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Testimony of the American Council on Education

Before the

Committee on finance

United States Senate

September 18, 1969

The American Council on Education:

1. Supports the increase of the limitation on charitable contributions from
30 to 50 percent.

2. Endorses the proposal that donors of appreciated long term real and intangible
property be entitled to deduct the full fair market value of the property vithot
including the unrealilsed appreciation in incoe. We see no reason why this
incentive should not be extended to gifts of tangible personal property and
future interests.

3. Oppoees the treatment of unrealized appreciation of gift property in tax
preference income and the Inclusion of charitable contributions within the
allocation of deductions.

4. Doubted whether the alleged abuses in gifts of remainder interests warrant the
implementation of the charitable remainder trust concepts and suggests
there is no reason for denial of a deduction for a traditional legal life
estate.

5. Endorses the denial of deduction for gifts of property, such as fair rental
value, but contends that the language may extend its coverage beyond
Congressional intent.

6. Indorses "Clay-Drovn" and suggests (1) limiting the statute pertaining to
advertising revenue by exempt organization nud (2) certain modifications that
the promise to pay a. annuity is not a debt subjecting an institution to an
unrelated business income tax.

Suggested that if the present unliulted deduction for contributions of estates
or trustee is altered, the change should have no application to irrevocable life
income and annuity gifts created prior to the enactment of the bill.

Be Rcolniseo that there may be a need for colleges and universities to file returns,
but opposes making the name of donors or the mounted paid to highly compensated
employee public information.
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9. Opposes the 7 1/2 percent tax on foundation income and supports a supervisory
fee. Entities associated with higher education should be excluded froe the
definition of and not made subject to provisions governing private foundations.
We believe that restrictions on legislative activity of foundations will seriously
endanger the making of qrsnts to educational institutions.

10. Recognises that colleges and universities have been dependent on tax exempt
bonds and can support only those changes io the law that would not inhibit the
ability of institutions to raise funds at low interest cost.
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XI MIOM (I.R. 13270)

Wilson. Zremta

hu ftM r o £ idtlorvni he Amelican gguncil On Iducallon and 2&h bsoclation

Finance Conmaitto

js~tembr IL M

Mr. Chairman and members of the Comaittese I an Logan Wilson, president

of the American Council on Education, which numbers in its membership 1538 colleges

and universities and associations of higher education. I am accompanied today by

Professor Julian Levi of the University of Chicago, chairman of the Council's Comittes

on Taxation; President William Friday of the University of North Carolina; and

President Landrum Bolling of larlhan college in 3Ichmond, Indiana. The composition

of this panel will suggest to you the Importance of private philanthropic support to

all institutions--public and private alike.

In compliance with the Cornittee's request that testimony be consolidated,

a number of other associatione are joining us in this statement. They are listed on

the cover sheet.

This fall--1969--the United States Office of Education ha estimated the

enrollment of delt"e credit students in American colleges nd universities at 7.1

million. The fact that 42 percent of all of American youth in their middle and late

teens will enroll in a degree credit program in a college or university is the envy of

every nation.
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The financial burdens thus thrust upon higher education are, indeed,

aveeome. The United States Office of Education estimates total current expenditures

for higher education in the 1967-68 academic year on the order of $15.3 billion.

Amnricen colleges and universities have never been In sore serious financial difficulties

as they struggle with rising costs and increasing numbers of students. With

remarkable bipartisan support, the Congress has passed many measures designed to

pride Federal assistance to all our college@ and universities as they strive to meet

these met extraordinary demands made upon them.

From its inception, antedating the formation of the Republic itself,

Amrtean higher education has been dependent upon the generosity of voluntary support.

Federal program which often require university matching funds heighten, rather than

diminlh, the Importance of voluntary support. The Council for Financial Aid to

education has reported that In that same academic year 1967-68 such voluntary support

amounted to $1.57 billion. In other words, higher education rolled on private

philanthropy to provide 10 percent of its operating budget, and that 10 percent is

what has kept our Institutions solvent. State-controlled colleges and universities

received almost 20 percent of this total support. The survival and quality of public,

as veil as private, higher education in this nation Is dependent upon greatly

increased voluntary support over the coming years.

We believe it is not only sound public policy but good economics for the

Congress to do all in Its power, through tax incentives, to Increase and broaden

voluntary support from the private sector. Iverthless, we understand and agree

that tax policies, which affect all citizens, should be scrutinised regularly in an

effort to uncover abuses and to bring about greater equity.

While in our view general Federal tax policy, as true throughout history

of the Internal Ravenue Code, should provide an incentive for giving to higher

education, we would exclude any result which would leave any donor with an overall

profit. We would require that the result of his gift invariably be to decrease

t

0
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his net worth and that higher education mat not engage in transactions solely for

the tax benefit of any donor.

Moreover, higher education and its friends muat argue from fact rather

than conjecture. Accordingly, the attention of the committee Is called to two studies

accompanying this statement-.the first sponsored by the American Council on Education

entitled ittee gL J 11 Higher JIMsta.o, analysing approximately two and one-half

million donor transactions resulting in gifts of $1,034,000,000 to higher education

in the year 1962-63; the second sponsored by the American Aluaii Council, the

Council for Financial Aid to Education, and the National Association of Independent

Schools entitled Volutal 2l gL o education 1267-68. The findings of these

studies as they bear upon the Issues here presented will be referred to specifically.

It Is In this spirit that ve offer the following comments on several issues

before you.

The Council, In testimony before the House Ways and Means Comittee,

supported and continues to support certain clear reform. However -

Legislation presently before this Committee limits the right of the taxpayer

to deduct the fair market value of appreciated property through application of

allocation and limited tax preference restrictions. The findings of the American

Council on Education and the Council for Financial Aid to Education studies are

crucial in explaining our grave concern as to these sections.

Higher education Is extraordinarily dependent on large gifts. The American

Council on Education study of 1962-63 giving disclosed that of an aggregate 2,453,186

donor transactions accounting in total for $1,034,836,277 of support, 21,753 donor

transactiona of over $5,000 accounted for $774,881,482. Loes than one percent of

all donor transactions account for approximately 75 percent of all support (page 15).

Of that $1,034,836,277 of all voluntary support, $794,350,838 or 76.7 percent

vas received in the form of cash; $183,308,097 or 17.7 percent wu received in the
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form of securities; and $57.177,342 or 5.6 percent wae received in the form of property

(page 24).

Gifts of security and property are mt often received from the Individual

donor and the average esie of donor transactions is significantly greater in gifts

of securities or property than cash (page 17).

The Council for 71nancial kid to Iducation study for 1967-68 shows that

Individuals, aluma and non-almni, account for more than 47 percent of all voluntary

support (pap 67). Moreover, the study concluded that "Aluni support now stands

alone as the fastest growing and mot stable source of voluntary contributions."

(page 5).

Studies carried out by eighteen representative Pennsylvania colleges

and universities disclose that in the three years comencing July 1, 1966, and

eadt June 30, 1969, an average of 40.6 percent of outright gifts received from

Individuals consisted of securities. The em pattern is repeated in state after

state.

It is thus a fair statement that in the years ahead colleges and universities

will be Increasingly compelled to seek support from individual donors whose patterns

of giving consist to a most significant degree in gifts of securities. These

transactions are, of course, voluntary. They reflect the generosity and concern

of the Individual donor who ought to be immediately aware of the tax consequences of

that generosity. Otherwise, the Incentive cannot operate.

We are advised that allocation and Imited tax preference restrictions

a now proposed can actually lead in some circumstances to the Imposition of

additional taxes against the donor by reason of his having made a gift. while in

future years credits for such tax payments may be carried forward, their utility

depends on the continued life of the taxpayer and the contingencies of his

financial position. Moreover, calculation of these reductions is Inconceivably

complex. We include in Appendix A an Illustration. To those of the Committee and

staff who read it we wish to give assurance that we are not engaging in ridicule

or satire. We embarked on a serious enterprise In order to determine the effects

of the proposed law. Our conclusion is that literally no Institution and no donor

8
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can come cloes to determining In advance the tax effect of a major gift. Without

such determination It esem Improbable that the gift vil be made.

At best the practical effect vii be to limdt the tax Inceutive

to a short fey weeks at the end of the taxpayer' accounting tax year. Tax

consequences, since they are related to tax preference income or allocation in any

one year, may be markedly different in any one year as compared to another. Donors

vill tend to concentrate gifts In one year rather than another. lntelligent

institutional financial planning will be gravely handicapped.

Moreover, as shown by the Council for Financial Aid to Iducation Report,

approximately one-half of all funds raised by higher education are for capital purposes.

often the result of campaigns fulfilled by pledges or subscriptions for future years.

These pledge are viewed as moral, rather than legal, commitments. The complications

of litlted tax preference and allocation formulas will seriously jeopardize their

collection.

Private Foundations
Section 4945 defines taxable expenditures made by private foundation@ and

Imposes a tax on the private foundation equal to 100 percent of such expenditure

and upon the foundation manager equal to 50 percent of the expenditure. Taxable

expenditures are defined as any amount paid or incurred by a private foundation to

'carry out propaganda or otherwise attempt to influence legislation"

further defined as including but not limited tot

"(1) any attempt to influence legislation thr. agh en attempt to affect

the opinion of the general public or any segpnt thereof and

"(2) any attempt to influence legislation through private communication

with any member or employee of a legielative body or with any other

person who may participate In the formulation of the legislation."
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While Section 4945 attempts to exclude "non-partisan analysis or research"

from the interdiction of the law, the broad language of the statute and the penalty

imposed will, as a practical matter, eliminate foundation support of college and

university activity so essential that the Congress and state legislatures have

over and over again turned to higher education.

We are, of course, aware of many examples of such university service as

will be called to your attention. One evident case, however, arises from work

performed over many years by university law schools for the Coumissioner# of Uniform

State Laws and for the Trustees of the American Law Institute. These law schools

are uniquely qualified to perform these assignments which, while non-partisan,

by their very nature are directed to the drafting and passage of uniform legislation

over the nation to the end that national justice or economic growth be not

impeded by state lines of jurisdiction. Almost invariably this work has been supported

by private sources.

We are gravely concerned with several provisions in H.R. 13270 that pertain

to life income gifts, and in the technical analysis that follows we make a number

of recomendations concerning them.

We are also concerned with the definition of private foundations which

would, we believe unintentionally, include a number of educational organizations

within that category. Our recommendations for change are also included in the analysis

that follows.

The Committee will be hearing directly from many public witnesses on the

proposal to impose a partial tax through the LTP provision on income from tax-exempt

bonds. We wish to point out that to the extent this proposal increases interest

changes or decreases the marketability of such issues, colleges and universities,

especially public institutions, will find it that much more expensive to borrow

for the construction of facilities.

10
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Thank you, Mr. Chairman, for giving us this opportunity to appear. Our

panel will be happy to answer your questions.
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STATEMENT OF T:1E AMERICAN COUNCIL ON EDUCATION

Technical Analysis and Proposals

A. LIMIT ON TAX PREFERENCE AND ALLOCATION OF DEDUCTIONS

I. Problem

The most damaging provisions of the House tax bill, insofar as gifts

to colleges, churches, hospitals and other public entities, are those

requiring inclusion of unrealized appreciation in gift property as a "tax

preference" for the purpose of the limit on taxpreference (LTP) (Section

301) and the allocation of deductions (Section 302). The proposals

result in an indirect tax on the unrealized appreciation reducing the tax

benefit of the contribution below the limitations otherwise imposed by

the bill. For this reason alone, they could severely reduce the substantial

gifts of major donors which play such an important role in the support of

institutions of higher education, public and private. Moreover, the

complicated computations required would affect a taxpayer's income not

only in the year of gift but in later years and make the planning of such

gifts difficult, if not impossible.

The limit on tax preference provides in effect for a minimum tax.

Under this a taxpayer's preference income which escapes taxation cannot

exceed his taxable income. Under the allocation of deductions, virtually

all of an individual's itemized deductions must be allocated in part to

preference income which may be received without imposition of either penalty.

Under other sections, the bill provides that an individual donor may

deduct the fair market value of certain kinds of appreciated property (real

and intangible (securities) capital assets) which have been held for more

13
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than 12 months without being required to include the unrealized appreciation

in income provided Lhe donation is to a church, college, hospital or public

entity (as redefined). The inclusion of that unrealized appreciation in

the computation of the minimum tax and the allocation of deductions is

not consistent with these sections and inappropriate for the following

reasons:

1. All of the other items of preference income represent actual

income received by the taxpayer which escapes taxation either through

exclusion (i.e., tax exempt municipal bond interest and the untaxed

portion of long-term capital gains) or the granting of an offsetting

unrealistic deduction (i.e., excess depletion, excess farm loss and

excess depreciation).

2. By its nature, the appreciation in property so given is "unrealized"

and not received by the donor but by the donee institution.

3. The donee institutions are limited to those clearly operating in

the public interest as defined by Congress.

4. The inclusion of the unrealized appreciation as a tax preference

for LTP and allocation of deductions actually represents a fourth limitation

on the charitable contributions deduction. The first is the limitation

itself (50 percent under the propos,,d bill). The second is the limitation

on the gift of appreciated property (30 percent under the proposed bill).

The third is the requirement that charitable contributions be allocated in

part to tax preference income as proposed in the allocation of deductions

section.

14
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5. Said inclusion, in effect, represents a double limitation on

deductions within the allocation of deductions proposal itself, the donor

losing the benefit of his deduction (a) by being required to allocate any

charitable contribution in part to all tax preference income and (b) by

being required to allocate not only all of his charitable contributions

but also all of his other itemized deductions in part to the unrealized

appreciation in gift property.

6. The combination of LTP and AOD is such as to severely penalize

the generous donor who may wish to make a gift of appreciated property

with no intent of realizing on the full benefit of the deduction. For

example, a donor who makes a gift of appreciated property which substantially

exceeds his ordinary income (a not uncommon event) may in the year of the

gift, as a result of the inclusion of unrealized appreciation in LTP and

AOD, increase his taxable income two or three fold and his taxes in the

initial year four, five or six fold. Although provision is made for

recapture of a portion of this penalty tax in later years, the recapture

will be entirely uncertain and dependent upon the unpredictable circumstances

in those later years and indeed upon the taxpayer's very survival.

7. The inclusion of unrealized appreciation as a tax preference

will discourage those major gifts by generous donors on which colleges,

churches, hospitals and similar public entities are so dependent, not

only because the benefit of the deduction will be seriously curtailed but

also because of the complicated nature of the computation required. This

results from the interdependence of factors, some of which are wholly

15
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unrelated to the charitable contribution itself. No donor will be able

to make plans for an orderly procedure with respect to the making of major

gifts insofar as taxes are concerned since the benefit of the deduction

will not be known until the very end of each tax year, if then. With

respect to carryover gifts and satisfaction of pledges, this will be

especially damaging. While it is demonstrably difficult for a donor to

determine the effect of a gift in the year of contribution, it may well

be impossible for him to estimate the effect of a contribution pledged

for or carried over to a future year. In such case, the unknowns include

not only the donor's future economic situation but the possible realiza-

tion of other "preference income" (such as long-term capital gains), his

other charitable commitments and even the likelihood of his survival

II. Proposal

That the unrealized appreciation in gift property be excluded from

the definition of "tax preference" in both the limit on "tax preference"

and the "allocation of deductions" through the deletion of Section 84(c)(t)(A)

as added by Section 301(a) of the bill (page 166) and the renumbering of

the subsequent subsections.

16
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B. GIFT OF APPRECIATED PROPERTY

I. Problem

It is recognized that in certain limited instances a high-bracket

donor of appreciated property which, if sold, would give rise to ordinary

income or short-term capital gain may be in a better position financially

as a result of having made a contribution than he would had he sold the

property in question. For this reason, the provisions of the proposed

bill which would require a donor of such property to limit his deduction

to his tax basis in the property or include the unrealized appreciation as

income if he elects to deduct the fair market value of the property have

merit. Where the property is a capital asset which, if sold, would give

rise to long-term capital gain, then the donor clearly departs irrevocably

with an asset and the deduction recompenses him only in part for his loss.

The encouragement of such gifts to colleges, churches and public entities

as redefined would, therefore, clearly seem to be in the public interest.

Indeed, the curtailment of this tax incentive might well be disastrous

to the fund-raising activities of such charities operating within the

public sphere. While it is imperative to retain this tax incentive as

proposed in the present bill with respect to gifts of long-term appreciated

real and intangible property, there seems no logical justification for

excluding from this general rule gifts of tangible personal property and

gifts of future interest in property.

17
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Tangible Personal Property - The abuses with respect to the gifts of

tangible personal property have been largely eliminated by other provisions

of the bill or by administrative procedures within the Internal Revenue

Service. Thus, under other provisions of the bill, collections of personal

papers will produce ordinary income if sold as will paintings created by

the donor himself. (Section 513 of the bill (pages 285 through 287).)

The deduction for gifts by such a collector or creator will, therefore,

be limited to the donor's tax basis or the donor will be required to

include the unrealized appreciation in income.

In the past, Justified concern has been expressed with respect to

the valuation of art objects. This abuse has been curtailed or largely

eliminated through an improved audit program and the creation of a special

advisory group to assist the Commissioner of Internal Revenue. Indeed, the

valuation problem will not be eliminated under the bill because the donor

will be entitled to deduct the fair market value if he includes the incre-

ment in income.

The restrictive rule proposed by the bill could have a disastrous

effect on generous gifts of works of art, manuscripts and the like to

university museums, art galleries and libraries whose collections are

dependent on such contributions.

Gifts of Future Interests - Donations of future interests have becn

of substantial value to c'iurches, colleges, universities and hospitals.

This method of giving antedates the tax laws and has been of special

importance to small educational and charitable institutions which do not

18
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have access to major donors. Insofar as a donor of modest means is

concerned, this may be the only way in which he can make a substantial

gift to the institution of his choice.

Traditionally, such gifts are made in the form of property - a home

or farm wtich te donor retains for his life or securities - from which

tie donor realizes a sufficient income to protect himself or his family

during lifetime, with an irrevocable commitment to public or charitable

use thereafter. The limiting of the donor to his tax basis for the

purpose of computing the gift or the requirement that he include the

unrealized appreciation in his income would impose such a burden on these

donors that they will be precluded from the making of such gifts. There

seems no logical reason why the donor of such property should not be

entitled to the same benefits as the donor who can afford to part

irrevocably with an appreciated asset of substantial value.

I. Proposal

Section 170(e) as amended by Section 201(c) of the proposed bill

would be amended by striking subsections (B) and (C) of subsection (2)

and the last paragraph of subsection (2) with corresponding deletion of

"(A)" at the beginning thereof. (Pages 123 and 124)

19
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C. LIMITATION ON GIFTS BY INDIVIDUALS

I. Problem

Increase in Individual Limitation from 30 Percent to 50 Percent - The

bill provides for an increase in the limitation on charitable contributions

deduction from 30 to 50 percent for gifts to churches, educational institu-

tions and public entities. While this will be of limited influence in

encouraging gifts, the proposed increase should be approved.

Appreciated Property - The bill also proposes that there be a special

limitation on the gift of appreciated property to 30 percent of the contri-

bution base even though made to a college, cliurch or hospital (with an

appropriate carry forward). There seems to be little reason for this

discrimination. In any event, the limitation should be not in terms of the

value of the property but in terms of the unrealized appreciation which

escapes taxation as a result of the gift to a qualified charity. It is

to be noted that the 30 percent limitation on the unrealized appreciation

will further limit donations by major donors.

II. ProposaL

That subsection (J) of 170(b)(l) as added by Section 201(a) of the

bill (page 116) be deleted or, if retained, t'he limitation therein should

be expressed in terms of "the total deduction for that portion of the

charitable contribution which is attributable to appreciation in the

value of property not included in Rross income shall not exceed 30

percent of the taxpayer's contribution base."

20
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D. CHARITABLE REMAINDER TRUST

I. Problem

Under the bill, a deduction for the fair market value of a remainder

interest for income, estate and aift tax purposes would be allowed only

if the gift is made to a "charitable remainder annuity trust" or "charitable

remainder unitrust." A "charitable remainder annuity trust" is one which

requires payment of a sum certain annually for a term of years or the life

of the person. A "charitable remainder unitrust" requires that a fixed

percent of the net fair market value of the assets computed annually be

paid not less than annually to the life tenant. (Section 170(h) added by

Section 201(e) of the bill (pages 127, 128); Sections 2055(e)(2) and

2522(c)(2) added by Section 201(h) of the bill (pages 130-134).) In both

cases the remainder must pass to the qualified donee institution or be

held by the trust for its use. Under the bill, neither trust will be

subject to tax on gains or undistributed income. (Section 664 as added

by Section 201 of the bill (pages 135-137).)

This provision is traceable to a tentative decision of the Ways

and Means Comnittee announced by Chairman Hills on May 27, 1969:

"to adopt a provision under which the charitable contribution
deduction would be recaptured in whole or in part where the
investment policies of the trust -as between the income and
the remainder beneficiaries - are not consistent with the
assumptions on which the deduction was originally computed."

It is obvious tat the Committee was not able to draft the provision con-

templated and, in the alternative, adopted the unitrust concept originally

21
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put forth in the so-called Surrey Report setting forth tie recommendations

of the prior Administration. Clearly, the purpose is to obviate te

possibility that, through their investment policies, the life tenant may

be benefited at the expense of the remainder interest passing to the

charity.

Although the Surrey Report gave examples of situations under which

a donor might obtain a charitable deduction based upon a remainder which

would not in fact ultimately pass to the charitable remaindermen, the

abuses thus specified are subject to correction under the present law

either through imposition of ordinary local trust law concepts on the

responsibility of the trustee or because the arrangement in fact constitutes

a fraud of the tax laws. Further, although the charitable remainder trust

concept as written into the law may curb :he alleged abuse of improper

investment policies, it is not clear that it will not create an opportunity

for further abuses based upon the trust concepts as they apply to the

taxation of beneficiaries receiving income therefrom.

The proposalould eliminate a deduction for the traditional life

income gift, namely, a reservation of a life estate in real property

with the property passing outright at the death of the tenant or tenants

to the church or college. There can be no investment abuse in such an

instance and, therefore, there should be no reason why the tax advantages

of making such a gift should not be retained.

Whatever the merits of the "charitable remainder trust" concept, no

change in the statute should affect the income, estate and gift tax

22
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consequences of irrevocable transfers made prior to December 31,

1969.

The bill proposals would require that the deductions be determined

on the basis of tie value of the property transferred and the annual

amount of percentage payable regardless of investment policies of the

fiduciary. This means that the deduction will be the same regardless

of the institution which' is benefited or the amount of income realized

by the fund. The concept has the disadvantage of making it possible,

indeed likely, that the principal of the trust will be invaded to make

the required payments. While this is proper with respect to the annuity

trust, it may be improper insofar as the ordinary remainder trust is

concerned, reacting to tie disadvantage and detriment of te remaindermen

by reason of the invasion of principal. Also, it should be made clear that

in tie case of either "trust" the benefit may be payable to one or more

life tenants.

It is suggested that the abuses are not such as to require a drastic

change in the manner of making ordinary life income or annuity gifts.

Regardless, the incentive to fund such gifts with appreciated property

should be retained. (See "Gift of Appreciated Property" above.)

