands,
but we won’t lose it for lack of trying,” an official said.

When advance rulings are requested, the IRS usually issues them on the
strength of the organizers’ own statements on the purposes of the foundation
without taking time to thoroghly check them out. Such requests, numbering
more than 14,000 annually, usually appear to be very “innocent,” an official
said, but he noted that whether a group is permitted to retain its exemption
depends on its “actual operation” rather than just its stated purposes.

The matter of determining when tax-free status is justified by an organization’s
activities isn’t a simple one, analysts conceded, and they aren’t ruling out the
possibility that they may have to seek a tougher law from Congress.

As an example of the foundations’ workings, the Wall Street Journal story
described one set up by a Midwest doctor who said his foundation collects all his
fees and in return provides him, tax-free, with a house, a car, a retirement plan
anld insurance, and is providing grants with which his four children are attending
college.

Revenuemen believe the providing of tax-free housing leaves a foundation open
to question. Generally, the only situation in which housing can be provided with-
out giving rise to a tax liability, they say, is when the nature of the job requires
the person to live on his duty post. A doctor ordered to live in a hospital wouldn’t
be taxed on the value of his quarters, for example, one says, “but if he starts
living down the street, he’s open to challenge.”

Another red flag to revenuers is when a foundation gives some of its money
to members of the family that created it. They also are particularly skeptical when
a foundation “pays’” benefits that recipients in the family considered to be tax-
free.

EXHIBIT NO. 12
[From the Washington Post, Oct. 11, 19671}
Tax-ExeMPT FUND PROBE SET

(By Morton Mintz)

Rep. Wright Patman (D-Tex.) set hearings yesterday on possible ‘“massive
tax-dodging” by foundations that are produced on an ‘“assembly line” and sold
with a simple and appealing argument—that tax minimization in a democracy
should not be for millionaires alone.

The first witnesses will be trustees and members of the pioneer foundation-
manufacturing enterprise, the year-old Americans Building Constitutionally
(ABC) of the Chicago suburb of Barrington.

If ABC's success tempts others into the field, Patman said, tax-exempt founda-
tionsg could become as commonplace “as bathtub distilleries were during the
prohibition era”—and could lead to “chaos for the Nation’s tax structure.”

The hearings, which will begin Oct. 30, will be held by Patman as Chairman of
the House Small Business Subcommittee on Foundation. He has contended for
years that the Treasury Department has made—and then only after “repeated
goadings”—a “minimum effort” to curb abuses by tax-exempt foundations.

In announcing the hearings, Patman said that ABC’s promoters “take the
position that tax-dodging—via the foundation gimmick—should not accrue solely
to the Rockefellers, the Fords, the Mellons, the Carnegies and other million-
aires,” and that “ordinary business and professional men should be allowed to do
the same on a smaller scale. It is an argument that is hard to answer. . . .”
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In Barrington, Robert D. Hayes, ABC's trustee and chief administrator, said
in a phone interview, “That is exactly what we believe, and that is the basis for
our operation.” .

A different view of the operation may be taken, however, by the Internal
Revenue Service, which began an investigation in August after a lengthy story
on ABC appeared in the Wall Street Journal. On the ground that it is not
required by law, ABC has not filed an application for tax exemption.

For the Patman hearing, invitations to testify have been sent to Hayes, who
said he would accept; to James R. Walsh Jr., also of Barrington, who is credited
with conceiving the grand plan for ABC; to George Schuyler, president of the
Philippa Schuyler Memorial Foundation of New York City, and to Dr. Michael
R. Saxon, medical administrator of the Saxon Foundation of Aurora, Il

Philippa Schuyler, a 34-year-old concert pianist, was killed recently in a
helicopter crash in Vietnam.

Dr. Saxon is one of more than 800 persons throughout the Nation who, Hayes
said, have paid ABC up to $10,500 each to obtain legal advice and expertise on
tax-exempt foundations. .