If the Comittee believes that the abuses are such as to require the

placing of charitable remainder gifts in the straitjacket of the charitablee

remainder trust" concept, then great care should be exercised to make certain

tat the application of this new concept and other concepts included in the
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bill will not unfairly affect ordinary life income and annuity gifts here-

tofore created by executed will or irrevocable trust. The effective date

with respect to deductibility for income tax purposes should be no earlier

tian taxable years beginning after December 31, 1970. Certainly, there

is no reason to apply ttis rule retroactively to April 22, 1969, as

proposed in the bill since even the announcement of Hay 27, 1969, contem-

plated an entirely different rule than that ultimately adopted by the Ways

and Means Comittee in its bill. By the same token, change in the estate

tax deduction should only affect wills executed after December 31, 1969.

With respect to irrevocable charitable remainder trusts created prior to

December 31, 1969, the estate and gift tax deduction should be allowed

under the rules in effect at the time of the creation of the trust.

Finally, as noted below, a trust will no longer be entitled to an

unlimited deduction for an amount permanently set aside as under present

law. This rule should not be applicable with respect to irrevocable life

income or annuity gifts created prior to December 31, 1969, since the

burden of such a tax~as applied to capital gains realized by such trusts

will be borne almost entirely by the charitable remaindermen.

II. Proposal

I. Amend subsection (2) of Section 664(d) as added by Section 201(i)

(page 137) by striking "and" at the end of t'ie subparagraph (A) and sub-

stituting in its place "or", by relettering subparagraph "(B)" as subpara-

graph "(C)" and by substituting after subparagraph (A) the following:
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"(8) From which the transferor retains a legal life
estate in real property."

2. Amend subsections (A) of subsections (1) and (2) of subsection

(d) of Section 664 as included in Section 201(1) (pages 136, 137) by

adding in each case after the words "a person" "or persons" and modify

the remainder of the section accordingly.

3. Hake it clear in the legislative history that the fixed percentage

may be different for each year provided the differing percentages are

established in the instrument at the outset.

4. Amend subsection (A) of Section 664(d)(2) as included in Section

201(i) by adding after the words "valued annually" "(or a fixed percentage

of the net fair market value of its assets, valued annually or the net

income, whichever is the lesser)." (The legislative history should make

it clear that the deduction shall be computed on the assumption that the

fixed percentage will be paid. It should be clear that this is an

alternative which is available to the donor and donee institution.)

Effective Dates

I. Subsection (5) of Section 201(j) (page 138) shall be amended to

provide that "The amendment made by subsection (e) shall apply to a transfer

in trust made after December 31, 1969."

2. Subsection (A) of paragraph 7 of Section 201(j) (pages 137,138)

shall be amended to provide that "The amendment made to subparagraph (2)

of Section 2055(e) by subparagraph (I) of Section 201(h) shall apply with

respect to irrevocable transfers in trust made after December 31, 1969,

and wills of decedents executed after December 31, 1969."
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3. Subparagraph (8) of subparagraph (7) of Section 201() (page 139)

shall be amended to provide that "rhe amendment made to subparagrapit (2)(A)

ot Section 2522(c) as amended by subsection (3) of Section 201(h) shall

apply with respect to gifts made after December 31, 1969."

4. Subparagraph (8) of Section 201(j) (page 139) shall be amended to

provide that "The amendment of subsection (I) shall apply to transfers in

trust made after December 31, 1Qb9."

5. Subparagraph (b) of Section 201(j) (page 138) shall be amended to

provide "'lo amendment made by subsection (f) shall apply to amounts paid,

permanently set aside or to be used for a charitable purpose alter

December 31, 1969, provided that this amendment stiall not apply with

respect to a trust created by an irrevocable transfer prior to December 31,

1970."
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E. COMMON TRUST FUND - COMMINGLED INVESTMENT FUND MAINTAINED BY ONE
OR MORE COLLEGES OR UNIVERSITIES

I. Problem

For a number ol years the Internal Revenue Service has questioned

whether common investment of life income and annuity gilt lunds received

by colleges, universities and similar entities, either with the endowment

fund o the exempt entity or in a separate pool, may constitute an associ-

ation taxable as a corporation under IRC Section 7701(a)(3) and Regulations

301.1701-2. In certain instances it has suggested that the same rule

should apply with respect to a common endowment investment fund maintained

by more than one college or university. The position of the Service is

apparently based in large measure on the enactment o1 a special provision

with respect to the common trust funds of banks. (Section 584)

Many life income and annuity gifts are relatively small and the only

reasonable procedure with respect to investment is to commingle them

either with the endowment fund of the institution or in a separate pool

maintained for such purpose. The institution has a vested interest as

remainderman of the property or indeed may be the legal owner of the

property itself, having incurred only a contractual obligation to pay income

or a fixed amount to the life tenant. It is difficult to believe that

the Government has any interest in preventing thme commingling of such

funds for investment purposes.

By the same token, there seems every reason to encourage colleges

and universities, particularly small institutions, to commingle their

funds for investment purposes it order to have the advantages of a balanced
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portfolio, vltich are now available only to institutions wit:, substantial

endowments.

Regardless of the merits of the Internal Revenue Service position,

the implied threat to rule that such entities ate taxable as corporations

deters educational institutions from following reasonable and appropriate

investment practices which the Congress should encourage. It is suggested

that the Code be amended to make it clear that the common investment of

life income and annuity gift funds and charitable remainder trust funds

or the creation of a common investment pool by more than one college or

university does not give rise to an "association" taxable as a corporation.

II. Proposal

That Section 501 be amended by adding thereto the following subsection

(f) and that existing subsection (f) be renumbered as subsection (g):

"(f) Common Trust Funds -

"(A) Definition - For the purpose of this subtitle
the term 'common trust fund' means a fund maintained by
one or more organizations described in section 170(b)(l)(B)
exclusively for the collective investment and reinvestment
of moneys and property contributed to one or more of the
participating institutions, whether or not all or a portion
of said moneys and property is subject to the obligation
on the part of one or more of the participating institu-
tions to pay either an income for life or an annuity or to
make payments under a charitable remainder annuity trust
or charitable remainder unitrust as defined in section
664(d).

"(B) Taxation of Common Trust Fund - A common trust
fund shall not be subject to taxation under this chapter
and, for purposes of this chapter, shall not be considered
a corporation."
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F. CHARITABLE DEDUCTION FOR THE RIG11T TO USE PROPERTY

I. Problem

In the tentative decision announced Hay 27 and the legislative

history, the Ways and Means Committee indicated a determination to dis-

allow a charitable deduction for the contribution to a charity of the

right to use property or, in other words, the fair rental value. The

bill (Section 201(a)(3)) would add subsection (8) to IRC Section 170(b),

denying a deduction for a charitable contribution for "less than (a

taxpayer's) entire interest in property other than through a charitable

remainder trust", stating "that a contribution by a taxpayer of the right

to use property shall be treated as a charitable contribution of less than

a taxpayer's entire interest in said property." The provision goes far

beyond the stated intention of the drafters which the Committee explained

was to deny to a donor the "double benefit (of) giving a charity the right

to use property which he owns for a given period of time." (H.R. 91-413

(Part 7) (page 57).) It, apparently, would result in denial of deduction

for a partial interest in property, such as a fractional interest, as vel

as for a legal estate in property, such as a remainder after life estate.
There seems no reason why the provision should not be limited to the denial

of a deduction for the use or fair rental value of property.

II. Proposal

Subsection (8) of Section 170(b) as added by Section 201(a)(3)

(page 121) should be amended to read:
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"No deduction shall be allowed under this section for
a charitable contribution by a taxpayer of a right to usepro~pert y."
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G. CLIARITABLE CONTRIBUTIONS OF ESTATES OR TRUSTS

I. Problem

Under Section 642(c), an estate or trust is granted an unlimited

deduction for amounts "paid or permanently set aside" for charitable

purposes. With the apparent purpose of requiring a current benefit to

charity wVere a deduction is involved, the bill proposes that a deduction

be available only for amounts "paid" during the taxable year or within

the following taxable year if the fiduciary elects to credit the payment

to the prior year. (Section 201(f), pages 128-129) There seems no

reason for the application of this rule to estates where, under the

present Code and regulations, termination and, therefore, ultimate distribu-

tion is required at the earliest possible date. With respect to irrevocable

trusts created prior to the effective date of the Act as proposed (or

January 1, 1970, as suggested herein), the rule should not apply. As

indicated above, this has special application to ordinary life income gifts

where the donor has irrevocably committed nis property in a trust for tax

purposes, the income of which is to be paid to a life tenant or tenants

and the remainder of which is to pass outright to the charity. By cheir

nature, these trusts cannot be amended. If the proposed change is made

applicable to "amounts paid, permanently set aside or to be used for

charitable purposes after the date of enactment of this Act", then gains

realized from the sale of any assets during the term of the trust subse-

quent to that ddte will become taxable. Almost the entire burden of this

tax will be borne by the charitable remaindermen. For this reason, the
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rules in effect at the time of the creation of the trust should be

retained and the gains should not be taxed. Relief provisions should be

included for situations where except for circumstances beyond the control

of either the fiduciary or grantor, the payment must be postponed, such

as in the case of a tax dispute or legal dispute as to the terms of the

trust.

II. Proposal

I. See subparagraph 5 under "Effective Date" proposals with respect

to charitable remainder trusts.

2. IRC Section 642(c), as amended by Section 201(f) of the bill,

should be amended by striking the words "estate or" from the first line

and adding at the end thereof "In the case of an estate, there shall be

allowed as a deduction in computing its taxable income (in lieu of deduc-

tions allowed under Section 170(a) relating to charitable contributions

and gifts) any amount of gross income without limitation which, pursuant

to the terms of the governing instrument, is during the taxable year paid

or permanently set aside for a purpose specified in Section 170(c)."

3. The conforming amendments of subsection (2) should be adjusted

accordingly and a special provision should be included with respect to

the allowance of the deduction where the trust is prohibited from making

the distribution under circumstances beyond the control of the grantor

or fiduciary.
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H. FOUNDATIONS

1. Tax on Foundation Income

I. Problem

The bill proposes a 7-1/2 percent tax on foundation income. It

would appear that any "tax" imposed on private foundations will actually

be a burden borne by the beneficiary organizations to whom the required

distributions must be made. Thus, the tax would appear to be punitive in

nature and serving no public purpose.

It is recognized that the activities of some private foundations are

suci as to require that the Internal Revenue Service conduct continual and

extensive audit and review of the receipts and expenditures of all. It is,

therefore, appropriate to suggest that the private foundations be required

to pay a registration or audit fee which will provide the Treasury with a

sum sufficient to cover the expenses of said review. This should be a fee

and not a tax. In the first place, the tax, although modest, is subject

to increase. Second, if a tax is imposed by the Federal Government, then

the states will seek to impose a similar levy. Indeed, in the case of

some states, this will be automatic since their laws are dependent upon the

Federal statutes.

1I. Proposal

A "supervisory fee" should be imposed on "private foundations" which

is sufficient to provide revenue to cover the costs of audit and supervision.
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2. Definition

I. Problem

A serious problem is presented because of the approach taken by

the Ways and Means Committee with respect to tie definition of private

foundations. Instead of attempting to define a "private foundation" as

such, the Committee originally defined a "private foundation" as any

501(c)(3) organization except a church, college, hospital and publicly

supported and operated entity. It was obvious that such a definition

would bring within the purview of the "private foundation" provisions

many entities, including those associated with colleges and universities,

which should not be subject to the strictures of the bill. Accordingly,

two additional exceptions were included in an attempt to exclude from

the definition of "private foundation" entities which are in fact organized,

operated and controlled in the public interest. One is based upon an

established relationship between a foundation and one or more churches,

colleges, hospitals or public entities. The other is based in the main,

on the receipt of funds from the public. In both cases, restrictions are

imposed to make sure that such entities are not in fact controlled directly

or indirectly be interested individuals ("disqualifed persons").

It is apparent that these definitions are not sufficiently broad as

to encompass all those entities which should not be treated as private founda-

tions, More important, there remains considerable doubt as to the status

under these proposals of many entities which are organized and operated to
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carry out the functions of colleges and universities, such as joint

ventures (encouraged by Federal and state governments), entities which

are separately organized under Section 501(c)(3) because oF the problems

of state law (particularly as they affect public institutions of higher

education) and associations of colleges and universities. Since the

nature of such exempt entities is infinitely varied, the expansion of

these definitions must in fact be on a piecemeal basis. However, several

comments should be made with respect to the expanded definition as included

in the bill:

a. Subsection (3) of Section 509(a) as added by Section

101(a) of the bill (pages 15 through 17) excludes from the defini-

tion of "private foundation":

"(3) an organization which --

"(A) is organized, and at all times thereafter
is operated, exclusively foc the benefit of, to
perform the functions of, or to carry out the purposes
of one or more organizations described in paragraph
(1) or (2),

"(B) is operated, supervised, or controlled by
one or more organizations, or in connection with one
organization, described in paragraph (1) or (2), and

"(C) is not controlled directly or indirectly
by one or more disqualified persons (as defined in
section 4946) other than foundation managers and other
than one or more organizations described in paragraph
(1) or (2); and"

It was originally proposed that (A) and (B) be in the conjunctive,

the limitation of subsection (C), preventing direct or indirect

control by disqualified persons. "(C)" appears to eliminate the
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problem which concerned the Committee the most, namely, the

possibility that an organization directly related to one or

more colleges or universities or similar exempt entities might

still be under the "control" of an individual or his family or

related parties. The legislative history makes it clear that an

organization, to be entitled to exclusion under this section,

must meet the tests of (A), (B) and (C). If this is so, then

it becomes important to examine carefully the provisions of

(A) and (B).

With respect to subparagraph (A), the word "exclusively" is

traceable to the basic exemption provision. It is argued that

under this provision the word does not actually mean exclusively

but "primarily." It is suggested that the word "primarily"

should be substituted for "exclusively" if this is what is

intended. Such an amendment is clearly appropriate in view of the

fact that many of the organizations which should be excluded from

the definition of private foundation under this section do have

certain minimal activities which might remove them from the purview

of this section if the word "exclusively" is narrowly interpreted.

For example, many associations of colleges and universities have

followed the practice of admitting to associate or similar member-

ship other 501(c)(3) organizations which serve in one way or another

the purposes of higher education. Some of these 501(c)(3) associates

are "private foundations" within the meaning of the bill. It might
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be argued that such an association of colleges and universities

is not operated "exclusively" for the benefit of its controlling

member institutions.

Secondly, there seems no reason whatsoever to limit "in

connection with" to one organization. If an institution must

meet the tests of both (A) and (B), then (B) should read "in

connection with one or more organizations described in paragraph

(1) or (2)." If an institution is organized primarily for the

benefit of a church, college or public entity and is operated,

supervised or controlled by or in connection with one or more

such public entities, then it should not be treated as a "private

foundation" if, in fact, it is neither controlled either directly

or indirectly by a "disqualified person or persons."

b. The provisions of subsection (2) of the same section

are unnecessarily restrictive as regards the source of public

support. To a limited extent there is no reason why gifts of

disqualified persons should not count in determining the one-

third support which indicates broad public interest. There also

seems no reason to penalize a foundation which otherwise meets

the test of "broadly supported organizations" because it is well

endowed and, therefore, has a substantial grose investment income,

particularly if it is made clear as in the case of (3) that such

an organization is not controlled directly or indirectly by a

"disqualified person."
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There are many organizations which, for one reason or another, may

not be able to qualify for exclusion from the definition of private founda-

tion without a modification of their governing itistruments or adjustment

of their method of operation. The statute should encourage such entities

to operate in the public sphere by meeting the tests which qualify them

for exclusion. Regardless of the merits of the organization and its real

purposes and activities, if it was a "private foundation for its last tax-

able year ending before May 27, 1969," it will be treated as such unless

its status is terminated under Section 508 with all the penalties and

taxes imposed by Section 507. This is entirely inconsistent with the

general purposes of the private foundation provisions. Indeed, it is

inconsistent with the provisions which grant "private foundations" at

least until the beginning of 1972 to modify their charters in such a way

as to meet the new rules established by the statute. Since in most cases

the changes will be of form rather than of substance, a transition period

should be afforded within which an organization can adjust itself to come

within the definition of those institutions which are not private foundations

within the meaning of Section 509.

II. Proposal

I. Subsection (A) of subparagraph (3) of Section 509(a) as added by

Section 101(a) (page 16) of the bill should be amended by deleting the

word "exclusively" and substituting in its place the word "primarily."

2. Subsection (B) of subsection (3) of Section 509(a) as added by

Section 101(a) of the bill (page 16) should be amended to read as follows:

38



- 27 -

"is operated, supervised, or controlled by or in connection
with one or more organizations described in paragraph (1) or
(2)."

3. Subparagraph (2) of Section 509(a) as added by Section 101(a) of

the bill (pages 15 and 16) should be amended in accordance with the

recommendations made above and in the light of special circumstances to be

brought to the attention of the Committee.

4. Subsection (b) of Section 509 as added by Section 101(a) of the

bill (pages 16 and 17) should be amended to read:

"If an organization is a private foundation (within the
meaning of subsection (a)) for its last taxable year ended
before January 1, 1972, such organization shall for the
purposes of this title be treated as a private foundation for
each succeeding taxable year (1) until it is determined that
the organization is no longer a private foundation (within
the meaning of subsection (a)) in such manner as the Secretary
or his delegate may by regulations prescribe or (2) unless its
status is terminated under Section 508."
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3. Restrictions on Grants to Colleges, Churches, Hospitals and
Similar Exempt Entities

I. Problem

The bill as proposed imposes severe penalties not only on private

foundations but on any foundation manager with respect to the making of a

"taxable expenditure." Under the bill, a taxable expenditure means any

expense "paid or incurred by a private foundation (1) to carry out

propaganda or otherwise attempt to influence legislation, (2) to influence

the outcome of any public election (including voter registration drives

carried on by or for such foundation)." (Section 4945(b) as added by

Section 101(b) of the bill (page 44).) A further subsection provides

that "for the purposes of subparagraoh (1) (see above) taxable expenditure

includes, but is not limited to, (I) any attempt to influence legislation

through an attempt to affect the opinion of the general public or any

segment thereof and (2) any attempt to influence legislation through

private communication with any member or employee of a legislative body

or with any other person who may participate in the formulation of legisla-

tion, other than through making available the results of nonpartisan

analysis and research." (Section 4945(c) as added by Section 101(b)

of the bill (page 45).)

Although the legislative history indicates a narrow purpose, the

statute, as can be seen, is extremely broad. Any direct or indirect

activity might result in the imposition of severe penalties to the founda-

tion and/or its trustees or officers. Colleges, universities and their
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related exempt entities are the recipients of many grants which result

in reports and recommendations which could be considered to come within

the purview of these broad provisions. The support of private founda-

tions is essential to these clearly educational activities of colleges,

universities and similar entities. As a result of the restriction,

private foundations will be prohibited from making perfectly legitimate

grants to such entities operating in the public sphere because of the fear

of the imposition of penalties through the activities and reports of the

recipient grantee organizations.

Private foundations should be free to make grants to such public

entities without the fear of the imposition of penalties on the foundations

and their managers. This is consistent with other provisions of the same

subsection which permit grants to such organizations without the imposition

of "expenditure responsibility" (Sections 509(b)(4) and 4945(b)(4) as added

by Section 101(b) of the bill (page 44)) and individual grants which

"constitute a fellowship or scholarship at an educational institution

described in Section 170(b)(1)(B)" without specific requirement that the

grantor demonstrate that the purpose of the grant is to "achieve a

specific object, produce a report or other similar product or improve or

enhance a literary, artistic, musical, scientific or other similar capacity

skill or talent." (Section 4945(e) as added by Section 101(b) (pages

46 and 47). Section 4945(b)(3) of the same provision (page 44).)
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II. Proposal

Subparagraph (b) of Section 4945 added by Section 101(b) of the

bill (page 44) should be amended by adding the following subsection (6):

"Paragraphs (1) and (2) of this subsection shall not apply
with respect to a grant to an organization described in (1), (2)
or (3) of Section 509(a)."
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I. UNRELATED BUSINESS - CLAY BROWN BILL

I. Problem

The bill includes a section which would enact the so-called Clay

Brown Bill, extending its application to virtually all nonprofit institu-

tions, including churches. Under this, such entities would be taxed on

their "unrelated debt financed income" - in other words, income from

investments in rea', personal or other property traceable, directly or

indirectly to borrowed funds. It is obvious that the attempt to relate

investments to borrowing will present the greatest difficulty from an

administrative point of view. Nonetheless, the bill as modified through

various drafts has been endorsed by the colleges and universities through

representative organizations. It retains certain provisions which were

added at their request, including a provision which would in effect suspend

the tax with respect to real property acquired by an institution with

borrowed funds for its exempt purposes if the real property is actually

reduced to use by the college or university for its exempt functions

within ten years.

One special problem is presented in connection with the definition

of "obligation." At the request of certain organizations, the bill made

it clear that the promise by an institution to pay an annuity would not in

itself constitute a "debt" for the purposes of the imposition of the

statute. Since life income and annuity gifts have traditionally been

funded by property, the statute should also make it clear that the promise
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to pay an income for life will not constitute a debt. On the assumption

that the "charitable remainder trust" concept will be retained in the

bill and that Congress will recognize the appropriateness of funding

such gifts with appreciated property, it is suggested that the section

dealing with annuities be amended to make it clear that the acceptance

of a "charitable remainder trust" gift will not be considered to give

rise to a debt obligation subjecting the institution to an unrelated

business tax by reason of the funding of the charitable remainder gift

with property, whether appreciated or not.

II. Proposal

Subsection (5) of Section 514(c) as added by Section 121(d) of the

bill (pages 103 and 104) should be amended by deleting the whole thereof

and substituting in its place the following:

"(5) CHARITABLE REMAINDER TRUSTS.--The teri 'acquisition
indebtedness' does not include an obligation to make payments
under charitable remainder trusts as provided in Section 664."

(The legislative history should make it clear that property received under

life income and annuity gifts heretofore created will not be affected by

the provision.)
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J. UNRELATED BUSINESS - TAXATION OF ADVERTISING REVENUE

I. Problem

In an obscure provision of the bill (Section 121(c)), there is

added to Section 513 a new subsection (c) entitled "advert-sing activities."

This is apparently intended to give statutory support to the regulations

which imposed the unrelated business tax on the advertising revenue

received by an exempt organization in connection with publications, radio

stations or other media. The provision, however, is stated in general

terms which may have application well beyond the concept of taxation of

advertising revenue proposed in the regulations. It states:

"An activity does not lose identity as a trade or business
merely because it is carried on within a larger aggregate
of similar activities or within a larger complex of other
endeavors which may or may not be related the exempt
purposes of the organization."