According to the Subcommittee, one such ABC-tutored organization, the
Forensic Science Institute, is headed by Herman E. Kimsey of 1723 G st. nw. A
former Central Intelligence Agency official, he handled security for Barry M.
Goldwater in the 1964 Presidential campaign and was a volunteer for the
Schuyler Foundation.

For $1050, Hayes said, an “educational” membership can be bought in ABC.
The buyer gets about 40 hours of instruction on how to use the intricate complex
of trusts and foundations ABC can set up for him. He promises never to divulge
ABCQ's trade secrets. “Why should we educate the competition?” Hayes asked.

For an additional $5250, ABC will set up a specially tailored nonprofit founda-
tion. For a total payment that has ranged between $7000 and $10,500, the
buyer gets the complete ABC package.

One incentive to buy the full package is that the buyer’s foundation becomes
eligible for a $2000 “endowment” out of fees paid by a new member he brings into
ABC, plus $1000 out of fees paid by those the new (second) member brings in,
plus $500 of fees paid by the following generation.

This arrangement is compared by ABC’s Hayes to country club’s. Some in-
vestigators take a less benign view.

Of the $3500 retained by ABC from a membership fee, part is set aside for
defense against legal attacks. Hayes said ABC is paying the legal expenses of
B. Douglas Fahy and Charles R. Billings, Long Beach (Calif.) insurance men.
They have refused to answer a total of 33 questions, some dealing with financial
aspects, in an investigation by State Deputy Attorney General Lawrence R.
Tapper. The dispute is in the courts. Another, continuing investigation is being
made by the consumer frauds section of the office of the Illinois Attorney
General. .

Subcommittee investigator Harry A. Olsher said that in Aurora, Ill, Dr.
Saxon’s foundation collects his fees, employs his wife as “assistant medical
administrator,” has made grants for the college education of their children and
provides the physician with a house, a car, insurance and a retirement plan.

EXHIBIT NO. 13
[From the Philadelphia Inquirer, Oct. 11, 19671
PATMAN PRroBES THE ABC WAY oF How To Avoip TAXES: BECOME A F'OUNDATION

(By Joseph C. Goulden)

W ASHINGTON, October 10.—Rep. Wright Patman (D., Tex.) announced hearings
Tuesday into what he called “the mass production of tax-dodging foundations that
could conceivably wreck the (U.S.) Treasury.”

Hearings opening Oct. 30 will center upon an outfit called “Americans Building
Constitionally” (ABC), of Barrington, Ill.

Patman says ABC has taught some 800 physicians, dentists and other profes-
sional people to create their personal, tax-exempt foundations which enable them
to avoid payment of any personal income taxes.

ABC charges as much as $14,000 for what Patman calls “instruction in tax-
avoiding techniques.” ‘
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Robert D. Hayes and James R. Walsh, ABC organizers from Barrington, a
Chicago supurb, are to be the first witnesses.

“Officials of this outfit are quite frank to admit they are attempting to mass
produce the tax-dodgmg specw.ltles that were once associated only with million-
aires,” Patman said in a statement announcing the hearings.

“It looks as if this group has set up 2 mammoth assembly line for turning out
foundations. )

“If it continues to operate, and, if its success is what I think it could be, other
groups will undoubtedly go into the same business. Tax-exempt foundations will
be as commonplace in this country as bathtub distilleries were during the
PI'Ohl.blthn Era.”

Patman is chairman of a subcommittee of the House Small Business Committee
that has been probing foundations for five years. The committee director, H. A.
Olsher, estimated Tuesday that its disclosures have resulted in tax collections
of some $28 million from seven of the 600 foundations studied.

In essence, ABC shows upper-middle income persons how to establish a “trust”
which assumes title to most of their property, and which collects their professional
fees.

In return, the “beneficiaries” draw a small salary and living expenses. All
funds paid directly to the foundation which “employs” them under contract are
tax-free.

Patman is worried about the ABC deal because “it gets right into the possibility

of massive and popular tax-dodging.”.

INCOME “PERILED”

He says, “When millionaires set up tax-dodging foundations, that’s bad enough,
but when foundations become as common as the Model T once was, then the
Government’s income faces a real and grave peril.”