This rule would apply with respect to "any activity which is carried on

for the production of income from the sale of goods or performance of

services." The provision is so vague as to permit application of the

unrelated income tax to integral parts of a single activity solely on the

basis of return of income and without application of the general concepts

with respect to unrelated trade or business. The provision should be

narrowly confined to the provisions of the regulations. It is to be

noted that, under the present regulations, an exempt publication which

is published at a loss would not be subject to the tax. Such an interpretation

of the proposed statute might not be warranted.
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K. INCOME TAX RETURNS

I. Problem

Under Section 101(d) of the bill subsection (a) of Section 6033

would be amended to remove the exemption from filing returns which now

obtains in the case of certain organizations, including churches and

colleges and universities. Thus, colleges and universities would be

subject to the samn reporting requirements that now apply to all 501

(c)(3) organizations unless the Secretary determines that "such filing

is not necessary to the efficient administration of the Internal

Revenue laws." (Pages 57 through 60) If the Committee deems it

necessary that colleges and universities and similar organizations

file returns, it should not impose upon such entities the same require-

ments with respect to reporting as are imposed upon private foundations.

In particular, such entities should not be required to make public the

additional data which is now to be required of private foundations,

namely, the names of substantial contributors and the compensation of

trustees and highly cpmpensated employees. The publication of such

data could seriously affect the fund raising activities and operations

of such entities without any real.benefit accruing to the public.

Under Section ll(d)(2) of the bill all 501(c)(3) organizations

would have to report the "names and addresses of all substantial contribu-

tors" and the "compensation and other payments made * * * to 'foundation

managers (trustees and the like) and highly compensated employees.' The

relevance of such information insofar as "private foundations" are
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concerned is clvar. There seems to bi no purpose, in requiring churches,

colleges, hospitals and similar public entities to include such nlnorma-

tion in the returns to be filed by them. The requirement that such

information be made public under Section b104 could be very detrimental

not only to the operation of such entities but also to their fund raising

activities. While it is appropriate to talk in terms of "highly compensated

employees" of private foundations, the term has little or no meaning it used

in connection with a college or university. Publication of the names of

the substantial contributors (presumably those making gifts of more than

$5,000) would deter such gifts since such donors are notably reluctant to

have such information made available to the public for no other reason than

the demands of other organizations. It is suggested that the increased

reporting requirements not apply in the case ot institutions which are

not "private foundations" within the meaning of the new bill.

II. Proposal

1. Subparagraph (2) of SeLtion 101(d) of the bill (page 58) be

amended by deleting subparagraph (C).

2. Subparagraph (d) of Section 101 of the bill be amended by renumber-

ing subparagraph "(3)" as subparagraph "(4)" and inserting as subparagraph

(3) the following:

"(3) Section b033 is amended by adding the following:

"(C) Certain organizations described in Section
501(c)(3) (other tlin organizations described in
509(a)(1), (2) or (3)). Every organization described
in Section 501(c)(3) (other than an organization described
in Section 509(a)(l), (2) or (3)) which is subject to the
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requirements of subsection (a) shall furnish annually
additional information at such time and in such manner
as the Secretary or his delegate may by forms or regula-
tions prescribe, setting forth:

"(I) the total of the contributions and
gifts received by it during the year, and the
names and addresses of all substantial contributions,

"(2) the names and addresses of its foundation
managers (within the meaning of section 4946(b)(l))
and highly compensated employees, and

"(3) the compensation and other payments
made during the year to each individual described
in paragraph (2)."
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L. TAX EXEMPT MUNICIPAL BONDS

I. Problem

State institutions of higher learning have for many years been

dependent on the issuance of tax exempt bonds for the financing of

dormitories and all kinds of facilities. The issuance of similar

bonds by state authorities has played an increasingly important role

in the financing of dormitories and educational facilities at private

institutions. Any change in the tax law which would materially affect

this source of financing could be extremely detrimental to the future

of all institutions of higher learning, public and private.

Under the bill, individuals who would be indirectly taxed on their

exempt income to the extent that such income is included in computing

the "Limit on Tax Preference" and the "Allocation of Deductions" pro-

visions. After a ten-year transitional period, all interest on other-

wise exempt obligations would be included for the purposes of computing

the "Limit on Tax Preference." After a similar ten-year transitional

period, interest on all Government obligations issued after July 12,

1969, would be taken into account for the purposes of computing the

"Allocation of Deductions." (The Administration is opposed to the inclusion

of tax exempt interest on state and local bonds as "preference income"

for the purposes of the "Limit on Tax Preference" in part because of

Constitutional objections.) Under the bill, corporations, including banks,

would not be subject to a direct or indirect tax with respect to tax

exempt state and municipal bond interest.
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Under Sections b01 and 602 of the bill (pages 317 through 321),

states and municipalities would be encouraged to elect to issue fully

taxable bonds in lieu of bonds, the interest of which is exempt from

Federal income tax under Section 103. Under Section 602, the Federal

Government would provide the state instrumentality with an interest

subsidy of a fixed percent of the interest yield on each issue of obliga-

tions with respect to which such an election is made. The subsidy would be

not less than 30 percent nor more than 40 percent until 1975 and not less

titan 25 percent nor more than 40 percent thereafter. The interest subsidy

percentage would be established on a regular basis by the Secretary of

the Treasury before each calendar quarter to which It applies.

11. Proposal

It is difficult, if not impossible, to estimate the effect of either

the bill or the Administration proposal on the capacity of colleges and

universities, public and private, to finance essential dormitories and

facilities through the issuance of tax exempt bonds or, in the alternative,

Federally subsidized bonds. However, any change in the law with respect to

the exemption should be made only if the Committee is satisfied that it

will not inhibit the ability of educational institutions to raise such

funds at low interest cost.
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American Council on Education
APPENDIX A

APPLICATION OF TIE LIMIT ON TAX PREFERENCES
TO CHARITABLE GIrTs Or APPRECIATED PROPERTY

This memorandum deals with the calculations required by the Tax Reform
Act of 1969 as passed by the House (H.R. 13270) on August 7, 1969 (the
Bill) with regard to (I) application of the "limit on tax preferences
(LTP) to gifts of appreciated property to charity and (ii) the alloca-
tion of charitable deductions.

Section 301(a) of the Bill, adds a new Section 84 to the Internal Revenue
Code of 1954 (IRC) listing five "items of tax preference" (See. 84(c)(1)),
as follows:

(i) charitable contributions of appreciated property;

(ii) the excess of accelerated over straight-line depreciation;

(iII) interest on certain governmental obligations otherwise
exempt from taxes;

(Iv) certain excess farm losses;

(v) and the 1/2 of long term capital gains deductible from
gross income.

These items of tax preference are to be added to the taxpayer's adjusted
gross income (computed without regard to LTP) and one-half of this stun
then establishes the taxpayer's"limit on tax preference" (LTP) except
that in no event will this limit be less than $10,000. (Section 81(h)
and (d) of IRC). To the extent the sum of the "items of tax preference"
exceed the "limit on tax preference" the excess is treated as a "dis-
allowed tax preference" and is included in the taxpayer's gross income
(Section 84(a), (b) of IRC). The amount so Inrluded is to be considered
derived proportionately from each "item of tax preference" (Section 811(e)
of IRC), while the total of tax preferences up to the "limit," are de-
nominated "allowable tax preferences."

However, not all of the appreciation in property donated to charity must
be treated as a "item of tax preference" in the year of gift. It is only
that part of the appreciation that is equal to:

the amount of the deduction (determined without regard
to Section 277) for charitable contributions under
Section 170 or 642(c) allowable for the taxable year
• . . (Section 84 (c) (I) (A)).

Thus, before it can be determined how much of the appreciation given to
charity is "preferential," it is necessary to ascertain the amount of the
deduction to which the gift gives rise. In this respect, the parenthetical
phrase -- "determined without regard to Section 277" -- is important.
Section 277 is a new provision in the IRC (Section 302(a) of the Bill)
providing for the allocation of certain deductions, including charitable
deductions between the taxpayers adjusted gross income (i.e. income sub-
ject to tax) and his allowable tax preferences (i.e. exempt income or
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deductions giving rise to exempt income). By by-passing the allocation
calculation, the Bill has the effect of rendering all of the appreciation
given to charity within the Section 170 percentage ceiling on charitable
deductions as a "item of tax preference," even though the taxpayer may
not be entitled to deduct all of that appreciation because of the alloca-
tion requirement. This would seem to be an important conceptual error in
the Bill.

Leaving aside this problem of the allocation by-pass, the first step in
determining how much of a gift of appreciation to charity is preferential
is to ascertain how much of the appreciation is potentially deductible
under the Section 170 ceiling on deductions. Section 170(a) of the IRC
will remain unchanged, and it simply permits the deduction of charitable
contributions. Section 170(b), which establishes limits on the deduction,
is substantially revised to permit a taxpayer to deduct all of his gifts
of appreciated long-term capital assets (held for 12 months or more) up
to 30% of his "contribution base." Thus, it is obviously necessary to
compute the taxpayer's "contribution base" before it is possible to de-
termine how much of his gift of appreciated property is in the words of
the-new Section 84 within the Section 170 deduction ceiling and hence an
"item of tax preference."

"Contribution base" is defined as "adjusted gross income" increased by
the "allowable tax preferences" as determined under Section 277(c)(2).
Under Section 277(c)(2), "allowable tax preferences" are the total of all
"items of tax preference" determined under Section 84(c) not included in
the taxpayer's gross income (i.e. not disallowed), provided they exceed
$10,000.

So here we are. In order to determine his "limit on tax preferences"
(LTP), the taxpayer must first know the total of his "items of tax
preference." In the case of a gift of appreciated property to charity,
he cannot determine this until he knows how much of that gift is deducti-
ble under the Section 170 ceiling. To ascertain this deductible amount,
however, he must first compute his "contribution base." But he cannot
compute the "base" until he knows what part of the donated appreciation
is within his LTP and hence an "allowable tax preference." The circle
is complete. Neither the Bill nor the Committee Report gives us any
clue to avoiding this circle.

An explanation for this circularity can perhaps best be found in the
concepts that seem to have guided the thinking of the House Ways and
Means Committee on the matter of "tax preferences" and in.the..'.Committee's
failure to distinguish between gifts of appreciated property and the other
four "preferential" items. This discussion will also explain why the
policy objective sought by the Bill cannot be achieved by simple arith-
metic calculations of the type traditionally used in the Tax Law. Rather,
a complex of three and perhaps four simultaneous algebraic calculations
are required.
The Committee Report is cognizant of the close inter-relationship that

exists between the limtt on tax preferences and the allocation of deduc-
tions. It states:
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"Under the bill, individual taxpayers may be subject
to the limit on tax preferences, as well as being
required to allocate their deductions. The bill pro-
vides in effect that (I) such a taxpayer is to first
apply the limit on tax preferences (that is, to add
back to taxable income that part of non-taxable income
in excess of SO per cent of total income), and (2) he
then is to allocate deductions between adjusted gross
income as modified in step (I) and the allowed tax
preference Stems." (Committee Report, p. 83.)

This statement is revealing for it establishes that in the Committee's
mind, all five of the "items of tax preference" are tantamount to items
of "non-taxable income," even though this is only strictly true of the
tax exempt bond income and the one-half of long term capital gains that
is deducted (excluded) in the computation from gross to adjusted gross
income. The Committee explains:

"Under present law, there is no limit on how large a
part of his income an individual may exclude from tax
as a result of the receipt of various kinds of tax
exempt income. Individuals whose income is secured
mainly from tax-exempt State and local bond interest,
for example, may exclude practically all their income
from tax. Similarly, individuals inay pay tax on only
a fraction of their economic income, if such income is
derived primarily from long-term capital gains (only
one-half of which are included in income) or if they
enjoy the benefits of accelerated depreciation on real
estate. Individuals may also escape tax on a large part
of their economic income if they can take advantage of
the present special farm accounting rules or can deduct
charitable contributions which include appreciation in
value which has not been subject to tax."

In the terms of reference used by the Comittee, there is a certain
similarity between gifts of appreciated property and the other items of
"tax preference," in that they all directly or through deductions may
give rise to what the Committee characterizes as "tax exempt income."
But the difference is much more fundamental. All of the other "items
of tax preference," except gifts of appreciated property, arise out of
transactions by which "economic income" flows to the taxpayer. In the
case of tax exempt bond income and the capital gains deduction, the
economic income is simply not taxed. In other cases, sch as excess
farm losses and accelerated depreciation, the economic income is par-
tially or wholly off-set by deductions which bear no reasonable rela-
tionship to the costs of producing that income.

Thus, by-treating these other items as "preferential," the Bill is
designed to capture for tax purposes some part of this otherwise tax-
exempt economic benefit, either directly or through adjusting the de-
duction to more nearly reflect the actual costs of producing the
associated income. And in all cases the "preferential" amount is sus-
ceptible of measurement by an independent standard. In the case of
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exempt bon,! income aind the excluded capital gains, the total amount of
exempt ecolmic li benefit is the measure of the preference; in the ciis.
of accelerated depreclation and excess farm losses, ti "preF'erence" i,;
tile di fiereice teen the depreciat ion or farm expense deduct ion actually
clainied and the more accurate measure of straight-line depreciation ti, f,
current costs of fatining.

None of this holds true for gifts of appreviated property. In mak ing
the gilt the taxp;Iycr has not produced any economic income. lie has,; 1,ivti
away irrevocably tih economic benefit it the donated prtoperty withIout ally
ecOlitbmiC return. iller(, is no "tax-exempt" income assciated with tile gi
which u' can capture.

Because of this fact, there is no other nmasure of the amount of "prefere;,ce"
except tih amount of the deduction to which the taxpayer is actually entitled
by reason of tile gift. lin the case of the other "preferential deductions"
the fact that the transactions in question give rise to economic inc'mne Me.lns
that the preference can be measured by reference to an Independently dettr-
mined standard representing the reasonable costs of producing that ic(oNii.
In the case of appreciated property, there is no economic income, so that
the only standard available for meaisuring the taxpayer's preference is tl.e
amount lie could otherwise actually deduct were LTP not in the picture.

It is this fundamental fact that produce-s tie, circularity in the Bill.

For in addition to taxing some part of a payer's exempt income through
LTP, the Bill also seeks to require taxpayers to allocate some part of
their deductions against the exempt income not reached by LP (i.e. throw
that deduction away). However, in the ease of gifts of appreciated prop-
erty It is the deduction alone that determines how much exempt income is
in the picture, yet because of allocation the amount of the deduction
cannot be determined without knowing the amount of exempt income. In short,
the Bill has produced a tax-scheme containing two wholly interdependent
variables.

Quite clearly it is the recognition of this circularity of calculations
that led to the stipulation in this Bill that a donor of appreciated
property is to determine his L without going through the step of
allocating his deductions (Section 84(c)(1)(A)). But as already stated

*Parenthetically, it might be noted that because a gift of
appreciated property represents in its entirety ali economic "bss to thie
donor-taxpayer, the deduction for that gift reflects a government decision
to partially compensate him for his loss. This is quite unlike the exemp-
tion and deductions associated with the other prefteences which are
measures to increase the taxpayer's economic gain froin certain types
of transactions. This governmental compensation for loss could be pro-
vided directly -- by paying the taxpayer -- or indirectly through the
tax laws (i.e. shifting some part of the economic loss from the taxpayer
to the government in the form of a revenue loss). But if the government
chooses the deduction r echanism, it must of necessity permit the donor-

(footnote cont inted)
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this means that he is forced to treat as preferential all of the donated
appreciation up to the percentage ceiling on deductions, regardless of
how much of an actual preference he has as :asured by the actual amount
he can deduct. Quite clearly this expedient can produce some serious
distortions .*

taxpayer to take his deduction entirely against income unrelated to the
gift transaction. To not allow this is simply another way of saying that
the taxpayer should bear the whole cost of the gift. And to apply LTP to
gifts of appreciated property is simply a device for reducing the compen-
sation the government is prepared to give the taxpayer as an incentive to
making the gift. Now obviously, the government could achieve its cost re-
duction purpose directly by simply reducing the amount that may be deducted
in respect of gifts of appreciated property. But it has already done this
by the special 30Z/ ceiling. It apparently wants a second crack through LTP,
a most anomalous position when the Committee justifies its own proposal to
increase the deduction ceiling in order:

" . . . to strengthen the incentive effect of the
charitable contributions deduction for taxpayers generally."

Apparently taxpayers who give appreciated property do not qualify as
"taxpayers generally" although they may provide a very substantial portion,
if not the predominate portion, of the private support of some of the most
imporLant of the Nation's charitable enterprises.

**This can be demonstrated by the example of two donors, each with
income of $50,000 who make identical gifts of $100,000 of zero basis prop-
erty. Assuming next that the income of one donor is divided $30,000 in the
form of tax exempt bond income and $20,000 in the form of salary, while in
the income of the second donor is entirely in the form of salary. Now, of
course, because of the circularity of the "contribution base" calculation,
it is not possible to make an exact computation for these tw taxpayers.
however, in ,rder to understate the distortion we will assume that the
second donor, with $50,000 of salary income, has the higher contribution
base and hence, the larger charitable deduction as well as a larger tax
preference because of his gift. Actually the first donor has a maximum
deduction of $40,000 (30% of $120,000) and the second donor a maximum
deduction of $15,000 (30% of $150,000). After computing LTP and ascertain-
ing the allowable preferences, it will be found that the-donor 3/5 of whose
income in the form of tax exempt interest ends up with a taxable income of
only $3,620 less than the donor whose income is 100% in the form of salary.
While part of the explanation for this extraordinary result lies in the
fact that the first donor has a lower maximum deduction than the second,
the bulk of the discrepancy can be attributed to the fact that while the
adjusted gross income of the donor with tax-exempt income is being increased
through LTP by more than 200%, allocation has reduced his deduction to less
than 45% of his modified adjusted gross income. While in the ease of the
donor with all of his income in the form of salary, his deduction is about
15% of his adjusted gross income even after allocation.
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However, even if the Bill's by-passing of the allocation requirement is
retained, there is a further circularity in the calculations which con-
tinues to make the Bill unworkable. It is still necessary under the
Committee Bill to determine the donor-taxpayer's percentage limitation on
charitable deductions. Calculation of this maximum deduction would be
quite straightforward were the percentage simply applied agdaist adjusted
gross income as under current law. But -- for obviously correct reasons --
the Bill applies the percentage against a new expanded base, called the
"contribution base," which is the total of adjusted gross income and
"allowable tax preferences." Hence, another circle. Before you can com-
pute the "Limit on Tax Preferences" you must at least know the maximum de-
duction even if you do not know the actual deduction after allocation.
But the maximum deduction depends upon the "contribution base," and this
latter is dependent upon knowing how much of the appreciation is within the
"Limit on Tax Preference." Bill provides no avenue of escape from this
circularity of calculations.

In sum, as applied to gifts of appreciated property, the three inter-
related provisions of the Committee Bill -- the Limit on Tax Preferences,
the percentage limitations on charitable deductions and the allocation
of deductions -- suffer from two basic defects:

***It is not possible, for example, to avoid the problem by
computing the maximum deduction as a percentage of adjusted gross income --

as under current law. For, as the Treasury recognized when it first sug-
gested these ideas to the Committee, the moment the allocation of deduc-
tions principle was introduced it became necessary to expand the base for
this percentage calcdlation to include any exempt income against which
part of the deduction was to be allocated. In the Treasury's words, this
measure was necessary:

"In order to prevent the distortion which would result from measur-
ing the percentage limitation for the maximum charitable 'contribution
deduction by reference to adjusted gross income while at the same
time disallowing part of that deduction on the basis of excluded
items which are not part of adjusted gross income."

The Treasury's point can be illustrated by the case of a donor with AGI
of $10,000 and exempt income of $10,000 who makes a $10,000 gift of zero
basis stock. If the deduction ceiling were computed as a'per..cent of
AGI alone, he would have a maximum deduction of $3,000 to be allocated
50/50 against AGI and exempt income, so that his actual deduction would
be $1,500 or 15% of his income subject to tax. Another donor with $20,000
of AGI and no exempt income who makes the same gift would have both a maxi-
mum deduction and an actual deduction of $6,000 or 30% of his income sub-
ject to tax. By including the exempt income in the base for computing
the first donor's percentage ceiling, the first donor becomes entitled
to a maximum deduction of $6,000 (30% of $20,000) which after allocation
results in an actual deduction of $3,000 or 30% of his income subject to
tax.
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(i) The calculation of LTP without going through the
allocation procedure can produce serious distortion in
measuring the extent of preference associated with a
gift of appreciated property; and

(i) The calculations called for by the Bill -- even
permitting the distortion In (i) to stand -- are unworkable
by ordinary arithmetical means.

Point (ii) is best illustrated by taking the simple case of a donor with
salary income of $30,000, tax-exempt interest income of $20,000 who gives
$100,000 of long-term capital assets to charity in which his cost basis
is $10,000. As can be seen in Appendix A, it is totally impossible to
follow the language of the Bill step-by-step and determine his "contribu-
tion base" or his LTP.

Now, of course, there is at least theoretically a way out of this dilemma.
It is to recognize that in principle a gift of appreciation is to charity
"preferential in nature" only to the extent it gives rise to a charitable
deduction against other income and that, uder allocation, the deduction
cannot be ascertained without knowing how much of the gift is "preferential."
Or, in other words, the solution, if any, lies in recognizing that the com-
bination of LIP and the allocation of deductions pose a problem in the
simultaneous resolution of three, and perhaps four, unknowns which are
completely interdependent; a calculation carried out, if at all, by the
use of some highly complex algebraic equations.
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APPENDIX A

Assume donor has: salary income of:$ 30,000

tax exempt
interest income: $ 20,000

makes gift of
approximately: $100,000 ($10,000 over)

(1) Determination of the Items of Tax Preference (See. 84(c) (1) (A) & (C)):

Gift of Appreciated Property

Step I -- Section 84(c) (1) (A)defines as an "item of tax preference":

"The amount of the deduction (determined without regard to

section 277) for charitable contributions under Section 170 . . .

allowable for the taxable year which is attributable to

appreciation in the value of property not included in gross

income (determined without regard to this section).

Step 2 -- Next Step is obviously to Look at Section 170.

Section 170(a) (1) states:
"There shall be allowed as a deduction any charitable contribu-

tion (as defined in subsection (c) payment of which is made

within the taxable year . . .

(We assume that in this example the donor's gift

is a charitable contribution under subsection. (c )).

Section 170(b) (1) (A) states:

"In the case of an individual, the deduction provided in

subsection (a) shall be limited as provided in succeeding

sub-paragraphs of this paragraph.
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Sub-paragraph B establishes a limit of 30)6 of

"the taxpayer's contribution base" for contribute iois

to six different categories of charitable institutions.

Sub-paragraph C establishes a general limit of 20N of

the "taxpayer's contribution base" and provides that

the 30% limit in sub-paragraph B is on top of the 20%

limit in sub-paragraph C for a potential total of 50%.

Sub-paragraph J states:

"(I) In the case of appreciated property to which

subsection (e) does not apply subseetion (e) is not

applicable in our examplc7, the total deductions for

contributions of such property under subsection (a)

for any taxable year shall not exceed 30 per cent of the

taxpayer's contribution base."

"(ii) Itontains special rules for carryover of

deductiots in excess of 30%_7

Step 3 -- Next step is obviously to determine 30% of the "taxpayer's

contribution base"

Section 170(b) (6) states:

"Contribution base defired - For purposes of this section, the

term 'contribution base' means adjusted gross income . . .

increased by the allowable tax preferences as determined under

section 277 (c) (2) ."

Thus, ignoring the effect of LTP on adjusted gross income

(see last parenthetical phrase under section 84(c) (1) (A) above), the

taxpayer inour example has a"contribution base"of $30,000 +

allowable tax preferences.
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Step 4 -- Next step is obviously to determine the taxpayer's "allowable tax
preferences"

Section 277( ) (2) defines "Allowable Tax Preferences":

"(A) General Rule - The term 'allowable tax preferences'

means the excess (if any) of the total items of tax

preference determined under section 84(c) (but only to

the extent that such items are not included In gross

income under section 84) as modified in paragraphs (B),

(C) and (D), over $10,000 ($5,000 in the ease of a married

person filing a separate return).

Since we are still trying to calculate LTP, no part of

the appreciation given to charity has been included in

gross income under section 84, neither are subparagraphs

(B), (C) & (D) applicable, hence we must return to

section 84(c) to ascertain the amount by which the

"items of tax preference" exceed $10,000, but if we

return to section 84(c), we are referred to §170(b) (1) (J),

under which we must know the contribution base. This, in

turn, refers us to section 170(b)(6), where we are re-

ferred back to section 277(c)(2)(A), and the circle

continues.
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SUMMARY OF STATEMENT

BY

IlI'RM'N I.. TRAUJTMAN
PROFESSOR OF LAW

VANDERBILT UNIVERSITY

SUBJECT: CHARITABLE REMAINDER TRUSTS UNI)ER II.R. 13270

PRINCIPAL POINTS

I. The effective dates provided in Section 201 (j) for the income
tax, gift tax, and estate tax provisions of II.R. 13270 con-
cerning charitable remainder trusts should not be approved.

a. No reference is found in the pamhlet entitled
"Tax Reform Proposals Contained in The Message from
T epF'sdc_-nt- A - rl-2l, 1969"-pu-Tshed by te-
Treasury April'2.l 4. -

b. Many irrevocable gifts to colleges and universities
were completed between April 2?, 1969 and the intro-
duction of Ht.R. 13270 without an adequate opportunity
to comply with its provisions.

2. The deduction for charitable remainder trusts should not be
restricted to the two forms stated in II.R. 13270 - the dollar
annuity and the unitrust.

a. The life income - remainder trust, without allow-
ances for contingent interests or invasion of corpus
is better calculated to accomplish the tax policy
values stated in House Report No. 91-413 (Part 1) p. 58
than either the dollar annuity or the unitrust.

b. The "general reasons for change" stated in the
House Report postulate a breach of trust, which is not
typical, and for which there is an adequate remedy in
the state courts.

c. The Treasury studies prepared by the Johnson Admin-
istration originated the proposals on the ground that
abuse situations might be available, but cautioned
that "it is impossible accurately to calculate the ex-
tent of their use."

d. Neither the dollar annuity nor the unitrust "necessar-
ily have any relation to the value of the benefit the
charity receives"
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e. The American people understand the life incomne-
remainder concepts, and when properly protected
against contingencies and invasion of corpus provisions,
the arrangement is far superior to the dollar annuity
and the unitrust.

f. The unitrust has complexities which far outweigh
any problems of the life income-remainder trust.

g. It would be well to tighten the rules as to life
income-remainder trusts to disallow deductions for
contingent interests to charity and gifts subject to
a power of invasion.

3. Gifts of appreciated property to a charitable remainder trust
should not result in a realization of gross income to the
donor.

a. It has been a traditional doctrine in our tax law
that a gift is not a realization of income. If this
is changed with respect to gifts to charities of
future interests, it can be changed to apply to gifts
between members of a family.

b. To compel the donor of a charitable remainder
interest to elect between limiting the income tax
deduction to his basis or include the difference
between his basis and fair market value in gross in-
come is harsh tax treatment, and it will result in
the elimination of a very desirable type of gift to
charities.

c. The harsh tax treatment postulated for gifts of
charitable remainder interests is not justified by
the facts of human experience. This type of giving
represents a major source of income to private edu-
cational institutions and colleges.

d. The current tax consequences concerning gifts of
appreciated property to charity represents a conscious
tax policy decision of the Congress of the United States
in 1938. It is not a tax loophole.
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STA'IEMENT

01:

)R. IIM!NAN L. TRAUJTMAN
PROFESSOR OF LAW

VANI)ERB I LT UN I VI.'S IJY

SUBJECT: CHARITABLE RI:IAINi)IINR TRUSTS UNDER II. RI3270-
TIME TAY-H M-MOI-Ar"I OF ] 96V.

I INTROIDUCTORY

Section 201 (e) of II. R. 13270 - 1he Tax Reform Act of 1909,

amends section 170 of the Internal Revenue Code of 1954 by provid-

ing a new subsection (h) which provides that no income tax de-

duction is to be allowed under section 170 for charitable contri-

butions of a remainder interest in trust, unless the trust is cast

in the form of either (1) a specific dollar annuity trust, or (2)

a unitrust. These concepts are defined in a new code setion 664

(d) proposed in 201 (i) of HI. R. 13270.

Subsection (i) of section 201 of the Tax Reform Act of 1969

would amend code section 2055 to den) the estate tax charitable

deduction for gifts of remainder interests to educational and

other qualified charitable institutions unless the gift was cast

in the form of either (1) a dollar annuity trust, or (2) a uni-

trust. It also would amend code section 2522 to deny the gift

tax charitable deduction for any gift which did not qualify as an

income tax deduction under code section 170 as amended.

Thus subsections (e), (h) and (i) of Section 201 of 11. R.

13270 amend all three types of Federal taxes - the income tax,

the estate tax, and the gift tax - so as to deny a charitable

deduction under each tax for contributions of vested remainder
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interests in all types of property, industries, farms, business

buildings, stocks and bonds, unless cast in the limited forms

of either a dollar annuity or a unitrust. Importantly, the

typical gift of a farm, a business building, stocks or bonds

to a University in trust to pay the income to the donor and his

wife for life, remainder to the University in fee simple would

not qualify as a charitable contribution under either of the

three Federal taxes if subsections (e), (h) and (i) of Section

201 of the proposed bill are enacted into law.

Section 201 (j) provides that the above proposed amendments

shall be retroactive to transfers in trust made after April 22,

1969 with respect to the income tax and the gift tax, and that

the estate tax amendment shall be applied in the case of dece-

dents who die after the date of enactment of the bill.

II THE EFFECTIVE RATES STATED FOR SUBSECTIONS 201 (e), (h) and (i)
SHOULD NOT BE APPROVED

In early July, 1969 a retired couple in Middle Tennessee made

a gift of theirfarm to Vanderbilt University in trust to pay the

income to them for their lives, and the life of the survivor of

them, the trust to terminate at the death of the survivor, with a

gift of the legal remainder to Vanderbilt University in fee simple

absolute. This gift was closed only after the most careful research

in the current law concerning charitable remainder trusts, and

special provisions were included to assure that the complete corpus

of this trust principal would become available forthe educational

benefits of Vanderbilt University at the death of the survivor.

Under no circumstances can there be any invasion of corpus for the

benefit of the income beneficiaries, and there are no contingencies
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which might possibly cause this trust estate to'pass to anyone

other than Vanderbilt University. This was an irrevocable trust,

so that it cannot be changed to adapt to the forms provided in

H. R. 13270. It is the typical charitable remainder trust,

reserving a life income interest to the donors, which is used

so frequently by colleges, universities, hospitals and other

charities across the United States for their development pro-

grams. Because it is neither a specific dollar annuity trust

nor a unitrust it will not qualify for either an income tax

deduction or a gift tax deduction if the retroactive date of

April 22, 1969 is approved; nor will it qualify as an estate

tax deduction upon the deaths of the donors in the years ahead,

because it is an irrevocable trust, and as such, the terms of

the gift cannot be changed.

In my weekly reading of tax loose-leaf reports and current

tax literature there was no mention made to my knowledge prior

to the introduction of H. R. 13270 that charitable remainder

trusts would be. a subject of proposed tax reform.

Since the introduction H. R. 13270 we have examined the

announcements and proposals of the President and those of the

Ways and Means Committee with respect to public notice concerning

charitable remainder trusts. On April 22, 1969 the Treasury

published a pamphlet entitled "Tax Reform Proposals Contained in

The Message from The President of April 21, 1969". We are unable

to find any reference in the Treasury's tax reform proposals of

April 22, 1969 which would put one on notice as to charitable

remainder trusts.

3.
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On May 27, July 11, and July 25, 1969 we now find that tile

Ways and Means Committee announced tentative dicisions on tax

reform subjects. The release of May 27 makes the following

state ent, which is certainly not a suggestion that charitable

remainder trusts would be alloed only if cast in the form of a

dollar annuity trust or a unitrust:

"(7) Split-Interests Trusts. - The Committee tenta-
tively decided in the case of split-interest trusts
(a trust under which the income is paid to provide
persons and the remainder to charity, or vice versa)
to adopt a provision under which the charitable con-
tribution deduction would be recaptured in whole or
in part where the investment policies of the trust -
as between the income and the remainder beneficiaries -
are not consistent with the assumptions on which the
deduction was originally computed, and also to adopt
a provision disallowing a charitable contribution
deduction for a gift to charity in the form of an
income interest in trust where the remainder is to
go t6 a non-charitable beneficiary."

There was apparently no reference to the subject in either

the July 11 or July 25 releases.

111. T1IF DDUCTION FOR CHARITABLE REMAINID]ER TRUSTS
ST, NOT, 1; RESI"ICTUXDTO ONLY--MS OF T1I1FrT-

Ti -OLLART ANNUITY ORT- F -UST

Financing the private university is increasingly difficult

in these days of inflation, world involvement, and social and

scientific developments. The work of the great private uni-

versities and colleges of America cannot be financed by the

tuition paid by their students; such schools must rely upon the

gifts of donors. A popular form for such gifts is the charitable

remainder trust made during the lifetime of donors, reserving to

them a 'ife income interest.
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Under present tax law a charitable contribution deduction

is generally available for the remainder interest given to

charity. This is true with respect to the income tax and the

gift tax for values determined at the date of the gift. Because

of the retained life estates, such gifts are also included in

the gross estates of the donors upon their deaths, but the values

included are not those at the date of the interviews gift, but

rather thase at the deaths of the donor. A charitable deduction

is also allowable under the estate tax, however, for the date of

death value at which the trust property was included in the gross

estates of the donors. The amount of the charitable deduction

for income and gift tax purposes is based upon the application of

actuarial tables published in the Treasury Regulations to market

or appraised value of the property at the date of the gift. For

estate tax purposes the full value of the property at date of

death is included in the gross estate and deducted as a charitable

death gift.

The policy statement concerning the limitations proposed in

in If. R. 13270 for charitable remainder trusts appears on pages

58 and 59 of House Report No. 91-413 (Part I) as follows:

"General reasons for change. -- The rules of present law
for determining the amount of a charitable contribution
deduction in the case of gifts of remainder interests in
trust do not necessarily have any relation to the value
of the benefit which the charity receives. This is be-
cause the trust assets may be invested in a manner so
as to maximize the income interest with the result that
there is little relation between the interest assumptions
used in calculating present values and the amount re-
ceived by the charity. For example, the trust corpus
can be invested in high-income, high-risk assets. This en-
hances the value of the income interest but decreases the
value of the charity's remainder interest.

5-,
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Your Committee does not believe that a taxpayer
should be allowed to obtain a charitable contri-
bution deduction for a gift of a remainder interest
in trust to a charity which is substantially in
excess of the amount the charity may ultimately re-
ceive.

One may agree wholly that a charitable deduction should not

be allowed "which is substantially in excess of the amount the

charity may ultimately receive" and yet be shooked at the pro-

posal to limit the charitable remainder gift to those which are

cast in the form of a dollar annuity or a unitrust. I submit

the following comments and suggestions for improving the present

law and rejecting the proposals of H. R. 13270 with respect to

the charitable remainder trust:

(a). There seems to be scant evidence of abuse in this

area of tax law. The typical arrangement is a gift to the

university as trustee to pay the income to the donors for life,

with a legal remainder to the university. Thus the university

is both the trustee of the trust for the lives of the donor and

the owner of the legal remainder interest. Typically there are

no contingent gifts to charity. Occasionally there are invasions

of corpus provisions for the support of the donors. The present

tax law can be adequately improved by expressly disallowing a

deduction for contingent remainder gifts to charity, and also

disallowing a charitable remainder trust which is subject to any

power to invade the corpus of the trust for any purpose.

(b). The "general reasons for change" stated in House Report

No. 91-413 (Part 1) at page 58 postulate a breach of trust by the

trustee of a charitable remainder trust in the management of the

funds, for which there is an adequate remedy in the state chancery

courts. (Le.
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I. It is basic trust law that a trustee must make only
those investments which a prudent man would make con-
sistent with both the production of income and the pre-
servation of capital.

2. The [louse Report states that the present law for de-
termining the amount of the charitable deduction in the
case of gifts of remainder interests "do not necessarily
have Lny relation to the value of the benefit which
charity receives" because "the trust assets may be in-
vested in a manner so as to maximize the income interest
with the result that there is little relation between the
interest assumptions used in calculating present values
and the amount received by charity" See pg. 58. This is
contrary to the prudent man rule, stated above, which is
basic to the law of trusts. It is also highly unlikely
in the typical case where the university serves as trustee
and is also the owner of 'the remainder interest. There
is little evidence, if any, that universities and other
charities are allowing their remainder gifts to be
squandered by investments in high income, high risk
assets to the detriment of the interest which finally
passes to charity. If the donor serves as trustee, or,
if there is an independent trustee, the charity as owner
of the remainder has a remedy in the chancery courts
which it can be expected to manage responsibly.

3. The Treasury Department, Tax Reform Studies And
Proposals, issued February 5, 1969, prepared by the
Johnson Administration without recommendation before
it left office, in effect admits that the postulate
upon which Section 201 (e) (h) and (i) of H1. R. 13270
and House Report 91-413 (Part 1) at 58 is based is not
supported by actual evidence; that instead it repre-
sents what is imagined to be a "generally available
abuse situation", i.e., that "the trust corpus can be
invested in high-income, high-risk assets" which
"enhances the value of the income interest but de-
creases the value of the charity's remainder interest"
See [louse Report, p. 158. The Treasury Department, Tax
Reform Studies and Proposals at p. 185 state the follo-w-
ing:

"The changes recommended involve generally avail-
able abuse situations and it is impossible
accurately to calculate the extent of their
use. It is unlikely that the correction of
these abuses will have . significant revenue
effect."

4. To the extent that there is any basis in fact for the
indulgence of a breach of trust law as postulated by the
House Report, the present tax law can be adequately

1 .
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amended to provide for the recapture of the Charitable
deduction from the donor and for a penalty to the
charity which condones a breach of trust by allowing
the dissifration of its remainder gift.

(c). Neither the fixed dollar annuity trust nor the unitrust

proposed in II. R. 13270 "necessarily have any rf:.tion to 11r..

value of the benefit which the charity receives" Both schemes

assume a rate of discount for determining the value of the charit-

able remainder gift which is arbitrarily selected, and not likely

to be consistent with economic reality. Indeed, the rate assump-

tion made may be more tlihn the income actually received, so that

the charity would receive less than the deduction allowed.

(d). The American people understand the life income-

remainder concepts much better than they do the unitrust and the

dollar annuity. Our courts understand the life income-remainder

concepts, too, and they have done a good job in protecting the

respective interests.

(1) The proposal in i. R. 13270 discriminate against
the gift of a farm, business building, or other non-
liquid asset where the distinction between the income-
interest and remainder interest is simple and will be
understood.

(e). The unitrust has its own complexities which far

out-wcigh anything in the traditional life income-remainder

trusts. Among these are the following:

1. Annual appraisals must necessarily be made to
determine the distributions for the next year to the
beneficiary. These are expensive.

2. How could you distribute 6% of a farm each year?
The unitrust required liquid assets such as stocks and
bonds. In effect the H. R. 13270 would forbid charit-
able remainder gifts in anything other than liquid assets.
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3. An idependent trustee must be the sole party respon-
sible for making the annual determinat ion of ,'alue in the
case of trusts having real estate or closely held stock.
This is very expensive. flow is this a help to our people?

(f). It may well be desirable to tighten up the present

rules to deny a charitable deduction for contingent interests,

and trusts subject to invasion of any kind. There could also

be penalties a/,ainst both the donor and the charity for con-

doning a breach of trust. It does not follow that the deduc-

tion for all charitable remainder trusts should be denied except

those cast in the form of a fixed dollar annuity or the unitrust.

(g). The proposals in H. R. 13270, Section 201 (e), (h)

and (i) represent a clear case of "overkill". The economic

interest which the charity will receive from a gift of a

vested remainder interest which is prudently managed under the

law of trusts, when there is no possibility of invading corpus,

is much more readily ascertainable than can possibly be true

under either the fixed dollar annuity or the unitrust. This is

true because of the international pressure on the dollar as a

currency and our world involvements.

IV. Till: TAX POLICY OF TAE UNITED STATES SIIOUJLD CONTINUE
TO REJECT TIlE IDEA THAT GIFT TO CHARITY IS A

RAJIZATION OF GAIN-

A gift of a charitable remainder interest is a gift of a

future interest to charity. Such gifts usually consist of prop-

erty which has appreciated in value in the hands of the donor.

Section 201 (c) of i. R. 13270 proposes to amend Code section

170 (e) to provide that in the case of gifts of a future in-

terest in appreciated property the donor must elect to treat

91.
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either his adjusted basis in the property or the fair market

value of the property as the amount of his contribution. In the

latter event he must treat the contribution as if it has been

a sale, and recognize any gain which he would have realized if

he had sold the property at the time of the contribution for

its fair market value. This will drastically curtail the

charitable remainder trust as a form of life-time giving, much

to the financial detriment of the colleges and universities of

America.

A taxpayer who contributes property which has appreciated

in value to charity generally is allowed a charitable contri-

butions deductions for the fair market value of the time of

contributing and because a gift has traditionally not been

regarded as a realization of income, the appreciation in value

has not been included in the gross income of the donor. The

combined effect of not taxing the appreciation in value and at

the same time allowing a charitable contributions deduction for

the fair market value of the property produces a tax benefit

which is greater than that in the case of contributions of cash

gifts. This is true because of our traditional principle that

a gift is not a realization of income, a principle which is much

broader in its significance than gifts to charity. If the Senate

approves the House proposal in Section 201 (e) that a gift of

appreciated property is a realization of income, the next tax

bill to come before you will surely propose that a gift of

appreciated property to your wife and your children will be

both a taxable gift subject to the gift tax and a realization

to.
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of income subject to the income tax. Likewise, upon this

hypothesis, the death of an owner of appreciated property will

result in both a death tax and an income tax. The American

people will have the good sense to reject this idea emphatically,,

when they understand it, and it is unnecessary to correct the

problem of the stepped-up basis provision of Code section 1014.

The tax benefit involved in the gift of appreciated property

to charity is ordinarily the capital gains tax that would result

if the property had been first sold for cash and the proceeds

given to charity. The great majority of gifts to colleges and

universities consist of property which would have resulted in

a capital gains tax if it had been sold prior to the gift. It

would be possible to make a distinction between gifts of capital

gain property and gifts of ordinary income property if that is

considered necessary.

While the gift of appreciated property is often referred

to as a double-blessing rule, this is not a "tax loop-hole"

that should bb corrected by the 91st Congress. Instead, it

represents a conscious tax policy decision of the Congress of

the United States in 1938. In that year a subcommittee recom-

mended a change to limit the charitable deduction to the cost

of the donated property, and this was adopted by the House.

(See H. R. Rep. No. 1860, 75th Cong., 3d Sess. 20 (1938).

But the change was rejected by the Senate Finance Committee, and

it was not enacted. (See S. Rep. No. 1567, 7Sth Cong., 3d

Sess. 14 (1938); H. R. Rep. No 2330 (Conference), 7Sth Cong.,
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3d Sess. 35 (1938). Trautman, Taxation Of Gifts In Trust To

Charitites Reserving A Life Income Interest, 14 Vanderbilt

Law Review 597, 598-99, footnotes 11-13 (1961). Thus, the

decision that a gift shall not be considered to be realization

of income, and that a gift to charity shall not be considered

to be a realization of income even though the donor receives

the tax benefit of a deduction for the full market value re-

presents a conscious tax policy decision by the Congress of the

United States which defines the scope of the policy to encourage

gifts to established colleges, universities, and other recognized

charities. It is not an unint -nded or inadvertent tax loop-hole.

The Congress having consciously established the existing

tax policy in 1938, it is understandable that gifts of appreciated

property have become a major source of development funds to private

educational institutions since that date. If it were completely

eliminated, Federal funds would be needed to support these colleges,

raising constitutional questions regarding the use of Federal

funds because of the traditional separation of Church and State.

To distinguish between gifts of present interests in property

and gifts of vested future interests is purely arbitrary and

unreal, and it will severely restrict the development efforts of

colleges and universities will respect to the solicitation of

any gifts from donors. The gift nf a charitable remainder trust

is an attractive leader for the college development office because

it assures the donor of his life-income interest.,

The Congress ought not at this time attempt to deal with

the delicate and far-reaching implications of changing a tax

14



policy decision which it made consciously in 1938 concerning

gifts of appreciated property to operating charitable institu-

tions. The impact of a hurried and unwise decision upon some

of the greatest charitable institutions in America is much too

important to act upon in an effort to correct tax loop-holes and

untimely tax benefits such as the investment credit, excessive

depreciation allowances, rules concerning the unrelated business

income and other activities of private foundation, etc. If there

is a desire to change the tax policy decision of the Congress in

1938 concerning gifts o'f appreciated property, it ought to be

considered and debated thoroughly, and the public should be given

an adequate opportunity to consider it and participate in the

tax policy decision.

13.
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Statement of Dr. T. W. Van Arsdale, Jr., President, Federation of Indepenient
Colleges and Universities of Illinois

1. It Is our contention that gifts to colleges and universities
should be excluded from "tax preference Income" and "allocations for
deductions." In this Nation, about thirteen billion dollars are given
annually to colleges and universities, churches and charities. Analysis
of gifts to colleges and universities, whether independent or tax-supported,
in our State, indicate that annual support from gifts of such nature range
from 5 percent to 20 percent of the annual operating budgets of those in-
stitutions. Apprehension of passage of the Senate of N.R. 13270 has already
reduced demonstrably such annual support. Without which, such institutions,
already hard-pressed for funds, conceivably could face extinction or, perhaps
even worse, diminishing quality of education. Candidly, if this bill is
enacted, private giving would indeed be drastically curtailed, with the
inevitable result of the Federal Government's necessary replacement of honest
philanthropy with additional tax dollars. How else can the public-private
diversity in higher education, which I truly believe all of us endorse,
prevail?

2. We applaud and endorse the objective of H.R. 13270 to eliminate "tax
loopholes" of certain foundtions. Clearly, there are abuses exercised but
certain foundations,--but these are few in number--both financially and
philosophically, which should be eliminated because they are inherently con---
ceived as "tax dodges," nonetheless, as R.R. 13270 is presently written,
correction of or elimination of such. "loopholes" are realistically unen-
forceeble, will involye -. arlwbl*-Jinreased bureau tic investigate expenditures.
Further, the restrictions which the bill-proposee-tw pose upon foundations.
will inevitably result in curtailment of research, innovative program and
major capital tifts for facilities which are desperately needed by colleges
and universities.