ABC officers have been guarded in their interviews with Patman’s investigators.
However, their 800 clients are said to come from most of the 50 States, and to
include some salaried persons.

The officers also insist their operation is perfectly legal—and no one has been
aple to prove otherwise, although ABC is under attack in California for what a
deputy attorney general calls “false and misleading” statement to potential
members.

Under the ABC system, the “private’” foundations do not apply for tax-exempt
status from the Internal Revenue Service. Its officers told Patman’s men they
don’t feel they are required to do so—and that they expect a court test of their
contention shortly.

IRS began its own probe of ABC and its client-foundations in August after
Olsher, of Patman’s staff, opened the subcommittee investigation. IRS wants to
determine if the foundations have a legitimate claim to tax-exempt status.

Another investigation is being run by the consumer fraud section of the
Illinois State Attorney General’s office, the result of complaints by the Illinois
Bar Association.

One person familiar with the investigations said a ruling that the foundations
are illegal under tax laws could open a Pandora’s Box of troubles for the persons
who created them.

“A doctor who set up one of these things surrenders title to everything he
owns—house, car, and personal possessions.

CONFUSION FORECAST

“He still controls them through the foundation, but what if the foundation
turns out to be an illegal creature? Regardless of the ultimate ruling, we are go-
ing to have some confusion.”

The subcommittee is also to hear testimony from George Schuyler, the New
York Journahst concermng a foundation honoring his ‘daughter, Philippa, who
was killed in Vietnam in May.

ABC helped Schuyler create the foundation. Henry Cabot Lodge, onetime
Ambassador to South Vietnam, has been listed as a member of the Schuyler
Foundation’s advisory board.

Art oF KEEPING IT

WASHINGTON, October 10.—Americans Building Constitutionally, the Illinois
group under Congressional study for the alleged “mass production of tax-dodging
foundations,” uses a quote from the late Judge Learned Hand in its promotional
material :
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“Anyone may arrange his affairs that his taxes shall be as low as possiablg;
he is not bound to choose that pattern which best pays the Treasury; there is
not even a patriotic duty to increase one'’s taxes.”

According to investigators for Rep. Wright Patman (D., Tex.), ABC is :

teaching ordinary business and professional men to employ the same techniques
which enabled the Fords, the Mellons, the Carnegies and the Rockefellers to put
much of their money beyond the tax collector’s reach.

A case history to be aired in public hearings beginning Oct. 30 is that of Dr.
Michael R.-Saxon, who is listed as “medical director” of the “Saxon Foundation”
of Aurora, Il ’

The foundation was created under Illinois law to do research and develop-
ment in “health, education and welfare.” It claims tax-exempt status.

Dr. Saxon’s role as “medical director” of the foundation permits him to do
pretty much what he did before it was founded—to work as a general practitioner,
with the same office, same patients, and same fees.

Only the fees are paid to the foundation. In return, Dr. Saxon receives a house,
a car, retirement benefits and insurance, all tax free.

Previously, Mrs. Saxon had been her husband’s nurse. Now she is “assistant

medical administrator,” and shares in the benefits.,

The foundation has made “educational grants” that pay college bills for the
Saxons’ four children.

Dr. Saxon’s patients receive bills from the foundation, whose income is not
taxable.

Patman investigators report that Dr. Saxon formed the foundation with the
aid of ABC, and that neither he nor ABC officers see anything wrong with
the arrangement.

ABC offers members a “start-to-finish” foundation plan similar to that created

for Dr. Saxon. Persons who join receive some 30 hours of instruction in how to

take advantage of tax and foundation laws.
The most complete package deal costs members up to $14,000. However, a

person with a six-figure income is said to be able to save much more than that |

amount in taxes in a single year.

Salaried persons can participate if their employers are willing to assign their :

earnings to the beneficiary foundation.
In return, the employee draws a living stipenfl from the foundation.

EXHIBIT NO. 14
[From the Washington Post, Oct. 13, 1967]
IRS Cautions ON LEeeALITY OF PRIVATE TRUSTS

(By Morton Mintz)

The Internal Revenue Service expressed doubts yesterday about the legality of i

‘widely promoted plans for tax avoidance that involve setting up private founda-
tion for doctors, lawyers and others in the upper-middle income brackets. .

The IRS also warned participants that they may yet have to pay the taxes

they are trying to escape by operating a business “under cover of the foundation
as an ‘educational’ or ‘research’ activity.”

The “mere coloration of an otherwise profit-making business with ostensibly
exempt purposes does not make it exempt under the law,” the agency said.

REPLY TO INQUIRIES -

The IRS statement was issued in response to inquiries made after Tuesday’s
announcement by Rep. Wright Patman (D-Tex.) that on Oct. 30 hearings will
be started by his House Small Business subcommittee on foundations.

Patman said the inquiry will concern “massive tax dodging” by mass-produced
foundations and will lead off with testimony from members and trustees of the
pioneer merchandiser in the field, Americans Building Constitutionally (ABC)
of the Chicago suburb of Barrington.

ABC is itself “a trust (not for profit).” Robert D. Hayes, chief administrator
and one of three trustees, has an “educational” foundation of his own, the

R. D. Hayes Family Foundation. In a phone interview Tuesday, Hayes said|



1160

that in the belief it was unnecessary he has filed no apphcatlon for Federal tax
exemption for the Foundation.

TRUSTEE EXPELLED

A second trustee, J. Alton Lauren of Chicago, it was learned, was expelled in
November, 1965, from the American Institute of Real Estate Appraisers for viola-
tion, of its “Bylaws, Code of BEthics, and Regulation No. 10 (Standards of
Professional Conduct.)”

The action against Lauren, an investment and real estate broker, was taken
in confidential proceedings by the Institute’s governing council. Lauren failed to
return phone calls placed by The Washington Post yesterday and Wednesday.

Although not listed as an officer, James R. Walsh Jr., about 50, is credited by
Harry A. Olsher, director of the Subcommittee, with being ‘“the principal archi-
tect” of ABC.

At a meeting in Barrington, Olsher told a reporter, many of the questions he
put to administrator Hayes were answered by Walsh.

Government investigators believe that this is the same man as the James
Roberts Walsh, Jr., who pleaded innocent to indictments returned by grand
juries here—and dismissed on motion of the Government—more than a decade
ago.

On Tuesday, Hayes said he “most certainly will” ask Walsh about the D.C.
indictments. Since then, neither he nor Walsh has responded to phone calls.

In an indictment returned in December, 1964, James Roberts Walsh, Jr., 38, and
another man were charged in the fraudulent sale of a widow’s oil leases. A year
later, Walsh and his late father were indicted for conspiracy, false pretense and
larceny in connection with a scheme to build the “Skyline Country Club” on a
tract in Loudoun County, Va., and Jefferson County, W. Va.

The IRS statement said the agency has been checking for eight months “a
number of foundations” set up as family trusts for tax avoidance. Usually, the
taxpayer turns over to the foundation his business assets and all, or a substantial
part of, his other assets. Then he becomes the foundation’s du'ector or trustee.

POSSIBLE ACTIONS

© As a result of a tax examination, IRS said, “one of several things may happen.”
The possibilties : “All of the income may be taxed to the founder as income earned
by him, or the foundation’s alleged exempt status may not be recognized and the
business income may be taxed in the usual way.”

If an exemption is approved, IRS said, business income might be ruled
“unrelated” and taxed anyway and benefits—cash, property or services—flowing
from the foundation to the founder or his family might be treated as taxable
‘income to the founder.

EXHIBIT NO. 15

[From Medical Economics, Oct. 16, 1967]
How Tax-Free CAN You GET?