3. The implicate s for the future which result passage of the bill
are indeed fright ng and intmcal to contemplate. While e aims of H.R.
13270 are state as "tax-reform", the i lementation of the ould well mean
bureaucratic ipulation of the edu io direction and de nies of our
youth thro denial of adeq vol tary fi .wal support to ur
institutio s of higher e tio , whet er public Ir independent. in
another lieu, pas this legislation cou* well mean that have
"big bro er": or, I the ill thougtful d realistically r itten,
we can'retain and sustain the e hnous to ki~er educati which
have, ii-storically, give&.thxs, stituti the oppo'tutnties to see and
receive funds which provide 0- on, eleva' social responsible cities
and i creasing quality in the r uca onal p s6.

7-
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September 18, )969

SUMMARY TESTIMONY ON H. R. 13270

SUBMITTED ON BEHALF OF TULANE UNIVERSITY
BY

DR. CLARENCE SCIIEPS
EXECUTIVE VICE PRESIDENT

Our testimony is limited to those provisions of the

House Bill which we believe will be directly and

seriously harmful to the welfare of Tulane University.

The provisions which concern us are as follows:

I.

(a) The inclusion of the appreciated value of
real property and securities contributed
to charity within the de-inition of tax
preferences. (Sec. 30l(ia)Tp. 165")

(b) The Inclusion of the appreciated value of
property contributed to-charity -in the
Ite sized deductions to be allocated between
taxable an-d nontaxable income,
(Section350-, p. 173)

The foregoing provisions would result in serious

detriment to the giving program of Tulane University because:

(a) The donor would lose a large part of his
incentive for making a gift.

(b) The larger the gift, the less in percentage
terms can be taken as a deduction.

(c) The more tax preferences a donor has, the
more costly his gift would be.

(d) The complicated provisions in the House Bill
would lead to an uncertainty on the part of the
donpr as to what effect the gift would have on
the donor's tax picture. Such complicated
provisions run completely contrary to two avowed
principles of tax reform - that is, simplification
and clarification.
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2.

A substantial percentage of the donations made to

Tulane University by individuals consists of property and

securities which have substantially appreciated in value

in the hands of the donors. Of the total of approximately

$5,000,000 in gifts that individuals made to Tulbe between

1966 and 1969, more than $1,000,000 was in the form of

securities, the vast majority of which were given on the

basis of appreciated value.

II.

The elimination of a charitable deduction
for the type of charitable remainder trust
currently in use, and the deduction for
the gift of an income interest.

In the past two years, Tulane like many other

institutions of higher learning has worked out several

plans for this kind of giving, which plans have been

carefully tailored to take advantage of present tax

incentives. 'Such gifts are just beginning to result in

significant increases in the endowment funds of the

University. Without the tax benefits now being permitted,

together with the doubts which the provisions of the

House Bill cast upon the ultimate tax treatment of such

plans, this phase of our program would be destroyed.
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3.

III.

The 7V, tax on foundation investment
income .

Foundation support has played a vital and definite

role in the development of Tulane University since

pre World War I days and has been a significant factor

in raising the character of the institution from a small,

primarily local institution to one of some importance to

the region, to the Nation, and in international affairs--

particularly Latin American. In the past five years

foundation gifts and grants have amounted to approximately

$16,000,000. If all of these grants had been reduced by

the amount of the proposed 71% tax, the loss to Tulane

would have been considerable.

The so-called tax reforms applicable to higher

education could not have come at a more critical time in

the life of American colleges and universities. Many of

the private institutions of the Nation as well as a growing

number of state universities are finding it difficult to

maintain their quality in the face of mounting financial

difficulties. In Tulane's case the problem is particularly

critical, for in the past 15 years this institution has

operated on a deficit basis using up its unrestricted

endowment funds as we went along. Tulane has no parent

body to turn to for help, nor does it have recourse to

state appropriations for support. Tuition has already

been increased to a point of diminishing returns. It has
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4.

been increasingly necessary for Tulane to turn to its

alumni, private individuals, corporations, and foundations

for support. If Tulane is to survive, it must not only

maintain its present level of giving but it mnutincrease

this level by at least the factor of two.

Without the full incentives which have been in the

tax laws ever since Congress first enacted an Income tax

statute, the level of private givin, to Tulane could be

reduced and this could be a threat to the continued

existence of the institution.

CS/rs
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September 18, 1969

Senate Finance Committee
Room 2227
New Senate Office Building
Washington, D. C.

Gentlemen:

H. R. 13270
(Submittd on behalf of Tulane University)

Tulane University is deeply concerned over the

directly adverse effects which certain provisions of

H. R. 13270 may have on it, and is therefore particularly

grateful for this opportunity to present its views to the

Committee.

We know that you have received a volume of

material from experts on taxation dealing with the technical

aspects of the proposed changes and, further, that you have

been made aware of the very sound equitable and logical

distinctions between the basic so-called "tax preferences"

and the preferences associated with property donated to

charity. Therefore, we will tiy to confine our discussions

to those provisions of the louse Bill which we believe will

be directly harmful to the welfare of Tulane Oniversity,

and, in fact, to all institutions of higher learning in

this country.
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2.

When the House rejected the direct tax upon

the appreciated value of donated securities and real

estate it was hoped that this meant that it did not desire

to discourage charitable giving, but it now appears that

two other provisions of the Bill make this hope illusory.

The provisions to which we refer, and the others of chief

concern to us are listed as follows:

1.(a) The inclusion of the appreciated
value of real property and securities
contributed to charity within the
definition of tax preferences;
(Sec. 301(a), p. 165)

(b) The inclusion of the appreciated
value of property contributed to
charity in the itemized deductions
to be allocated between taxable and
nontaxable income; (Sec. 302, p. 173)

2. The elimination of charitable deduction
for the type of charitable remainder
trust currently in pse, and the
deduction for the gift of an income
interest; and

3. The 71% tax on foundation investment
income.

If the provisions referred to under l(a) and (b)

above become law, a donor would lose a large part of his

incentive for making a gift. Under these provisions, the

larger the gift, the less in percentage terms can be taken

as a deduction. Additionally, the more tax preferences a

person has, the more costly his gift would be. Another

serious problem is the uncertainty which is created by

these complicated provisions. Neither the fund raiser nor
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3.

the prospective donor would be able to tell what effect

the gift would have on the donor's tax picture until the

tax year was over. This aspect vould itself be a major

deterrent to any substantial capital fund-raising effort.

The addition of such complicated provisions runs

completely contrary to two avowed purposes of tax reform -

that is, simplication and clarification.

While it may be argued that the motives of

prospective donors should be love of their Alma Mater and

interest in promoting the cause of higher education, as a

practical matter we know that the favored tax treatment of

such gifts has been a major factor in motivating this type

of giving.

The taxpayer holding appreciated property may

avoid any tax consequences simply by retaining the

appreciated property, and there is certainly nothing

inequitable or morally wrong in giving such a person a tax

incentive to convert his gain to the public benefit by

means of a charitable gift. It is our belief that the

repeal of the unlimited charitable deduction is a sufficient

safeguard from abuse of the privilege granted to charitable

givers.
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4.

A survey by the American Council on Fducation

indicates that a large percentage of the donations

presently being made to institutions of higher learning

consist of property or securities which have substantially

appreciated in the Iunds of the donors. Of the total of

approximately $5,000,000 in gifts from individuals to

Tulane between 1966 and 1959, approximately $1,000,000

was in the form of securities, the vast majority of which

were given on the basis of appreciated value.

Those provisions listed under number 2 above

(Sec. 201(i) would substantially change the present tax

treatment of charitable remainder gifts and virtually

eliminate the deduction for the gift of an income interest

in property. In the past few years Tulane has worked out

several plans for this sort of giving which have been

carefully tailored to take advantage of the present tax

incentives. Such gifts are just beginning to place

substantial sums into the endouwment of the University.

Without the immediate tax benefits now permitted, and the

doubt which the provisions of the House Bill cast upon

the ultimate tax treatment of such plans, we feel that

this phase of our program, would literally be destroyed.
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The third provision of the House Bill to which

we are vigorously opposed is the 7.% tax on foundation

investment income. A large portion of this income goes

to higher education and such a tax would substantially

reduce the funds available for this purpose.

Foundation support has played a vital role in

the development of Tu]ane University since pre World

War I days, and has been a significant factor in shaping

the general character of the institution. The matching

grants made by the General Education Board in 1916 and 1951,

totaling nearly $3,000,000, on condition that the

University match those sums, stimulated our early

successful fund-raising campaigns, which otherwise might

not havc been embarked upon. The Ford Foundation

endowment grants to the University and the School of

Medicine in 1957, totaling $6,200,000, gave substantial

impetus to the University at that time. Probably the most

significant grant in the history of the school was the

Ford Challenge Grant offered in 1964, under which the

Ford Foundation agreed to contribute $6,000,000, if the

University would raise S12,000,000 from other private

sources. Stimulated by this offer, the ensuing drive

raised almost $28,000,000. This enabled Tulane, among

other things, to increase faculty salaries from approximately
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a "D" average in the A.A.U.P. Grading Scale to a "B"

average, and assisted in providing an urgently needed

Library and a fine new Science Building.

These examples are but a few of many which have

enabled the University to provide a high-quality

educational program in the Deep South. In the past five

years foundation gifts and grants have amounted to

approximately $16,000,000. If all of these grants had

been reduced by the amount of the proposed 71% tax, the

loss to Tulane would have been considerable.

It is indeed unfortunate that, in this time of

greatest need for support, the House has chosen to advance

proposals which amount to a reversal of the long-standing

policy of Congress toward encouragement of higher education,

particularly in the private sector. It would appear

especially unfortunate if legislation were enacted which

would do serious harm to higher education in the United

States, in order to deal with what is apparently a very

small number of individuals who nay be using gifts of

appreciated securities as a means of reducing their

liability for taxes. It would also appear to be false

economy, as Cong;ress has recognized in the past that

Government is amply compensated for any loss of revenue in

this nrca by being, relieved of the financial burden which
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it would have to undertake to replace the services

rendered by the private institution. With over 2,000,000

students expected to enroll in private schools this fall,

the provisions of the House Bill, instead of easing the

tax burden, will have the opposite effect if private

charitable giving to these institutions is curtailed.

Perhaps some of you gentlemen feel that we

are crying "wolf" before we are hurt, or, that, as one

report stated, we are one of those private educational

institutions (I know of none) which are "sacred cows

grown fat on special treatment." If you have any thoughts

such as these, please let me hastily assure you that

nothing could be further from the truth.

These proposals come at a time which is critical

in the life of Tulane University and indeed in the life

of most of the major institutions of higher learning in

this country. The population explosion has created a

tremendous increase in the demand for higher education

and this, together with the stress on quality education,

has brought about great competition for properly qualified

instructors, thus causing salaries to rise to unprecedented

levels. These factors, when added to the rising costs

in every phase of operations created by inflation, have

stretched Tulane's limited resources to the breaking point.
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It has been necessary, for the past fifteen years, for

Tulane to operated on a deficit budget, at tle expense

of its already far too meager endowment fund. The

decision to operation in this fashion was made with grave

misgivings, but in the belief that it was absolutely

necessary in order for Tulane to provide the type of

quality education which would justify its existence.

Tulane, as an independent institution, has no

parent body to turn to for help nor does it have any

recourse to public funds for support. In order to meet

its needs, tuition has been increased to such a point

that further escalation might defeat the ends desired.

Therefore, it has been increasingly necessary for Tulane

to turn to its alumni, private Individuals, corporations

and foundations for support. It is essential to its

survival that Tulane not only maintain its present level

of giving, but that every effort be exhausted to increase

this level.

Without such assistance Tulane University could

not long exist. Under such circumstances, any action

which would have the effect of materially reducing the

level of private giving would be catastrophic to the

University.
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vWe have good reason to believe that Tulane

University plays a vital role in the life of the City of

New Orleans and the State of Louisiana, and that it faces

an ever-increasing challenge for greater service to the

community and to the Nation. Indeed, its part in tropical

medicine, primate research, Latin American affairs, and

the field of competitive law, make its scope international.

However, Tulane Is but one of many such private institutions

making a vital contribution to the life of this Nation.

Like Tulane, these institutions have become dependent on

private giving, not only for their advancement, but for

ultimate survival.

Philanthropy to colleges and universities has

produced none of the serious abuses to which tax reform

is directed. We believe that the enactivent Into law of the

provisions in the House Bill discussed above -will do serious

and irreparable harm to Tulane University and to private

higher education in this country. This vould indeed be a

high price to pay for a very limited and doubtful tax

gain.
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We, therefore, respectfully urge you to cure

the harmful consequences which might result from the

enactment into law of the provisions discussed above by

excepting gifts to colleges and institutions from the

operation of these provisions.

Respectfully submitted

on behalf of Tulane University,

Clarence Scheps
Executive Vice President
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SW Y Of PRINCIPAL POINTS

The church bodies participating in the Lutheran Council i the U.S.A.
re concerned about both the philosophical and practical aspects of
the Tax Reform Act of 169. Since other witnesses will be testifying
extensively on the practical dimensions of the proposed legislation,
our testimony will focus largely on the philosophical issues.

1. VOWNIMY ASSOCIATION AU BASIC TO DD)CRACY

Democracy depends upon the presence, the activity and the reality of
free associations within society. There can be no democracy without
a genuine and lively pluralim. It we not by chance that your legia-
letive predecessors established the concept of tax exeption for con-
tributions to charitable, educational and religious organitatioas.
Ibis concept grew out of the basic principals which underleour entire
government and the whole of our society.

2. ATYD

A healthy d racy requires a wide variety of free ass tions that
ere not or ions of the state nore Letely dependent u it. Such
free asso tiona. supported by t riV dnte
of mdiv dual citizens, qrO power within d"' retic society Their
present is a principekeeafeduard against totitariLsnimL. In
socie where suchsptanisat na are paid fo by the state and c
under its control;' It is too easy fotkthe,4tte to patrol every spoctof 7fe. .. _/ -' " -

3.11 l n ~ l AAl II COUMAG I A FOUCT

nature of mn Iis-c t y hav'sI Vaationahip, toaistions siich tenW, on hi-s cocrn I Ltret.Se nt

I tee Goverom t is conf toed wig z* al ernative of encouraging
pr ate suppor of free eAscistlow or of iset Lupporting ts e,, laitioa dtloctlyv o w 4ot-h ld no t rmi r.

if w ant a dembcratic society sil a democ t etate very effo
met e me to encourage the privets initieaLye of tizens to in-tam so strengthen the rna diversitV and uralip of free as el tions
and org la~stions. Thi hes been dooa and can iWthe future done by
giving ci'"4sns tea relief to support.)Puch orginisations.
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4. FREE ASSOCIATIONS ARE NZCZSSARY TO A VITAL DEMOCRACY

Unless free associations remain vitally alive and active within American
society, it will lose the basis for its pluralism and, hence, the bedrock
for its own democracy. These associations remain the training ground for
the democratic process in our society. Within them people are trained
in the election of representative government, in debate over issues, in
the toleration of the minority by the majority, and in the acceptance
of democratic process for decision making. We should not take any action
to undercut or weaken such associations at the very time in which our
society seeks desperately for means to enhance pluralism and to develop
private centers of initiative.

5. RELIGIOUS INSTITUTIONS PROVIDE A MORL BASIS FOR SOCZT3Y

The Founding Fathers of our nation valued the role of religious in-
stitutions. They vented to make certain that citizens would have the
freedom and the encouragement to support such institutions to their
fullest capability.

It is still the prerogative and the responsibility of religious in-
Stitutions to provide a moral base for decency and honesty within our
society and the government must continue to encourage the support which
interested citizens provide for such religious institutions.

6. TAX MLIEF IS NOT SUBSIDY

It is in the best self interest of the democratic society to encourage
private support of free associations. If it represents any kind of
subsidy, it is a subsidy to help guarantee the democratic state sad a
democratic society. It is a safeguard against totalitarianism.

7. M MATURE AND STRUCTURE OF OUR SOCIETY 18 AT STAKE

The philosophical question which we raise is not primarily one of
dollars and cents but a question of basic principal involving the
nature end structure of our society and of our government.
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S. PRACTICAL CONSIDERATIONS

We concur with the expressions on technical aspects of the proposed
legislation made to your committee by the COIHTTE OW GIrT AtUITIES
and in the written testimony submitted by the LUTHERAN EDUCATIONAL
COEm1CE OF NORTH AFRICA,

Specifically, we affirm that gift annuities and life income agreemnts
are in the pattern and spirit of the American way of lift. These
voluntary living plans have for many years provided important support
for a great number of distinguished institutions and organizations.
In the pest fifty years they have come into now and broader acceptance
among the constituencies of our church bodies and of their institutions.

In general, giving should be pleasurable and it will not be if lgts-
lation makes it either difficult or unduly complicated to give.

Finally, persons who give to churches, colleges, hospitals, and insti-
tutions which serve human need are not motivated by profit but chiefly
by generosity. Therefore charitable gifts should not be treated and
lumped together with other types of tax deductions.

In siimation, the Lutheran Council in the U.S.A. on behalf of its
participating church bodies and their supporting relationship to more
than 550 colleges, seinaries, hospitals, welfare agencies and institu-
tions, respectfully urges that the new tax law continue the long
established and essential tax incentives to charitable giving.
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WRITTEN TESTIMONY TO THE SENATE FIANCE COMMITTEE
by the

Lutheran Council in the United States of Americo
on behalf of its participating bodies

September 18, 1969

I. About the Lutheran Council in the U.S.A.

1. Introduction

I am C. Thomas Spits, Jr., general secretary of the Lutheran Council in
the United States of America. I appear before you at the request of the
Lutheran church bodies participating in the council. Those church bodies
are identified in a subsequent paragraph of this testimony.

2. Apgreciation

The Lutheran Council in the U.S.A. expresses appreciation on behalf of
its related church bodies for the privilege and opportunity of making
this presentation to the Senate Finance Comittee.

The council is mindful of the problems and perplexities that most surely
confront members of the Senate Ffnance Conittee, both individually and
collectively, as you seek 4o come to a wise decision on a difficult and
complex mtter. We thank and comend you for the deliberate consideration
being given to all aspects of the problem with which you mst deal, and
for your willingness to hear the points of view of all interested parties.
We trust and hope that the presentation which follows may be helpful to
you in finally making right judgments about it.

3. Constituency of LCUSA

This testimony is submitted by the Lutheran Council in the U.S.A. on behalf
of its participating bodies which include:

ombershilp

The American Lutheran Church 2,576,027
Lutheran Church in America 30288,037
The Lutheran Church-4issouri Synod 2,847,425
Synod of Evangelical Lutheran Churches 21,453

This council was organized in 1966 and has suon8 its functions, as stated
in its constitution:

To represent the interest of the council, and the interests
of a participating body so requesting, in matters that require
comae action before

(2) the national goverment. . ..
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The church bodies listed above desire to register their conviction that
certain aspects of proposed legislation concerning tax reforms would
have a serious negative effect upon giving to and through the churches.

We have sought opportunity to testify not out of concern for the support
of religion in a narrow sense, but because substantial support for welfare
agencies and institutions, hospitals, colleges and universities is provided
through church channels. Church bodies related to the Lutheran Council
in the U.S.A. have a supporting relationship to:

47 colleges and universities
14 theological seminaries
96 hospitals
514 welfare agencies and institutions

Our participating church bodies have two aspects of concern which might
be described as philosophical and practical* Knowing that others present-
in$ testimony will focus on the practical and technical aspects of the
legislation, we hope you will find it helpful if we concentrate on the
philosophical consideration

M. Philosophical Considerations

1. Voluntary Associations Are Basic to Democracy

It was not by chance that your legislative predecessors established the
concept of tax exemption for contributions to charitable, educational,
and religious organizations. No political pressure forced this decision.
It grew out of the basic principles which underlie our entire govern-
ment and the whole of our society.

Democracy depends upon the presence, the activity, and the reality of
countless free associations within society. There can be no democracy
without a genuine and lively pluralism. A society which exists for the
sake of the state has no such pluralism. In a non-democratic state and
society the state organizes, pays for, and controls all fotrs of associ-
ation. Everything exists for the sake of the state, including the individual
human being. Social organizations for children, young people, and adults,
all schools ad education, all health programs and activity, all churches and
religious organizations are paid by the state and are dimensions of the state.

2. A Healthy Democracy Depends Upon a Rich Pluralim

A healthy democracy depends upon the rich pluralism of a wide variety
of free associations that are not creations of the state nor completely
dependent upon it. Organizations such as Boy Scouts, Y.M.CA., C.Y.O., garden
.clubs, cameras clubs, private elementary and secondary schools, colleges
and universities, churches and religious organizations, fraternal organ-
itations--all of these are free associations supported by the private
donations and commitments of individual citizens. Each of them represents
a quite different free center of association and power within a democratic
society. It is the presence of a wide diversity of such organizations
which Is one of our chief safeguards against totalitarianism and the
destruction of democracy. In a society where all such organizations are
paid for by the state and are under control of the state, it Is very easy
for the estate to control every aspect of life.
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Without the rich diversity and pluralism of free associations, it is
dubious that democracy could long exist. The question is what kind of
society and government a particular state wants at a given moment in
history.

3, Private Initiative Should be Encouraged by lax Policy

The nature of man is such that he must always have a relationship to
associations which center on his concerns and interests. Human beings
are always organizing into Interest groups. This is true in a totali-
tarian society as well as in a democratic society.

The United States Goverment is confronted with the alternative of
encouraging the private support of free associations or of itself
supporting these associations directly, in which case they would not
long remain free. This is not simply a question of tax dollars; it
is primarily a question of the nature and dynamics of American society
and of American democracy itself.

If we want a democratic society and a democratic state, every effort
must be made to encourage the private initiative of citizens to maintain
and strengthen the rich diversity and pluralism of free associations and
organizations. This has been done and can in the future be done by giv-
ing citizens tax relief to support such organizations.

4. Free Associations Are Necessary to Vital Democracy

Unless free associations remain vitally alive and active within American
society, it will lose the basis for its pluralism and, hence, the bedrock
of its own democracy. It is within these free associations that children
and young people are trained in the democratic process in the election of
officials, debate over differing issues, the toleration of the minority by
the majority, and the view that the democratic process is itself the basis
of ell decision-rvking. Free associations remain the training ground for
a democratic society. Their importance lies both in the fact that they
embody pluralism and in the fact that they remain the daily training ground
for the democratic process in American society. The United States govern-
ment should not take any action that would undercut or weaken these associ-
atLons at thttvery moment in history when our society is searching des-
perately for mans to enhance pluralism and private centers of initiative
in our society.

5. Religious Institutions Provide a Horal Basis for Society

These organizations contribute much to American society currently and
historically. The founding fathers of our nation valued the role of
religious institutions very highly. While they opposed state support for
religious organizations, they wanted at the same time to make certain that
citizens would have the freedom end the encouragement to support such
institutions to their fullest capability.

Religious institutions have traditionally provided a moral basis for
decency end honesty within a society. This still remains the case. The
state must not take on the primary responsibility of inculcating these
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virtues. It could not do so without introducing a different set of mores
or conceptions of honesty and decency in order to serve the self-interest
of the state alone.

6. Tax Rtilf Is Not Subsidy

Tax relief for private donations to private associations is not subsidy
of those organizations. It is a practical and effective way of encourag-
ing and sustaining the pluratism that is brought to society by free,
strong private associations. It Is in the boot self-interest of a demo-
cratic state to encourage private support of Lre associations. If it
represents any kind of subsidy, it is a subsidy to help guarantee the
democratic state and a democratic society. It is a safeguard against
totalitarianism.

7. ME Nature and Structure of Our Society ie at Stabe

We are fully in favor of constructive tax reform by the United States
govermot. It is long overdue. However, we think this ought to be
dose only after a thorough study and analysis of the implications which
a reduction of charitable contributions would mean to American Society
today.

Above all, we respectfully suggest that you include in your consideration
of tax reform legislation the implications of the destruction or the con-
trol of our free associations by the government. This question is not
primarily one of dollars and cents, but a question of basic principle in-
volving the nature and structure of our society and our government.

III. itecticel Coasiderotions

1. Concurrence Mith Others on Technical Considerations

Regarding specific proposals of the House-passed bill, the Lutheran
Council in the U.S.A. would have your cmittee note that it concurs
with the expressions on legislative matters made to the Committee yesterday
by the CMWiTTU ONc IFT ANNUITIES in which several institutions and
agencies of our church bodies participate.

It concurs also in the written testimony submitted by the LMRAN EDUCA-

TIONAL COIDENCI OF NORTH ANMICA.

2. Some Obervations About Life Income Givint

As it considers revisions of presently existing tax-reducing Incentives
for charitable and philanthropic giving, the Senate Finance Comittoe
will went to be mindful of these facts about the persons who make deferred
or life Income gifts.

a. Annuity and life income contracts have been written for a half
century or more by sow of the church bodies and institutions
which we represent. They are in established use and are favorably
regarded by them and by donors as a proper method of securing
and making gifet.
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b. When a person enters into a life income agreement with a religious,
charitable, or educational institution, he is actually doing two
things: namely, he is making a gift to the institution and is also
providing income for life. If he could afford to do so, he would
probably turn over the entire amount of principal i the organi-
zation as an outright gift; in many cases, however, he needs to
make some provision for income during his lifetime.

c. Studies over the years have substantiated that the typical first-
time contributor under one of these plans is a person in the late
60's or early 70's, more likely a woman than a man, comfortably
circumstanced but by no means wealthy, quietly dedicated and cemeit-
ted to the cause or purpose being supported.

d. Instances of multiple gifts over a span of years from the sm
donor are numerous. They give persuasive evidence that life income
giving arrangements do two important things for the parties involved:
(a) they meat a practical need for persons in their retirement years,
through the prospect of assured income for life; and (b) they afford
generously inclined individuals the satisfaction of relating them-
selves through their gifts to a high purpose in life.

a. Some organizations accept income gifts in the minimum amount of
$100. Others have $500 as their minimum amount. Gifts of this
character to religious organizations typically range in amounts of
from $1000 to $10,000.

f. The cumulative support derived over a period of years for a great
number of noteworthy religious and charitable interests In our
country through life income gifts has been impressive. It has
seemed to an increasing number of church organizations that "de-
ferred giving" my be the means of overcoming the inadequacies of
current giving toward the ever mounting human needs these organi-
zations are seeking to meet.

S. Mindful that the typical life income donor, especially under life
gift, is apt to be advanced in years, and more often than not
unsophisticated in financial matters, it is desirable that tax
implications of these arrangements be easy to explain and simple
to understand.

IV. Conclusion

In umanry, the Lutheran Council in the U.S.A., on behalf of its participating
church bodies and the more than 550 colleges, seminaries, hospitals and welfare
institutions which they support, respectfully urges that the now tax law con-
tinue the long established and essential tax incentives to charitable living
which undergird our nation's educational, religious, hospital, health, social
welfare and other charitable organizations.
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idfOCIATtON OF IND&PINDENT COLLEGES IN VIROINIA -- FOR SENATE IAINOS SIPTghMUR 111 1969

SUMMARY

I. The Importance of stimulating private philanthropy, which aone eMure the prive
sector of Its Independence. Is emphasized

2. H. R. 13270. If enacted In Ito present form, would be Congres' first major retreat
from the timoehonored principle thai the voluntary benefactors of society and socially
useful institutions should be recognized and rewarded in the tax laws Tho bill would
strike a crippling blow financially to Innumerable educational, health, rellious, civic,

ad community organizations that are dependent on voluntary lift support.

3. Tax avoidance can be stopped without damage to the practice of philanthropy and to

privately supported education.

4 Tax reform Is imperative and the higher education enterprise applauda Congressional
acknowledgnent of thia fact and the determination of the Congress to act constructively.

S. Concering the charitable deduction and tax exemption provilona of H R. 13270,

colleges endorse some of the concepts without reservation; they accept others; but they
are strongly opposed to those which would deprive Inattution dependent upon private

gift support of substantial sums of money
6 Colleges in Virginia particularly oppose those provisions which:

(a) ala the tax tIsslmatl of lifts of aprociated property whers the apprecto i0 loag4rm
OWWd pin;

(b) cassify the approcstion on donated poperty u tax4amp income;

(c) poup dusitable conwtbutons with "aIlocabe deductiW" with raspec to Section 302 of the bill;
(d) Jeopadl WIgstablliod methods of duiaritble pron, md a duitabie reonmider tusts, li

bom .emnts. a n ift m ty oreemanau.

(o) p a tax of 7% percnt on the iimant booms of pvote foundations;

(M drticaly alte the tax testmmt of state and local boads. throao which c.0ps la ow a
w enobledi to &aem -oia constnaction

7. Putativ in tax revenues created by th e above p vina are ne ble by compason
with the fal hardship such provisions would impose on American education and

philanthropy.

S. The bil pendizes the whole of private philanthropy for the abuse of the unconsclonable

few.

9. Under pesnt law, a donor cannot w We taxes through making charitable contributions.
10. Those retroactive provisions which would alter the tax treatment of already existing treats

ad Sift agreement m especally unfair.

* Preaented by Robert 9. R. Huntley, President, Washington and Los Untnvercitys ac.
camaiod by iaugene He Stocks"1fl.
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1I. In considering this bil, the Senate is asked to remember the cardinal principle of

educational and charitable fund raisng: In any Aund-ra/sing effort, a few Imp donors

a/weys OVi far more Man #I/I runaning donom
12. The real danger posed by some sections of this bill would be to the pluralistic vigor of

American society and thus to the national interest.

13. Attention is called to the attached document describing private support of independent

higher education in Virginia.
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STATEMENT

of the

ASSOCIATION OF INDEPENDENT COLLEGES IN VIRGINIA*

TAX REFORM ACT OF 1969

(H. R. 13270)

as pnd by
U. S. HOUSE OF REPRESENTATIVES

on

August 7. 1969

Iadeu. luitutiom of HIOe Educeto b Vbih
(Neo bdo £hmt o M Ow wmi,,muw)

Sewor (Fowu.Yer) Imt ulom

BRIDGEWATER COLLEGE, bidowlater

EASTERN MENNONITE COLLEGE, Harrmonbutl

EMORY AND HENRY COLLEGE. Emory

HAMPDEN-SYDNEY COLLEGE, HampdknSydney

HAMPTON INSTITUTE, Hampton

HOLUNS COLLEGE, Hollins Collelle

LYNCHBURG COLLEGE, Lynchburl

MARY BALDWIN COLLEGE. Staunton

RANDOLPH-MACON COLLEGE. Aihland

RANDOLPH-MACON WOMAN'S COLLEGE, Lynchburs

ROANOKE COLLEGE, Salem

SAINT PAUL'S COLLEGE, LawrenceIlge

STRATFORD COLLEGE. Dnvilk

SWEET BRIAR COLLEGE, Sweet Briar

UNIVERSITY OF RICHMOND, Richmond

VIRGINIA UNION UNIVERSITY, Richmond

VIRGINIA WESLEYAN COLLEGE, Norfolk

WASHINGTON AND LEE UNIVERSITY, Lexunon

Junir (TwoYw) Iwuttutom

AVERETT COLLEGE, Danve

BLUEFIELD COLLEGE, Bluefield

FERRUM JUNIOR COLLEGE, Ferrum

MARYMOUNT COLLEGE, Arlington

SHENANDOAH COLLEGE. Wnchser

SOUTHERN SEMINARY JUNIOR COLLEGE, Buena Vista

SULLINS COLLEGE, Britol

VIRGINIA INTERMONT COLLEGE, Bistol
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Private philanthropy must be stimulated and promoted as the underlying foundation of

the independence and integrity of our privately supported institutions-churches, colleges,

hospitals, etc.-and many charitable causes and agencies. The primary support of these institu-

tions, causes and agencies has traditionally come from private sources stimulated by tax laws

which were designed to encourage philanthropic actions and develop a sense of civic respon-

sibility.

The Tax Reform Act of 1969 (H. R. 13270) is the first significant step backward with

respect to the provisions for charitable contributions during the past 56 years of income tax

history. Shall the Congress, which has historically sustained and enlarged the incentives for

charitable giving, now reverse its field and, in so doing, increase the financial problems of

already hard-pressed institutions and organizations which depend upon voluntary support?

There are literally thousands of institutions and agencies operating in the private sector that

vigorously oppose such a development.

Congress has recognized that legislation is needed to remedy tax abuses and to simplify

the tax code. Some of the major changes proposed by this bill fail on both counts.

The main avenues now open for tax avoidance can be closed off without affecting

incentives for legitimate voluntary gift support. Could not the Congress focus its attention on

abuses and not use a meat-ax when a small pruning knife would be more effective for cutting

out the trouble spots?

Higher education and organized charities should not be victims of the reformers' zeal

simply because they do not have the "influence" to defend themselves.

It is clear that there will be, as there should be, some kind of tax reform legislation. Tax

reform is urgent; no one can condone the abuses which have existed; it is to the credit of

Congressional leaders that corrective measures have been proposed. Abuses, however, are not

connected with the legitimate charitable deduction provisions of the present law.

It is noteworthy that we have not taken exception to this bill in its entirety nor even to

all of the provisions related to tax exemption and charitable deductions. Colleges are willing

to sacrifice some of the traditional methods of giving if necessary to preserve others which are

essential to institutions dependent upon private gift support. Indeed, the authors of this bill

deserve applause for provisions to tax organizations on income received from debt-financed

investments and to extend the unrelated business income tax to cover all 'organizations now
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exempt, and it is hoped the Senate will enact such provisions. And, needless to say, we

support the provision to increase the ceiling on deductibility as being consistent with the need

to stimulate private support of education and social and human betterment.

1. This bill dilutes the strength of the private sector of our national life and of state and

local governments through provisions that:

(a) discourage charitable gifts of appreciated property and, in some cases,

completely eliminate the tax incentives for making gifts of appreciated

property;

lOne of the most harmful elements of the entire bill is that many critics
of the charitable contributions aspects of the bill are looking only at
Title II, Subtitle A, Section 201. By far, the aspect of the bill most
damaging to colleges and other gift-supported institutions Is to be found
in the provisions of Title III, Subtitle A, Sections 301 and 302-the limit
on tax preferences (L771) and the allocation of deductions. The provisions
In these sections reduce the advantage of making gifts of appreciated
property by at least 50 percent. Furthermore, they would have a generally
damaging effect on gift support because they disallow large portions of
charitable deductions for certain donors. The LP section provides that
taxpayers must pay a "minimum tax" on all economic income, including
so-called "tax-exempt" income. No more than 50 percent of total income
can esape taxes. And the appreciation on donated property Is cksed as tax.exempt
Income. In Section 302 the bill disallows portions of non-business personal
deductions (including charitable deductions) where the taxpayer has what
the drafters of this bill consider to be disproportionate tax-exempt income.
The Congress should remove the appreciation on donated property from
the classification of tax-exempt income and remove charitable contributions
from "allocable deductions" with respect to Sections 301 and 302,1

(b) jeopardize time-honored methods of charitable giving, such as charitable

remainder trusts, Hfe income agreements, and gift annuity agreements;

(c) drastically alter the tax treatment of state and local bonds;

[In a growing number of states, colleges and universities use this source of
credit to great advantage. Again, most of the damage to the sale of local
bonds is obscurely tucked away in the tax preferences and allocation of
deductions sections of the bill (Title II!, Subtitle A, Sections 301 and 302).]

(d) place a tax of 7% percent on the investment income of private foundations.

[The primary effect of this tax will be to cut back funds available to
colleges, churches, hospitals, and other operations in the private sector.
Such a tax has no real validity, especially in view of other restrictions
on the operation of foundations as provided in the bill (self-dealing,
distribution of income, ownership limitations, etc.). In view of the
innovative and creative contributions foundations have made and will
continue to make to the national fife, it makes little sense to tax their
resources and then have government replace the lost dollars with tax
funds.)
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2. Putative pins in tax revenues created by the restrictions on contributions deductions

($5 million in 1970, according to the official report of the committee) are negligible when

compared to the financial chaos that will result for churches, schools, colleges, hospitals, and

innumerable public charities that depend on gift support to continue their services.

(One Virginia college reports that 70% of its gift receipts in a current
campaign has come in the form of appreciated property. At another
Virginia college, the two largest gifts (both record gifts in their respective
categories) lit year were nude with appreciated property. And at a third
Virginia institution, what has been called the largest single gift in the
history of private education was nade with appreciated property. The
proposed regulations on donating appreciated property will not substantially
increase tax revenues]

3. The bill penalizes the whole of private philanthropy for the abuses and excesses of

the unconscionable few.

4. A basic consideration in drafting the bill was the measures thought to be used by

wealthy citizens to avoid taxation. Contributions deductions in the present law are not used

to avoid taxes. Within carefully defined limits, donors may reduce their taxes by virtue of

the deductions for charitable contributions. Certainly the tax rewards alone cannot move

anyone to give to his favorite college. There must be a donative disposition on the part of

the donor. Deductions only lower the cost of charitable gifts. We fully support provisions

in H. R. 13270 that would eliminate any possible profit motive for making donations-e.g.,

the "Clay-Brown" provision (Title I, Subtitle B, Section 121) and the provision relating to

property gifts where any portion of the pin on the property (had it been sold) would have

resulted in either ordinary income or short-term capital gain (Title I1, Subtitle A, Section 201).

5. The allocation-of-deductions requirement in the bill would be a major factor in

diminishing voluntary support of education.

6. A source of grave concern to all educational Institutions and publicly supported.

charities is the possible impact of retroactive features of the bill, particularly those provisions

which would alter the tax treatment of already existing trusts and gift agreements.
7. Title II (Individual Deductions), Subtitle A (Charitable Contributions) was written

with a view toward removing from the contributions section of the code those "loopholes"

that supposedly enable the wealthy to avoid payment of taxes through donations to charity.

Wealthy individuals do not avoid taxes through charitable gifts. Conforming to public

policy established by the architects of the contributions deduction feature of the present

code, such donors simply reduce their tax liability.
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Present tax incentives which appeal to the wealthier donor should be considered

with extreme care before changes are enacted. Any competent survey of giving patterns

reveals that a few major donors always give far more than all remaining donors. Therefore,

diminishing incentives for wealthy donors will cripple the fund-raising efforts of many a

community, church, school, hospital, or college because the pacesetting gifts will be

drastically cut back.

While the restrictions on charitable giving would have a devastating effect on

many institutions and organizations, the real threat in this bill Is to the nation and to

the pluralistic vigor of American society. A real effect of these changes and even broader

changes that will likely follow would be to pull more power away from the private sector

and piece it in the public sector.
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SUMMARY

I. The importance of stimulating private philanthropy, which alone assures the private

sector of its independence, is emphasized

2. H. R. 13270, if enacted in its present form, would be Congress' first major retreat

from the time-honored principle that the voluntary benefactors of society and socially

useful institutions should be recognized and rewarded in the tax laws The bill would

strike a crippling blow financially to innumerable educational, health, religious, civic,

and community organizations that are dependent on voluntary gift support.

3. Tax avoidance can be stopped without damage to the practice of philanthropy and to

privately supported education.

4 Tax reform is imperative and the higher education enterprise applauds Congressional

acknowledgment of this fact and the determination of the Congress to act constructively.

5. Concerning the charitable deduction and tax exemption provisions of H R. 13270,

colleges endorse some of the concepts without reservation; they accept others; but they

are strongly opposed to those which would deprive institutions dependent upon private

gift support of substantial sums of money

6 Colleges in Virginia particularly oppose those provisions which:

(a) alter the tax treatment of gifts of appreciated property where the appreciation is long-term
capital gain;

(b) classify the appreciation on donated property as tax-exempt income;

(c) group charitable contnbutions with "allocable deductions" with respect to Section 302 of the bill;

(d) jeopardize long.estabhshed methods of charitable giving, such as charitable remainder trusts, life
income agreements, and gift annuity agreements;

(e) place a tax of 7 percent on the investment income of private foundations;

(f) drastically alter the tax treatment of state ariJ local bonds, through which colleges in some states
are enabled to finance capital construction

7. Putative gains in tax revenues created by thc above provisions are negligible by comparison

with the financial hardship such provisions would impose on American education and

philanthropy

8. The bill penalizes the whole of private philanthropy for the abuses of the unconscionable

few.

9. Under present law, a donor cannot escape taxes through making charitable contributions.

10. Those retroactive provisions which would alter the tax treatment of already existing trusts

and gift agreements seem especially unfair,
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II. In considering this bill, the Senate is asked to remember the cardinal principle of

educational and charitable fund raising: in any fund-raising effort, a few targe donors

always give far more Mhan all remaining donors.
12. The real danger posed by some sections of this bill would be to the pluralistic vigor of

American society and thus to the national interest.

13. Attention is called to the attached document describing private support of independent

higher education in Virginia.
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COUNCIL OF JEWISH FEDERATIONS AND WELFARE FUNDS
315 Park Avenue South
New York, N. Y. 10010

September 18, 1969

STATEMENT BY:
COUNCIL OF JEWISH FEDERATIONS AND WELFARE FUNDS

Submitted by Louis J. Fox, President

TO:
SENA71 FINANCE COMMITTEE

Regarding:
TAX PROPOSALS AFFECTING CHARITABLE CONTRIBUTIONS

SUMMARY OF PRINCIPLE POINTS

1. Gifts for welfare, health, and educational services can be

seriously harmed by the effects of proposed tax changes.

2. If gifts are discouraged through reducing tax Incentives,

the effect would be pressures to shift financing from the voluntary

sector to the government.

3, The support by charities of tax equity Is affirmed. Tax

equity can be attained without harm to charities,

'4. The approval by charities of the proposal to eliminate and

reduce taxes of persons at the Ilest economic levels Is affirmed.

5. Appreciated property given to charities from the list of

"tax preferences" should be deleted In the proposals for "Limit

on Tax Preferences" and for "Allocation of Deductions" to avoid

major harm to the beneficiaries of charity.
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6. Charitable deductions should be deleted from the list of

deductions which would be subject to reduction as a result of

allocation.

7. Gifts to charity benefit others, not the taxpayer --

and are different from the economic transactions Included In

"Tax Preferences" and In other deductions because of their

voluntary, discretlcrary nature.

8. "Bargain Sales" help charities and should be permitted.

9. The full ceiling of 50 per cant should be permitted for

gifts oil appreciated property.

10. Government should encourage giving at all Income levels

and the Standard Deduction should permit supplementary Incentives

for contributions at the lower middle Income bracket ($10,000 to

$15,000) which provides almost one-fourth of Income from gifts.

II. The ultimate loss of the proposed 7.5 per r.nt tax on

foundations would be passed on In the form of reduction of

services by agencies which receive funds from these sources.

12. In order not to hurt current giving, changes In tax

provisions should be made effective prospectively, not retro-

actively.

13. Provisions affecting charity should be carefully

reviewed to avoid harm to beneficiaries of charity.

14. Above all, there should be recognition that charity Is

not a "loop-hole."
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STATEMENT BY

LOUIS J. FOX
President, Council of Jewish Federations and Welfare Funds

to

SENATE FINANCE COMMITTEE

September 18. 1969

My name is Louis J. Fox of Baltimore. I am President of the

Council of Jewish Federations and Welfare Funds. The Council is

the national association of Jewish united community funds in over

200 cities In which 95 per cent of the Jewish population of this

country residos. The Federation In each city conducts a combined

campaign for a network of welfare, health, and educational

organizations and services. They Include hospitals; clinics;

nursing Institutions, homes for the aged; family welfare agencies;

treatment of emotionally disturbed children, vocational training.

guidance, and placement; community centers; summer camps; and other

services under Jewish auspices. The number of philanthropic agencies

that depend on each community federation for support range up to

130 or more, and are national as well as local services.

Altogether, our associated Federations and Welfare Funds and

other major Jewish agencies raise about $400 million annually

from more then a million contributors.

Hundreds of thousands of persons depend upon these contri-
butions to meet their vital needs .. of sickness, old age, mental

disturbance, dependency, and others.

Our primary concern is the needs of these people. It is to

help them that the philanthropic gifts are obtained. If gifts are

117



-'4-

impaired it is these beneficiaries who suffer -- and they are the

people who can least afford to suffer. The only alternative is a

shift of financing from voluntary contributions to government

through tax support.

CHARITIES FAVOR EQUITY

Charitable agencies are not opposed to minimum taxes. They

are not in favor of any tax arrangement Involving contributions

which would result in total tax avoidance. They are certainly in

favor of tax equity. It should be clear that tax reform does not

hinge upon the retention of the proposals In the House bill

(HM 13270) which are harmful to charities.

The charities recognize the desired Impact of some pro-

visions of the bill, such as those adjusting the taxes for

persons In poverty. But other elements of the bill could do

great damage ;o these persons, in deterring voluntary contri-

buti..rn upon which many sick# disabled, and others critically

depend.

DONATIONS OF APPRECIATED PROPERTY

Our concern is with those provisions of the House bill which

would reverse the historic policy of our nation to encourage

people to give their funds for welfare needs through tax Incent-

ives, and instead would deter gifts by tax impositions.*

The House bill IIould impose taxes on appreciation in secur-

ities and property donated to charities if the securities or pro-

perty had been held by the donor less than one year; and on pro-
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party and securities held a year or longer If the taxpayer cam

within the "minimum tax" or "allocation of deductions' proposals.

These gains are not taxed now when given to charities. They should

not be taxed In the futures

The proposals to tax such gains In gifts can be eliminated

from the lists of tax preferences In the minimumm tax" end "al-

location of deductions" proposals without negating or weakening

the desirable purposes of the two proposals.

Charities have nothing In cammon with the list of "tax

preferences" with which they have been lumped in the House 011 -.

such as excess depreciation, hobby ferm losses, tax free Interest on

municipal bonds, untaxed capital gains. Charitable gifts should

therefore be deleted from that list. The other Items can be dealt

with on their own merits.

Gifts of appreciated securities and property are vital to

charities. A major portion of the income of a number of voluntary,

charitable, educational and similar organizations. Is In the form

of gifts of appreciated securities and property. Any deterrent to

such gifts would have most serious effects. The gifts Involved are

often the largest gifts.