While many doctors dream of a tax-sheltered life, Dr. Michael R. Saxon, an
Aurora, Ill, general practitioner, seems to be living it. Dr. Saxon has set up
his own nonproﬁt foundation to run his practice. Instead of paying fees to him,
his patients pay them to the foundation. The foundation, in turn, pays him a
salary. Though that taxable salary is much lower than he formerly netted from
his practice, the doctor also draws many fringe benefits from the foundation,
and he pays no income tax on them.

Among those frmge benefits are maintenance and upkeep on his house and car,
insurance, a pension fund, and college tuition for his four children. Since he
pays no tax on these, Dr. Saxon is quite satisfied with a modest salary. Even
after the foundation pays his fringe benefits, salary, and expenses, there’s still
some money left over. But the foundation pays no income tax on that surplus
because of its status as a nonprofit organization. The G.P. says he’s planning
to use that accumulated capital to improve his medical facilities.

Dr. Saxon’s foundation was described by The Wall Street Journal recently in
an article about an organization known as Americans Building Constitutionally,
or A.B.C. That organization, in Barrington, Ill., is engaged in setting up founda-
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tions for people like Dr. Saxon. It charges a fee of $10,500, which is partially
refundable if the client gets another person to take the organization’s services.

For that $10,500, A.B.C. gives instructions in how to set up a nonprofit foun-
dation. It also provides the legal expertise that a local lawyer can use to set up
a foundation according to the laws of his home state. Part of A.B.C.’s counsel -
is that a foundation should not seek a ruling from the Internal Revenue Service
approving its tax-free status. Dr. Saxon has followed that advice.

Many lawyers feel, however, that a foundation cannot legally claim tax-free
status unless it has gotten such a ruling from the I.R.S. Gustave Simons, a New
York attorney with considerable experience in setting up foundations, agrees
with A.B.C. that a ruling isn’t legally necessary, but feels that it’s a practical
necessity. “Without a ruling,” he says, “the I.R.S. can always claim that a founda-
tion was not in fact entitled to its-tax-free status and can then assess taxes for
any number of past years.” Ordinarily, three years after a tax return has been
filed, it can no longer be questioned by the I.R.S.

Simons has more serious reservations about foundations of the type set up
by Dr. Saxon. These reservations concern the extent of fringe benefits the founda-
tion supplies. “The tuition payments alone could cause the I.R.S. to disqualify the
foundation,” Simons says, “and through the foundation could reimburse a doctor
for ordinary and necessary expenses, it couldn’t pay for more of his house or car
than he could justify as practice-connected. It’s just the same as a doctor in pri-
vate practice claiming all of his home and car as professional expenses without
being able to back up the claims. The I.R.S. wouldn’t stand for it.”

The I.R.S., in fact, has said that it plans to investigate the A.B.C. foundation
setup. As one LR.S. spokesman puts it: “We’re not going to let those things go
unchallenged.”

Simons adds, however, that while some foundations’ practices may be ques-
tionable, a properly set up foundation “could be the best way to solve some
M.D.s’ tax problems.” In many states, he says, medical care foundations may be
organized by qualified groups who maintain a hospital-like facility, such as a
clinic. Doctors involved could benefit from tax-free accumulation of income in a
retirement fund, along with reasonable salaries and payment of bona fide
expenses.

Dr. Saxon says he’s not worried by the I.R.S. threat. “I’m sure that what I'm
doing is permitted by law,” he says. “It’s the same thing, but on a smaller scale,
as the Mayo Clinic. It enables me to prowde for my own and my family’s modest
needs and then to make a contribution to sotiety. I'd welcome the opportunity to
show other doctors how to do it.”

EXHIBIT NO. 16
[From the Wall Street Journal, Oct. 25, 1967]

TRIBULATIONS FOR TRUSTS : MARKETER OF TAX-SAVING FOUNDATIONS FOR
INDIVIDUALS FACEs RIsING TROUBLE

(By Byron E. Calame)

BARRINGTON, Ill.—Troubles are mounting for American Building Constitution-
ally, the organization that claims to be mass-producing tax-saving foundations
and trusts for hundreds of middle-income Americans.