Gifts to charity represent out of pocket decreases In the net

worth of the contributors .- these gifts or donations are different

from the other Items called "tax preferences" which actually

benefit the taxpayers Involved and not charitable beneficiaries.

The beneficiaries of the gains In securities and property

given as charitable donations, rather than the taxpayers, are the
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people who depend on these gifts. They are the aged and the sick#

families In trouble or already broken, emotionally disturbed and

retarded children, and others.

The Senate Finance Committee in the past has rdcognized the

harm In the House proposals. In 1938 the Comittee eliminated such

tax proposals from a House bill because "the Committee believes

charitable gifts are to be encouraged". That position is equally

valid now.

Analysis of the gifts to our associated community Federations

and Welfare Funds indicates that 3 per cent of our contributors

provide 70 per cent of the Income and that as much as one-half

of this income is In the form of appreci.ated property.

The inclusion of charitable contributions, particularly in

the form of appreciated property# In the proposals for minimum tax

and for allocation of deductions cannot be defended on the basis

of logic or equity.

Any quirks in the tax laws which, under some unusual and

infrequent circumtancescan result in gain to the individual

taxpayer, can be corrected by a simple provision of a percentage

or dollar tax floor for each Individual above an agreed level.

All that is sought by way of minimum tax can be obtained without

Including the donation of appreciated property with whatever

list of "tax preferences" (those proposed or others that might

be considered) are selected.

The objective of the companion proposal for "allocation of

deductions" can be attained while elminating appreciated securities
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from the list of "tax preference". The charitable deduction

(in whatever form It Is paid, cash or otherwise) should not

be reduced as a result of this proposal -- such reduction

would still result even If donated appreciated property were

not In the tax list of "tax preferences". The present

proposal in effect constitutes double Jeopardy for charitable

gifts where there should be no Jeopardy at all.

We recognize that the proposals are designed to tax

some forms of donated property at full rates and to tax

other forms at partial rates under the minimum tax and al.

location of deductions proposals. While the exceptions

which have been proposed for partial tax involve mainly

appreciated securities and realty given to publicly supported

charities, this is still a major reversal of the current

policies which emphasize the Incentives that havo helped

attract generous gifts in very substantial amounts.

It would be harmful to charities to virtually bar

"bargain sales" of stocks to charity; nor should there be

a retroactive effective date. It would discourage the

gift where the donor wishes to contribute the gain and

recover his Investment in his stock. If some form of min.

Imum tax is enacted, there need be no concern regarding abuse

of such arrangements.

The owner of donated realty should not be required to

give the entire property, when he might be willing to give a

partial Interest in the property. He might choose not to give
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at all if the conditions In the bill are made to onerous.

An underlying and critically Important fact

Is that no man Is forced to give -. that,

whatever the tax Incentive, the Individual

is still giving away something he Is not

compelled to give. Regarding appreciated

securities, the potential giver can simply

retain his security and pay no tax during

the retention. Thus the government would

receive no revenue, and all that Is ac-

complished is to deprive charity of the

potential gift.

Another Injury to charity in the House bill is that even

where donated property gifts are taxed at less than the full

rate, the amount of such donations would be restricted. Thus,

the ceiling on tax.deductlble giving would be raised to 50 per

cent, but gifts of property would be restricted to 30 per cent.

This will hurt charities precisely with regard to their very

largest gifts.

EFFECTIVE DATES

Charities are already beginning to feel the pinch of the

House proposal regarding effective dates of the proposed changes.

The series of -pst effective dates proposed for most changes

involving charitable contributions, particularly those Involving

donation of appreciated property and "bargain sales", Jeopardizes

many gifts because no contributor can know with assurance how the
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tax rules will affect his giving. This Is grossly unfair,

whatever the final form of the bill, It has a paralyzing

effect on giving. Not only should the changes In the bill

In themselves not discourage charitable gifts, but the

provisions of the bill as a whole should be prospective,

not retroactive.

STATUS OF LOWER INCOME TAXPAYERS

We are concerned with the full Income spectrum of giving

and not with the largest givers alone. The Income from small

contributors Is crucially needed In Itself and today's small

giver, given the motivation and the resources, can be to-

morrow's medium or large size giver.

Charities will be affected also by the proposed extension

of the standard deduction. This proposal will apply mainly to

people In the $10,000 to $15,000 Income bracket who reported

gifts of $2.1 billion of the total of $9.1 billion donated by

all Itemizers In 1966. Instead of building greater tax In-

equity by permitting the same deduction for people who do not

have expenses as for those who do, Congress can achieve the

purpose of greater tax equity by changing the tax rates that

apply to the Income levels Involved. It can also phase In

any change In the standard deduction over a longer period than

three years, as in some other proposed changes In the bill.

And whatever else Congress may do about the standard deduction,

It should permit charitable deductions outside the standard

deduction to encourage charitable gifts. Other considerations

In the standard deduction, such as tax payments, mortgage Interest
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charges, and the like, are costs the taxpayer must pay. The

charitable gifts are different. They are voluntary acts.

The gifts should be encouraged by permitting deductions for

them outside the standard deduction -- and the standard

deduction Itself can be set at callings to take that Into

account,

GIFTS FROM FOUNDATIONS

Most agencies depend on Individual benefactions for

their support. For many, foundation gifts are an Important

source of Income. While we are not testifying on the question

of abuses affecting foundations, our agencies are concerned

that the proposed tax of 7.5 per cent of Income of foundations

will be passed on to them In the form of reduced contributions.

Here again, the ultimate Impact of the tax proposals would

Fall not o the Individual taxpayer but on the persons In need

of health, education and welfare services.

CHARITY IS NOT A ILOOP-HOLE'

The tax Incentives for philanthropy with which we are

concerned are not "loop-holes". They benefit people other

than the taxpayers. They reflect the American commitment to

voluntary contribution-supported welfare, health, and educa-

tion programs -- programs which the government otherwise would

have to support.
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This vital difference needs to be recognized In consider-

Ing possible changes In the tax law, Charitable contributions

are distinctive because they are discretionary expenditures.

They are constructive acts of citizenship. They are unselfish

and designed to help other human beings,

If a number of the provisions of the House bill were to

be enacted by the Congress, the Inevitable result would be

pressures for government to fill the gaps for human needs

which must be met. Government would have greater tax

burdens, with no real revenue gain, and with a consequent

loss also In citizen participation In welfare programs at

a time when the Administration Is advocating the Increase of

voluntary citizen effort and support.

This need not happen. Tax equity can and should be

achieved without harm to charities.

In sum, we urge that the Senate should --

I) Delete all references In the bill to tax gain on

donated property, whether It be direct or Indirect.

2) In addition, charitable deductions In any form (cash

or otherwise) should not be subject to allocation

or reduction under the Allocation of Deductions

proposal.

3) Reconsider the standard deduction with a separate

provision for the charitable deduction outside the

standard deduction, so that charitable Incentives are

retained and simplification can also be attalrsd.

I125-
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4) Delete the provision for a 7.5 per cent tax on foundations.

5) Make effective dates of tax changes prospective, not

retroactive, so that current giving decisions are

not delayed nor gifts thereby endangered.

6) Allow sufficient tim for a careful review of all pro-

visions affecting philanthropy to avoid Irreparable

harm to the persons dependent on charities.

This statement was also approved by:

American Committee for the Weixmann Institute of Science
American Friends of the Hebrew University
American Jewish Committee
American Jewish Congress
American ORT Federation
American Technion Society
Antl-Oefametlon League of B'nal 8rith
Hadassah
Hebrew Union Col lege - Uhlon of American Hebrew
American Jewish Joint Distribution Committee
National Committee for Labor Israel
National Council of Jewish 1.omen
National Jewish Community Relations Advisory Cot
National Jewish Welfare Board
United Hias Service
United Isriel Appeal
Women's American ORT
Yeshiva University Including Albert Einstein Col

Medicine and Hospital
Other agency names to be added.

Congregations

unclI

liege of

1318/9/69
fk
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1. Private philanthropies play a major role

in supplementing the efforts of government to meet the

health, welfare and educational needs of the people.

Federation of Jewish Philanthropies raises and dis-

tributes more than $20 million annually ang more

than 130 hospitals, homes for the aged, child care

institutions, cmmmity service centers, etc., to

enable them to do their share in meting these needs.

N. estimte that we serve about me and one half

million people annually and contribute 23% of the

philanthropic quotient by the voluntary sector of

the City of New York. A substantial portion of these

facilities, especially our hospitals, are located in

or contiguous to ghetto areas and provide vita. life-

sustaining services to large segments of the population

Whether your legacy Is a hundred dollars or a million - when you leave a legacy to Federation
or any of Its Institutions, you are an Important part of the promise and progress of tomorrow
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SU19AARY OF POIN'f3
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in the lowest socio-economic stratum. Voluntary agencies of all

denominations provide a j.ajor portion of hospital facilities,

locally and nationally, and, in New York City, voluntary child

care facilities care fol 86% of all homeless, dependent children.

To the extent that voluntary agencies ware prevented from pro-

viding these services, government would be compelled to assume

the burden.

2. Inclusion of gifts of appreciated property in tax

preferences, and all charitable cont-ibutions in location of

deductions, is without merit or logic. A g.ft to charity is

not simply a business transaction, and the benefit to the donor

cannot be considered in a vacuum. It must be seen in relation

to the benefit which accrues to tfe charitable donee, as well

as to the community. The implicit equation of gifts of appreciated

property with other so-called tax-saving devices in the group

of tax preference iteme raises questions on the role of private

philanthropy it the scale of rational and social values.

J. The large donor is the backbone of private phlan-

thropy. Seventy four percent (74%) of Federation's funds -ome

from 5% (4,300) of its contributors (81,000). The twin disin-

centives of tax preferences and allocation of deductions will

seriously curtail the number and volume of gifts by these large

donors, with the r-sult that private charity may find its

ability to function seriously Impaired. While we certainly

view with favor an increase in the standard deduction, in the

context of Congressional intent, to the lower and middle income
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ONOI H. E MIAN, JR.
SUMMARY OF POINTS
SEPTEMBER 18. 1969

taxpayer, we cannot help but observe that such an increase may

actually constitute a disincentive to giving by this group since

it will provide them with the tax benefits without a concomitant

financial obligation to give.

4. The continued limitation of 30% on gifts of appreci-

ated property while the limit on other forms of charitable contri-

butions is raised to 50A would seem to indicate a consistent desire

to discourage or eliminate gifts of appreciated property. Coupled

with the provisions already referred to as well as the increase in

the capital gains period from six months to a year, the result

may be to dry up altogether one of the most valuable sources of

charitable funding.

5. The retroactive effective dates for changes relating

to bargain sales and other forms of charitable giving are inequi-

table and damaging in their effect. Such retroactivity will not

only hurt persons who have already made gifts in good faith, but

will seriously hinder charitable fund raising campaigns between

now and the end of the year.

6. The ncw category of "disqualified persons" is so

loosely defined that it threatens to subject publicly supported

charities to treatment as private foundations. This phrase

should be more clearly defined in accordance with its apparent

intent to reduce self-dealing between individuals and private

foundations. Gifts for capital purposes made to organizations

normally considered to be publicly supported should be excluded

in determining the proportion of support obtained from so-called
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GEO IE H. HEYMAN, JR.
SUJMARY OF POINTS
SEPT ER 18. 1969

disqualified persons.

7. The present unlimited charitable deduction formula

should be replaced by a rule permitting every person one oppor-

tunity during his lifetime to make and obtain a deduction for an

unlimited charitable contribution for capital purposes only.

8. The 7J% tax on investment income of private founda-

tions will further reduce contributions to philanthropic organiza-

tions. As in the case of the other proposed amendments, the

adverse effects upon other valid public programs and objectives

my outweigh the anticipated benefits.

9. The American tradition of private citizen involve-

ment in ccmunal services is too valuable to risk impairment, and

the Committee should therefore remove from the bill all those

provisions which tend to threaten the traditional partnership

between government and private philanthropy.

meb - 9/10/69
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Gentlemen:

My name George H. Heyan, Jr.. and I am a senior
partner in the stock-brokerage firm of Abraham & Co.,
located at 120 Broadway, New York City. I appear here
today as President of the Federation of Jewish Philan-
thropies of New York, an organisation which raises in
excess of $20 million per year from private donors,
which it distributes aong mre than 130 beneficiary
agencies.

In its 53 years of corporate existence, the
Federation of Jewish Philanthropies of New York has
raised $l* billion from private donors for the capital
and maintenance needs of its constituent societies.
It is our belief that we are the nation's largest
private voluntary philanthropic complex. Our agencies
serve the oamnity of Greater New York, providing a
wide and comprehensive range of health and welfare
services, including hospital oare, nursing-hme care,
care of the aged, child care, family counseling, voca-
tional rehabilitation, sheltered workshops, day caps and
sumer camps for children and adults, and ocmiaity
centers. About one and one half million people of all
races and creeds are served annually by such well-known
organizations as Mt. Sinai Hospital, Jewish Child Care
Association, Lexington School for the Deaf, Federation
mplonmnt and Guidance Service, Blythedale Children's

Hospital, the Jewish Family Services of Long Island and
Westchester, the Associated YM-.4HA, and many others.

Whether your legacy Isea hundred dollars or a million -when you leave a legacy to Federation
or any of Its Institutions, you are an Important part of the promise and progress of tomorrow
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The Federation of Jewish Philanthropies is but one of a number
of similar federated charitable organizations in New York. There
are the Federation of Protestant Welfare Agencies, the Catholic
Charities of the Archdiocese of New York and the Catholic Charities
of the Diocese of Brooklyn-Queens. The existence and availability
of the services provided by these major networks of voluntary
agencies are indispensable to the provision of adequate health,
welfare and social services to the millions of people resident in
New York City and its contiguous counties. The extent of the City's
dependence upon these services is measured not merely by the pro-
fessional skill of the thousands of workers engaged in these activi-
ties, or by the financial contribution of the agencies to the cost
of the services, but by the tremendous capital investment in plant
and equipment owned by the voluntary agencies and utilized for the
benefit of the community.

Thus, in New York City, voluntary agencies provide 33,198
hospital beds (including both acute and chronic care) as against
15,804 beds provided by the municipal hospital system. Capital-
izing this at current construction costs in our area, the replace-
ment value of the hospital and nursing-home beds under philanthropic
auspices comes to almost $2 billion, as against less than half that
for the public institutional facilities.

On a national scale, 49.8%, or almost exactly half of all beds
constructed under the Hill-Burton program since 1947, are in volun-
tary, non-profit facilities, and the 'fill-Burton program, 6s we
know, provides no more than one-third of all project costs. In
New York State$ the Hill-Burton contribution has been closer to
17%.

In the field of child care, there were 24,567 dependent and
neglected children being cared for in foster homes and institutions
in New York City as of June 30th. Of these, 21,109, or 86%, were
under the care of the voluntary agencies. While the City provides
funds for the maintenance of these public charges, the rate is
fixed at 90% of cost, with a ceiling on top of that, so that for
many of the agencies their share of maintenance costs is far in
excess of 10%.

The partnership of government and voluntary philanthropy in
providing health, welfare and other social services is well estab-
lished in our American society. While the ratio of government funds
has, in certain areas such as hospital care, grown larger over the
years, the voluntary contribution has in absolute terms also grown
progressively greater. The importance of private philanthropy is
particularly manifest in such voluntary agencies as community
centers and our summer camps for both healthy and handicapped
children, for which there is virtually no government funding. If
the millions made available for these purposes by our contributors
were withdrawn, these services would either be sharply curtailed
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or completely terminated and the pressures on government to fill
the gap would be both instantaneous and ovwrwhelming.

I come here this morning to express my opposition to some of
the proposals contained in HR 13270, the Tax Reform Act of 1969,
and to give you my reasons for this opposition. First, let me
say that I am in full agreement with any measure which will improve
the fairness of our tax laws, or which will correct any demonstrated
abuse. I am, however, deeply concerned with any proposed legisla-
tion which, suggesting that contributions by large donors to private
philanthropy constitute a form of tax evasion, seeks to remake the
basic tax incentives upon which rest the financial basis for the
nation's private philanthropic effort. If tax incentives have
been subjected to abuse, then the abuse should, of course, be
controlled. But, in seeking to control the abuse, we must not
make the fatal error of attacking the incentive itself. I believe
that in some of its provisions, HR 13270 seriously threatens private
philanthropy in this country.

1. Gifts of A a s

The first of these provisions is Section 301, which deals with the
limit on tax preferences. Among the five item listed therein as
preferences we find the follaoing: "Any appreciation in the value
of property donated to charity uhich is deducted as a charitable
contribution, but is not included in gross income."

In my Judgment, the inclusion of this item is not only
unwarranted, but potentially destructive in its effect on charita-
ble organizations such as the one I represent. Philosophically,
I find it difficult to comprehend why a gift to a charity should
be placed in the same category as income from tax-exempt bonds, or
from capital gains, or equated with the excess of the amount of
accelerated over straight-line depreciation, or so-called uneconomic
farm losses. A gift to charity is not a business loss or a business
gain. The reasons which prompted Congress in the first instance to
allow deduction of appreciation as an incentive to charitable giving
were wholly unrelated to any business considerations. To include
it with deductions of a purely business or commercial character is
to place the charitable contribution within a totally foreign con-
text and to ignore the motivations and consequences which surround
a gift to a school, a church or a charity.

If the Congress enacts this bill in its present form, it
will in effect propound a distorted view of private philanthropic
giving as a form of tax shelter with no greater social importance
than the other taxpayer preferences with which it is grouped.

The thousands of successful and eminent men and woaen who
serve on the boards of our voluntary agencies and give generously
of their time, their energies, their skills =n their money are
clearly not motivated primarily by hope of gain. It is chiefly
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from these conmunally-minded citizens that we receive the greatest
part of our financial contributions. It is true that in making a
large contribution, the expectation of a correlative tax benefit
is not ignored, but this does not warrant the treatment of these
individuals as mere entrepreneurs whose sole involvement is
pecuniary. If that were the fact, voluntary philanthropy would
in truth be doomed.

It would be of inestimable damage to the very fibre of
voluntarism in the United States if the Congress were eventually
to enact a tax bill fran which the citizenry could infer that
Congress considered private philanthropy of less social value than
the tax allowance for oil and gas depletion. Yet, in its present
form, the Tax Reform Act of 1969 legitimizes the view that oil and
gas depletion allowances are tax incentives of greater national
interest than the private support of hospitals, churches and uni-
versities, and in so doing, raises questions relative to the validity
of the broad range of social responsibilities which we have been
urging our fellow citizens to assume in this nation.

2. LUogation of Deduction f a I^bleQontritions
For the same reasons, I take exception to Section 302, the pro-
vision relating to the A_,ocation of Deductions. The inclusion of
all types of charitable contributions in this category creates a
second penalty, in addition to the taxpayer preference, and as such
both constitute disincentives to giving, affecting chiefly the large
donor, the wealthy individual who is subject both to the limit on
tax preferences and the allocation of deductions. Large donors are
the ca4ef source of the funds raised by the Federation of Jewish
Philant.aopies. Such individuals make gifts of $50,000 to $100,000
ar of even $1 million or more to our building-fund campaigns.

In our last annual maintenance campaign for funds to dis-
tribute to our 130 agencies, about 74% of our money was contributed
by a little over 5% of our contributors. In other words, out of
more than 81,000 persons who have made contributions to our organiza-
tion during this campaign year, 4,300 have accounted for $14,400,000
of the $19,250,000 so far received. This experience is typical and
represents that of other federated fund raising organizations.
Clearly, therefore, the large donors are the backbone of voluntary
philanthropy, and without their support no major philanthropic
effort such as ours can succeed.

I know this is not the intent of the bill, but if the
inclusion of charitable contributions as both a taxpayer preference
item as well as a deduction subject to allocation results Li any
substantial diminution in gifts the effects will be just as disas-
trous. Even a minor decline in the number or dollar value of gifts
from this 5% would seriously impair our ability to function in the
face of rising costs and increasing demand for our services.
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It has been contended by some proponents of this bill that
its sections relating to charitable contributions provide an impetus
to increased philanthropic giving, principally by increasing the
limitation on charitable deductions from 30% to 50% of the taxpayer's
adjusted gross income. This view does not recognize the realities
of modern economic life which generally finds that the incomes of
large philanthropic donors contain capital gains or other elements
of taxable income which the bill now proposes to include among
taxpayer preference items. Thus, the bill, by not distinguishing
between the social value of taxpayer preference items, may well
provide such high-income taxpayers with every incentive to choose
the preference item of the greatest economic gain to the individual
and of the least social value to the nation.

Additionally, the bill actually provides a disincentive
to increased charitable giving by medium-income taxpayers through
Section 801 of the bill which increases the standard deduction.
While we certainly favor this section of the bill as long overdue
relief for this class of taxpayer, we are constrained to observe
that its effect will be to discourage increased philanthropic support
from this group for the simple reason that they will be getting the
tax benefit of implied additional charitable contributions without
having to make them.

3. Thirtv-nercent (30%) Limit on Deduction of Gift of
Anppreciated Propertv
A third provision of the bill to which we take exception is the
30% limitation on deduction of contributions of appreciated
property which, if sold, would give rise to a capital gain. For
other types of charitable contributions, the limit is raised to
50%. Taken with the inclusion of this type of gift in tax prefer-
ences and the allocations of deduction, it would seem to indicate
a desire to eliminate, or at least seriously curtail, the donation
of appreciated property. This view is strengthened, of course,
by the treatment, in other sections of the bill, of tangible
personal property, short-term gains and bargain-sales. In this
respect, the bill, however, completely ignores the existence of
the philanthropic recipient and solely addresses itself to the
question of whether the taxpayer is deriving too great a benefit
from the transaction. The charitable organizations of this country
are also vitally concerned and it might well be asked whether the
benefit to them, and through them to the cormuity as a whole, is
sufficiently great to warrant the continuation of an established
tax incentive or inducement to giving. My experience confirms iW
position that the damage inflicted by this combination of restraints
and penalties will, in the long run, be more damaging to the country
than the benefit which may be derived from denying certain tax
advantages to a relatively small number of taxpayers.
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4. Retrgo1Li1v
Aside from the merits of the provisions relating to charitable con-
tributions, I observe that in certain instances, as, for example,
bargain-sales, the effective date of the proposed legislation is
retroactive. While for most provisions of the bill, the changes
do not go into effect until the end of 1969, they become effective
with respect to bargain-sales on May 26, 1969, and for other changes
dealing with charitable contributions, the date is even earlier.

The Committee will, I hope, conclude that this is inequi-
table. Gifts have been made in good faith which will now be taxed
under entirely new provisions. Apart from the injustice to the
actual donor is the fact that persons contemplating gifts between
now and the final enactment of this legislation will simply post-
pone such giving until the final bill is enacted. In the meantime,
private charities will lose unknown amounts of desperately needed
money with dire consequences to their programs and their needy
clients. At the very least I urge you to remedy this most obvious
inequity.