ABC members pay $10,500 for the creation of a package of foundations and
trusts that supposedly will minimize their income and estate taxes. This is
usually accomplished by setting up a nonprofit foundation that takes over the in-
dividual’s business (supposedly making all the income tax-free) and then hires
him to operate it. There are other mechanisms for taking the ABC member’s
house, stocks and other assets off the tax lists.

Now, however, the legality of the tax benefits offered by ABC is under invest-
igation by the Internal Revenue Service, a Congressional subcommittee and
attorneys-general in California and Illinois. One man the various investigators
are particularly interested in questioning is James R. Walsh Jr., who is generally
credited with being one of the principal architects of ABC.

It has been learned that Mr. Walsh, about 50 years old, previously has been
involved in legal difficulties and that apparent discrepancies exist in certain
representations he has made to prospective ABC members and others about his
personal background and experience with foundations and trusts.
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UNDERWORLD LINKS

Mr. Walsh has been linked, in one deposition prepared for the Cook County
(Ill.) Circuit Court, with a savings and loan association that had dealings with
the Chicago underworld. In another proceeding, the same court found that Mr.
‘Walsh participated in a 1963 scheme to “misappropriate”-a total of $365,000 from
the owners of a suburban Chicago apartment project.

Long before this, Mr. Walsh apparently had problems in the courts. He and
another individual were indicted in the District of Columbia in 1954 for allegedly
“tricking” a widow into giving him $3,500 in connection with the sale of certain
oil leases she owned ; however the indictment was later dismissed. In 1955, Mr.
‘Walsh and his father, James R. Walsh Sr., were indicted on charges of grand
larceny after they allegedly took several thousand dollars from a number of
individuals for the development of a country club in Virginia that never ma-
terialized. But this indictment also was dismissed by the Government.

Even before-that, police records in Hot Springs, Ark., show that Mr. Walsh
was convicted on .a loitering charge in March 1940, and served 90 days in jail.
In December 1944, Mr. Walsh was arrested in the District of Columbia and
charged with ‘“assault with intent to Kkill.” However, the charges were never
formally pressed in court, according to the court records. Mr. Walsh couldn’t
be reached for comment on these two incidents.

On earlier occasions, Mr. Walsh, who doesn’t have any official position with
ABQC, has declined to discuss his past or other matters relating to the orgamzatlon
“I’ve had a lot of problems in my life, but you are mvadmg my privacy. At the
proper time, I'll make an explanatlon ”

Robert D. Hayes, managing trustee of ABC, denies any knowledge of most
of Mr. Walsh’s legal difficulties. But he says he plans to check into them and will
‘be “most concerned” if they are true. Meanwhile, Mr. Hayes, who is 66 years old,
says he has complete confidence in the “character” and ‘reputation” of Mr.
‘Walsh. A sales training expert for 35 years, Mr. Hayes says he was introduced to
LgIéGWalsh and his “exciting idea” in 1965 and together they created ABC in early
1966.

Despite Mr. Hayes’ imperturbability, a visit to ABC'’s plush headquarters in a

- converted mansion in this Chicago surburb indicates a few cracks in ABC’s struc-
ture. The Philippa Schuyler Memorial Foundation, which is named for the Negro
pianist killed in Vietnam earlier this year and whose advisory board included
such prestigious names as Henry Cabot Lodge, William F. Buckley, editor of The
National Review, and former Congressman Hamilton Fish, has quietly severed its
ties with ABC.

ABC, which had helped finance the establishment of the Schuyler foundation,
denies that the break with its most prominent member foundation is final. Under
the guidance of ABC, the Schuyler foundation had launched a Vietnamese aid
program last June called “Winning the Peace.” The program attracted nation-
wide attention to ABC, which said last July 26 that member foundations had made
grants totaling more than $30,000 to the program. However, it has been learned
from an officer of the Schuyler Foundation that only about $15,000 in grant money
has actually reached it. Mr. Hayes says ABC has no control over individual ABC-
member foundations that may have failed so far to meet their grant pledges.

Last August, Messrs, Walsh and Hayes told this newspaper that ABC then
had “in excess” of 800 members. Mr. Hayes now concedes that the estimate was
“slightly optimistic.” Other sources close to ABC suggest that the total number of
members is closer to 250.

HOUSE PANEL TO START HEARINGS

Rep. Patman’s House subcommittee on foundations has subpoenaed certain rec-
ords of ABC for hearings that will begin next week. Mr. Hayes and Mr. Walsh
both have been served with subpoenas to testify.

In the civil suit against Mr. Walsh and seven other defendants, in which a Cook
County circuit court judge awarded the owners of the Boxwood Apartment project
in Mount Prospect, Ill., a $365,000 judgment, attorneys for the plantiffs say the
judgment hasn’t been satisfied. Mr. Walsh has declined to comment on whether
he plans to appeal.

The civil court decree states that Mr. Walsh and an associate, George Stan-
aszek, “fraudulently misappropriated or otherwise secreted for thelr own per-
sonal use and benefit” $100,000 in rent proceeds they had collected while em-
ployed to manage the apartment from early 1963 to February 1964. The decree
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says that Messrs. Walsh and Stanaszek, “‘acting in consort” with Louis Verive,
a Chicago area contractor, fraudulently obtained construction loans totaling
$140,000 from Marshall Savings & Loan Association, Chicago, that should have .
gone to the owners of Boxwood.

The decree also states that Messrs. Walsh and Stanaszek, their wives, and
three other defendants misappropriated $25,000 in cash and personal property
from the Boxwood project.

According to a sworn deposition by Charles N. Debes, one owner of the Box-
wood project, taken in another court proceeding dealing with the financially
troubled Marshall Savings & Loan in Cooke County Circuit Court, Mr. Walsh
had been “working for . .. or with” Marshall Savings & Loan in getting -the
present owners to acquire the then uncompleted project. Marshall was taken
over by Illinois state savings and loan officials in January 1965. It has been
disclosed that Marshall made loans on property owned by the late Manny
Sklar, asserted to have been an associate of syndicate gangsters. He was found
dead in a Chicago alley about two years ago. .

Mr. Walsh has been linked to another troubled savings and loan association
in the Chicago area. He was subpoenaed in May 1964 to testify in connection with
the Federal indictment of several officials of Concord Savings & Loan Associa-
tion, which was closed by the state in 1964. The defendants included Frank
-Graves and his son, James, and the indictment involved loans made to the
two Graves by Concord to enable them to take over the association. Informed
sources say that Mr. Walsh is a friend of the Graves. All five defendants charged
in the indictment were found guilty by a jury.

DEFENSE WITNESS’ ROLE

ABC is related to the Concord case in another way. J. Alton Lauren, one of
ABC’s three trustees, was a defense witness in the trial and testified in regard
to inflated appraisals on the property on which the loans were based. Mr. Lauren
recalls that some of his fellow appraisers felt the appraisals he offered during
his testimony was too high. As a result, he says, he resigned from the American
Institute of Real Estate Appraisers in ‘“‘early December 1965.” However, the
records of the appraisers’ institute state that Mr. Lauren was expelled at a
meeting of its governing board on Nov. 15, 1965, for violations of the group’s
code of ethics.

The package of legal documents that ABC supplies to its members represents
an “amalgam’” of knowledge that Mr. Walsh and an associate had pieced to-
gether over several decades, Mr. Walsh said in an interview last August. Mr.
‘Walsh declined to identify his associate other than to say he is a disbarred
Illinois lawyer now in his 90s. He said his elderly associate had been retained
by some prominent New York law firms to help structure some well-known
foundations and trusts.

It has been determined that the associate to whom Mr. Walsh referred was
Harry Morgan Phipps, a 91-year-old disbarred lawyer, who claims to have
drafted the basic trust form being used by ABC. However, he says he only met
Mr. Walsh on April 30, 1960, and knew him for no more than eight months. Mr.
Phipps, who holds a copyright on the so-called “pure trust” form, maintains that
Mr. Walsh and ABC have no right to use the form. However, Mr. Hayes main-
tains that Mr. Walsh has an agreement with Mr. Phipps that permits ABC’s use
of the form. Mr. Phipps also says he has never been retained by any law firm
to create any foundations or trusts.

A California appeals court recently upheld an injunction against the use
of certain misleading and false statements about the benefits resulting from
the use of a Phipps-authored “pure trust” form. The injunction specifically
forbids the use of the statement that no state could regulate the operation of
a ‘“pure trust” because such action would be in contravention of provisions of
the U.S. Constitution. (Mr. Hayes said in a recent interview that one advantage
of an ABC trust created with the “pure trust” form is that the state can’t regu-
late its use because it is based on the constituional right of contract.) When
first filed in October 1963, the California attorney general’s complaint named
Mr. Phipps as a defendant, but Mr. Phipps was dropped from the case after
he left the state in 1965.

Certain aspects of Mr. Walsh’s background prove difficult to confirm. Mr.
Halyes says he recalls Mr. Walsh telling him that he is the son of a former
Congressman from Colorado, appointed to serve out an unexpired term. Mr.
‘Walsh also made this comment to a reporter last August. He later said it was
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his stepfather who served in that capacity but he refuses to give his step-
father’s name. Colorado state officials say no Congressman can be appointed
in their state; a vacancy must be filled by an election.

Mr. Hayes and several other ABC members say it is their “understanding”
that Mr. Walsh received a degree from Fordham Law School. But the law
school says no James R. Walsh, Jr. has ever been graduated.

At least one early member of ABC claims he was specifically told by Mr.
Walsh that Mr. Walsh had helped set up the Mesabi Trust, whose shares are
traded on the New York Stock Exchange. However, a spokesman for the Mesabi
Trustee and a partner in the New York law firm that drafted the trust say
they have never heard of Mr. Walsh.

EXHIBIT NO. 17

[From the Washington Star, Nov. 1, 1967]

ABC-A1mED FoUNDATION CENTERED IN HoTeL RooMm

The international headquarters of the Forensic Science Institute, which its
director describes as a research and development facility for modern crime-fight-
ing techniques, is one hotel room at 17th and G Streets NW.

The room, illuminated by a bare overhead light, serves as the hub of one of the
foundations being investigated by a House subcommittee.

It is an offspring of the Americans Building Constitutionally (ABC), which
is under attack as a “school” for tax-free foundations.

Yesterday Rep. Wright Patman, D.-Tex., said the ABC had given the institute

-a “gr%nt” of $10,500, which the institute then returned to the ABC as a member-
ship fee. :

The disclosure came during the second day of hearings of the Patman’s Small
Business subcommittee on foundations.

Director of the institute—and presently its sole member—is Herman E.
Kimsey, who explained the gift yesterday :

“ABC felt that I had made significant contributions in the field of forensic
science, and that I would make more contributions in the future.”

"He denied that the money was a loan, insisting it was “an outright grant.”

In Kimsey’s signed statement to Patman, he said the check was ‘“endorsed by
myself and returned to their records.” ’

“That looks like kind of a game,” Patman said yesterday. But Kimsey stuck
by his explanation of the maneuver.

Kimsey is a former CIA employee and was security officer for Barry Goldwater
during the 1964 presidential campaign. Two years ago he was one of two in-
structors who introduced a composite picture identification. system to the
Metropolitan Police Department—a system which is now in wide use throughout
the country.

He said his foundation researches ways to give police positive ways of solving
crimes and identifying criminals. For example, he said, testimony by doctors is
only opinion—even though expert. In contrast, fingerprinting is irrefutable fact.

“The institute applies the physical laws of science to criminal investigation,”
he said. “We want to replace opinion by provable evidence.”

He received an initial $5,000 grant, in addition to the $10,500 membership fee,
from the ABC, he said.

“We hope in the future to receive more grants from ABC and others,” he added.

He said the foundation averages about $500 a month in spending.
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