5. Definition of Dioualified Persons
It is not wj purpose to propose technical changes in the bill.
However, I must observe that there is a certain amount of ambiguity
around the meaning of the phrase "disqualified person" under Sections
101(a) and 101(b) of the bill. Clearly the intent is to control
self-dealing transactions between individuals and private founda-
tions. The concept of "disqualified person" as now spelled out
in the bill, however, may do unintended damage to institutions
which are truly publicly supported. Thus, if a community center
with a relatively small budget should receive a large donation for
a new dormitory or a swimming pool, it may arbitrarily be reclassi-
fied as a private foundation if the one gift is more than twice as
much as all the other contributions.

I would respectfully suggest that the definition of
"disqualified person" be revised to preclude any such unintended
consequences. In any event, gifts for capital purposes, as dis-
tinguished from gifts for operating purposes, made to organizations
normally considered to be publicly supported, should be excluded in
determining the proportion of support obtained from so-called dis-
qualified persons.

6. Unlimited CharLtable Deduction
I would like to allude briefly to repeal of the unlimited chari-
table deduction effected by Section 201(a) of the bill. Recogni-
zing the rationale for the elimination of this privilege, I would
nevertheless venture to suggest a modification which I believe
would be of great public benefit and would not do violence to the
basic intent of the bill in this area. In the course of a life-
time, many people acquire large sums at certain times either through
fortunate investment, or through inheritance or other circumstance.
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Some of these feel fipelled to share their good fortune by making a
large gift to a favorite philanthropic enterprise to build a hospital
wing, or a staff dormitory, or for some other worthwhile purpose.

It would be regrettable 'if these substantial donations,
generally intended for capital rather than operating purposes, were
to be discouraged. In many instances, they take the place of govern-
ment funds which would otherwise be required for the same purpose.
I would therefore propose that, subject to appropriate regulation,
every person be allowed one opportunity during his lifetime to make
a gift, for capital purposes, over and above the 50% limitation on
charitable contributions.

7. Taxgil Private Foundations
I cannot conclude my presentation here today without some reference
to Section 101(a) of the bill, calling for a tax of 7J% of the in-
vestment income of private foundations. The House concluded that
this tax was desirable in part as a user fee to defray the costs of
administering those sections of the bill relating to foundations
and in part as an expression of the belief of the House Ways and
Means Comittee that private foundations should defray some of the
costa of government. This tax is expected to yield about $65 million
which would almost entirely be otherwise contributed to public
philanthropies, such as the one I represent. I mention this to
emphasize the point that the Committee cannot concern itself exclu-
sively with the revenue-raising aspect of these proposed amendments.
It must also weigh very carefully those clearly anticipated conse-
quences which my adversely affect other valid public objectives,
and then decide on balance where the public interest lies.

I am very grateful to this Committee for the opportunity you
have afforded me to appear before you this morning and to express
the great concern which all of us who have been engaged in voluntary
philanthropy feel as we contemplate these proposals. It is mW
sincere wish that this Committee will view this problem, not from
the relatively narrow viewpoint of individual benefits, but from
the much broader perspective of the desirability of the continued
participation of the private sector of our society in providing
health, welfare and education services. Your Comnittee has a
unique opportunity to give visible expression to the American
tradition which continues to look to the private citizen for in-
volvement, personally and financially, in these voluntary communal
services which improve the life of his fellowman.

Thank you.

meb - 9/10/69

139



I



STATEMENT PRESENTED AT A HEARING OF THE SENATE FINANCE COMMITTEE

SEPTEMBER 18, 1969, BY C. STANLEY LOWELL, ASSOCIATE DIRECTOR,

AMERICANS UNITED FOR SEPARATION OF CHURCH AND STATE

Mr. Chairman, Members of the Committee:

My name is C. Stanley Lowell. I am associate director of Americans

United for Separation of Church and State. This organization has been appearing

for more than a decade at hearings of the Congressional committees, the Treasury

Department and the Internal Revenue Service concerning tax reform, particularly

in the area of religious exemptions. In order to provide guidance as to the

nature and scope of this problem, our organization recently completed and pub-

lished a 300-page study "The Churches: Their Riches, Revenues and Immunities."

This is the first systematic endeavor of which I am aware to provide the answer

to such questions as the following:

How much tax-exempt property and business investments do the churches

have?

How much does this cost the average taxpayer?

What is the complete record of all the exemptions and immunities which

the churches enjoy?

What reforms in this area aeem to be needed?

On the basis of cur study of religious exempt property in 14 typical

American cities and extrapolations therefrom, we have concluded ,that the assessed

value of religiously used exempt property in the United States now stands at about

$102 billion. If one aIds to this the voluntary contributions, passive income,

active business income, government subsidies, and also such church assets as

stocks, bonds, investment real estate, commercial business property, et cetera, he
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confronts a total of nearly $164 billion. All of this, with the exception of

some real estate, is tax-exempt. Since real estate exemption for churches is

a matter for local authorities, we shall confine our attention to problems

arising from provisions of the Internal Revenue Code as established in 1950 and

amended in 1954, and also the Regulations based thereon.

As early as November 19, 1956, this organization in testimony before

a House Subcommittee on Internal Revenue urged the deletionof the exemption

from income tax on "unrelated business" of churches and associations of churches

as contained in Section 511 of the Internal Revenue Code. The present exemption

constitutes an open invitation to churches to embark upon ventures in commer-

cial business for profit and to operate under the shelter of the religious ex-

emption. We warned at that time of the unfortunate consequences of such an

exemption and these consequences have certainly been realized. The acquisition

of commercial businesses by churches is further encouraged by the fact that at

Section 6033 (a) (1) religious organizations are specifically exempted from

filing returns. Some of these organizations operate in complete secrecy, not

even reporting to their own members.

This tax-exempt domain is expanding at the rate of about $5 billion

annually. The existence of such a large private entity immune to tax within a

nation has given rise to many problems in many lands. The church never dies:

hence, there is no redistribution of its holdings between generations as is the

case with individuals and their estates. While we have not yet reached it, we

may be actually approaching such a predicament as France faced in the eighteenth

century, Britain in the sixteenth, and Mexico and Russia in the nineteenth,

when a condition of "religious inflation" could only find its correction in rev-

olution and expropriation of church property. As I said, we have not yet
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reached this predicament, but we are approaching it and should take steps to

prevent such a denouement.

An Invitation to Affluence

It is evident that the churches are using the religious exemptions in

various ways to enhance their wealth. Indeed, the present legal situation con-

stitutes an open invitation to do so. A church may borrow funds which it uses

to purchase a business, then pay for the business out of its tax-exempt profits.

Or, it may purchase the business with a very small down payment, then lease

the business back to the original owners and pay for it out of current profits,

immune to income tax because of the church ownership. Yet again, the church

may assume title to the business on almost any terms, then hire the former owners

back as managers. The profits go to the church which promptly rebates them to

the managers who pay themselves for their business. The amount thus pid is sub-

Ject only to the capital gains tax and escapes the higher levy on ordinary in-

come. At the end of 10 or 20 years, the church owns the business and the mana-

gers have retained a large corpus for further investment.

Certainly the legislators did not intend that there be such a .gaping

hole in the tax law. Someone has estimated that if the churches really put their

back into the thing, they could own the whole country in 60 years! The study by

Dr. Larson and myself contains many pages describing the fortunes which churches

are currently amassing under the tax shelter offered them in the present laws.

Reform Is Needed

The entire exemption at Section 511 for churches or associations or

conventions of churches should be removed. We note that the bill passed by the
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House has done this and we urge the Senate to keep the provision in the bill

We question the wisdom of Section 121 (C) (16), however, which gives the un-

related businesses of churches continuance of their exemption for five years.

This continuance simply maintains the unfair competition which these operators

have posed to tax-paying operators. We urge that the same taxes be promptly

imposed upon both.

Further reform is needed. Either the Code or the Regulations should

draw a clear and proper distinction between related and unrelated business of

churches. An absurd situation was created a decade ago when the De LaSalle

Institute (corporate name of the Christian Brothers, makers and purveyors of

brandies and wines) filed a lawsuit to recover income taxes on the ground that

they were a church and therefore exempt. The Christian Brothers were a religious

order. They argued that their brandies and wines were exempt because they were

produced by an organization which technically qualified as a church or associa-

tion of churches. Inothe case of De LaSalle Institute v. United States, Civil

Action 7499, U. S. District Court for the Northern District of California,

Northern Division, Judge Sherrill Halbert held against the order on the narrow

ground that the Christian Brothers were not "sacerdotal" as defined in the Regu-

lations. However, the Judge went on to attack the Regulations themselves. He

observed that "it would be impractical to accord an exemption to every corpora-

tion which asserted itself to be a church. Obviously, Congress did not intend to

do this . . . If the doctrine of the Catholic Church were such, work in a winery

might be a church function . . . . This, however, could not transform an in-

corporated winery into an exempt church ... " Unfortunately, this decision

was not appealed to the Supreme Court.
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Sacerdotal Test Inadequate

The years since have demonstrated the inadequacy of the so-called

"sacerdotal" test. As a matter of fact, even this test has not been vigorously

applied by the Internal Revenue Service. The Christian Brothers were required

to pay taxes on their liquor business and have been paying them since the suit.

But other religious orders, technically sacerdotal, continue to operate unre-

lated businesses without tax. The Jesuit order is an example. Indeed, we are

not aware of any effort to impose tax, even on the nonsacerdotal religious

orders operating unrelated businesses. In the awesome deference that the gov-

ernment continues to show to religious bodies, it has not been known to tax

even those groups which have, in fact, been held to be taxable. The burgeoning

of the commercial business of church organizations is the logical outcome of

this reluctance.

What is needed in the light of the existing problem is a proper defin-

ition of a church. If the state is to exempt a church from tax, then certainly

the state has the responsibility of defining a church. Otherwise, how would

one know what is to be exempt? The definition must not deal merely with clergy

ordination, but with actual functions. There must be a specific identity of

purpose between the church and the trade or business it carries on. The defini-

tion of the church must focus on the basic spiritual ministries of the church

and should include, specifically, the functions of worship, evangelism, education

and missions. All income derived from such activities might continue to be tax-

exempt, but all income not so related should be subject to tax. The fact that

this income is devoted to "good causes" should carry no weight in the deter-

mination.
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Other Immunities

We would also recommend the elimination of Section 107 of the Code

concerning the exclusions covered under the "rental value of parsonages." Also,

the exemption at Section 119 which excludes from gross income of an employee the

value of any meals or lodging furnished him by his employer under certain cir-

cumstances. This exclusion of living costs, but only if they are paid for by

the employer and prepared by the employees, is tailor-made for Roman Catholic

clerics and members of religious orders. Since the garb they wear and the cars

they drive are necessary for their professional activity, these also are tax-

exempt. Scarcely anything that comes to mind would be reportable as tax income

for these members of the clergy It is thus conceivable that they can enjoy the

living standard of a millionaire without any tax obligation at all There is

neither reason nor excuse for such immunities in a country where church and state

are constitutionally separated.

There are further exemptions for the personnel of religion that should

be removed. It is true that some of these are matters established by Regulations

which are not in the Code itself If members of religious orders are under a vow

of poverty, they have no money, work for their order, and receive mere mainten-

ance in return. According to the existing Regulations, personnel under such a

vow of poverty are not subject to withholding tax if they draw a salary from

secular sources. Their check is simply transferred to the church without with-

holding. Thus, a member of the Jesuit order could theoretically serve as a bank

president at a salary of $100,000 and not be required to make any report, much

less pay any income or social security taxes. He could receive unlimited in-

come from stocks, bonds, et cetera, held by him for the order without ever filling
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out a tax report. Nuns teaching in the public schools or serving as post-

office employees, and priests serving as chaplains in the armed forces or as em-

ployees of the government's welfare service-- provided they, too, are under the

vow of poverty-- are in the same category They pay no taxes and simply turn

their checks over intact to their orders.

The injustice of this is patent. Persons with family obligations are

taxed heavily while those without such obligations pay no tax whatever. We

recommend that clergymen be treated exactly the same as others by the tax col-

lector.

Limitations on Exempts

Attention is invited to the definition of exempt organizations in the

Regulations, particularly at Section 501 (c) (3). Here the limitations imposed

on exempt groups are so comprehensive as virtually to destroy basic civil liber-

ties. What is an even more serious matter, the strictures imposed here are of such

a vague, though sweeping, nature that their enforcement had led to grossly dis-

criminatory actions by the Service The use of the word "substantial" in the Reg-

ulations is a good example. It is said that an organization cannot be exempt if

a "substantial" part of its income and activities are devoted to legislative or

political action. This means that a large organization could engage in consider-

able activity of this kind with impunity, whereas a small organization could en-

gage in none of it at all. If these prohibitions are to remain in the Regulations,

they should at least be applied impartially to all exempt organizations.

Termination of Subsidies

Another significant reform which we consider imperative, but which does
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not come under the purview of this committee, concerns the matter of govern-

ment subsidy to church institutions, We urgently recommend the termination of

all such subsidies as are derived under the Higher Education Act, the Economic

Opportunity Act, and the Elementary and Secondary Education Act, et cetera, so

that the churches may resume their status as voluntary societies functionally

and financially separated from the state.

Require Disclosure

Finally, we recommend a substantial change at Section 6033 (a) (1)

which would remove the immunity to disclosure. We urge requirement of full

disclosure of church income and assets on the same basis as (c) (4) organiza-

tions. Churches should have nothing to hide; it is in the public interest to

require public reports of their finances, and it is to their own interest as well.

Publicity is an excellent protection against many ills. We regard Section 6050

(c) of the legislation in the House bill as inadequate. It continues to ex-

empt church organizations from examination and audit of their finances except

under rare circumstances at the request of a high-ranking official of the Service.

We believe that churches should be subject to the same requirements of financial

disclosure as other groups.

At various other points the House bill continues the preferred treat-

ment of churches for reasons that are obscure. For another example, at Section

514 (b) (E) churches are given 15 years exemption from treatment as debt financed

property for property designated for eventual related use, whereas other non-

profit organizations are given only 10 years exemption. Also, churches are not

subject to the "neighborhood test" as are other groups. We think all should be

treated alike.

- 30 -
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Statement of Glen McDaniel,
Chairman of the Executive Committee,

of Litton Industries, Inc. Opposing Certain
Aspects of Section 421 of H.R. 13270

A Summary

Litton's major concern with §421 is the proposal to

tax common stockholders who receive common stock dividends where

their corporation has outstanding convertible preferred stock or

convertible indebtedness. This tax may be imposed if the con-

version ratio, i.e., the ratio at which the preferred stock or

debt can be converted into common stock, is not adjusted upward

to reflect such stock dividends. A tax may also be imposed on

the common shareholder, even though no stock dividend is paid

to him, if there is a decrease in the amount of common stock

receivable on conversion by the holder of the convertible pre-

ferred stock or security.

The very complicated structure contemplated by §421

rests upon the erroneous presumption that convertible preferred

stock or convertible indebtedness is the equivalent of common

stock. A convertible preferred stock or security is not common

stock, may never be converted into common stock, and possesses

characteristics completely dissimilar to common stock. Some

of the unsound conclusions and results which flow from this

threshhold mistake are summarized below.
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1. It is unfair to tax a common shareholder because
of the existence of a convertible preferred stock or security.

(a) Proceeding on the invalid premise that a holder
of convertible preferred stock or indebtedness is essentially
a common shareholder, §421 treats any diminution in the con-
version right (e.g., a decrease in the conversion rate from 1
share of preferred for 1 share of common to 1 share of pre-
ferred for .9 share of common) as being a reduction of the com-
mon stock interest of the holder of the preferred stock or the
creditor and the receipt by the real common holder of an in-
creased proportional interest.

This is simply not so. The proportional interest of
the common shareholder does not change one iota by reason of
a change in the conversion right; what does result from the
change is a diminution in the degree of potential dilution of
the common shareholder's proportional interest--an inadequate
basis for levying a tax. The fact is that the proportional
interest of a common shareholder does not change until actual
conversion and then it goes down, not up.

(b) If the common shareholder is taxed because of
changes in the conversion right and conversion never occurs, he
will have been taxed on something he never received.

(c) The common shareholder cannot convert his com-
mon stock into preferred stock and thus choose between receiv-
ing a cash dividend or a stock dividend.

(d)° The effect on the common shareholder is de-
termined by the decisions of the preferred shareholder or
creditor over which the common shareholder has no control.

2. Section 421 would unwisely interfere with normal
corporate financing by needlessly "locking in" the parties to
a full anti-dilution provision, to a fixed conversion price, to
a fixed conversion rate, etc., with attendant effects upon all
other aspects of the transaction; free negotiation is unreason-
ably inhibited.

3. Section 421 would reintroduce all of the compli-
cations of the pre-1954 law and add even additional complica-
tions. It thus reinstates, for a most uncertain revenue pur-
pose, the problems which Congress wisely eliminated in 1954.

4. Section 421 raises serious constitutional ques-
tions.
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Statement of Glen McDaniel,
Chairman of the Executive Committee,

of Litton Industries, Inc. Opposing Certain
Aspects of Section 421 of H.R. 13270

I. A Preliminary Statement

A. The Present Law. Prior to enactment of the 1954

Code, common stockholders were taxed on stock dividends only if

such stock dividends increased their proportional interest in

their company. This rule was developed through various Supreme

Court decisions holding that a constitutional tax could be

levied only if the stock dividend resulted in a change in pro-

portional interest. (Eisner v. Macomber, 252 U.S. 189 (1920);

Koshland v. Helvering, 298 U.S. 441 (1936); Helvering v. Griffiths,

318 U.S. 371 (1943); Helvering v. Sprouse, 318 U.S. 604 (1943);

Strassburger v. Commissioner of Internal Revenue, 318 U.S. 604

(1943).)

The pre-1954 proportional interest rule was complex

and productive of much litigation. See, e.g., Wiegand v. Com-

missioner, 194 F.3d 479 (3d Cir. 1952), and Tourtelot v. Com-

missioner, 189 F.2d 167 (7th Cir. 1951). As a result of such

complications, when the 1954 Code was enacted, Congress adopted

in 1305 the present rule exempting from tax all stock dividends

received by common shareholders except those received as a re-

sult of an election by the stockholder to take a stock dividend

rather than a cash dividend. The present rule thus eliminated

the proportional interest concept as a test of taxabJlity. As
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shown later in this statement, the revenue from the taxation

of dividends has not seemed to suffer from the adoption of the

present rule. On the other hand, the simplification resulting

from the adoption of the present rule has been a significant

improvement over the pre-1954 law.

B. The Proposed Law. Section 421 of H.R. 13270

would return us, to a considerable extent, to the pre-1954

complexities, both constitutional and otherwise, by taxing a

common shareholder on an increase in his proportional interest

(actual or assumed) if a related cash dividend is paid to other

shareholders. In fact, the proposed new rules introduce serious

new complexities, mainly arising from the treatment of convertible

preferred stock and convertible indebtedness as common stock.

II. Consideration of the Need for Any Change

The Report of the Ways and Means Committee states

that the purpose of §421 of H.R. 13270 is to prevent a loss

of revenue which could result if publicly-held corporations

adopted "a capital structure with two classes of common stock

so that their stock could be sold both to investors desiring

appreciation and to investors desiring a current income". This

same concern was expressed by the Subchapter C Advisory Group

to the Ways and Means Committee in 1959 and is identified with

the feeling that high-bracket taxpayers would acquire and hold
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the common stock affording increased ownership of the corpora-

tion and low-bracket taxpayers, or exempt organizations, would

hold the common stock paying a cash dividend.

This concern will not be relieved by the proposed

amendments. A choice between stocks paying cash dividends

and stocks offering equity growth will continue to be avail-

able to investors. An Investor desiring income would buy the

stock of a company paying cash dividends, whereas an investor

desiring appreciation would invest in a company which retains

its earnings for expansion and growth. The same choice fre-

quently exists ( and would still be acceptable under H.R. 13270)

even within the same company, through a common stock paying no

cash dividends and a preferred stock (even a convertible pre-

ferred stock if the conversion privilege is fully protected

against dilution) which does pay cash dividends. The reten-

tion by public corporations of earnings certainly serves a

proper and legitimate purpose of internal financing, and it

would be an unsound tax policy which forces the payment of

cash dividends, thereby increasing the borrowings required to

serve corporate business needs.

A study of the dividend-paying habits of corporations

since the adoption by Congress of the present rules raises a

serious question as to the reality of the concern expressed in

the Ways and Means Committee report. Attached hereto is

Schedule A showing the cash dividend and stock dividend paying
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practices of corporations from 1953 through 1965 as available

in the Statistics of Income prepared each year by the Internal

Revenue Service. These data show that the dollar amount of

cash dividends has arisen each year and more than doubled dur-

ing this period (from 11.6 billions to 26 billions), while the

value of stock dividends paid demonstrates an absence of a growth

pattern in the use of stock dividends. When one considers the

fact that the value of stock dividends paid in 1953 was 1.1

billions and was 2.2 billions in 1965, during which period the

Dow Jones Industrial Average almost quadrupled (250-280 in- 1953

to 840-960 in 1965), it is clear that the use of stock dividends

has not increased and has almost certainly decreased.

The attached Schedule B, taken from U. S. Department

of Commerce data, demonstrates that the dividend paying practices

of corporations have not changed as a percentage of corporate

profits (although fluctuations have occurred) and, most sig-

nificantly, that individuals received the same approximate per-

centage of their aggregate income in cash dividends in 1968 as

they did in 1954 (3.4 vs. 3.2%). The 5-year averages for this

period show that for 1954-1958, 1959-1963, and 1964-1968 cash

dividends as a percentage of personal income were, respectively,

3.3%, 3.4% and 3.5%, while the percentage of corporate profits

distributed in these periods approximated the 15-year average

of 46%. These data strongly demonstrate that investors and

companies have not moved to "tax-free" stock dividends. The

feared impact on the revenue suggested in the House Report
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simply has not developed in the 15 years since the proportionate

interest test was eliminated. There is no reason to think that

the future will differ from the past in this respect.

There can be no question but that the changes pro-

posed in the taxation of stock dividends is a severe retrogres-

sion insofar as simplification is concerned. The alleged danger

to the revenue is too questionable to justify the reintroduction

into our tax system of the complexities inherent in the concepts

of 421.

III. Treatment of Convertible Preferred Stock and
Convertible Securities as Common Stock

Although a strong case can be made against the rein-

statement of the proportional interest test, it is argued by

some that such reinstatement is justified as an effort to ex-

tend the exception in existing law which taxes a common share-

holder on his stock dividend if he has an election between cash

and stock. Section 421 would accomplish this by inhibiting the

creation of two classes of common stock, one paying cash and the

other stock but both participating alike in equity growth and

equity decreases.

Even if it is assumed that such an extension of the

present law is desirable, §421 is a gross example of "overkill"

in treating convertible preferred stock and indebtedness as com-

mon stock. A preferred stock, or a bond, or a debenture, even

if convertible into common stock, is not common stock and may

never become common stock.
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The lack of equivalence between common stock and a

convertible preferred stock or security is plainly evident in

a declining stock market such as today's: for example, a high-

grade convertible bond with a face value of $100 and an interest

rate of 5%, where the common stock into which it is convertible

is worth $40, will sell in the market place as a debt and not

as a common stock; the price it will command will be mainly the

function of the yield and maturity and not its convertibility.

Yet 1421 treats such convertible bond as common stock.

Even where the market price of the convertible pre-

ferred stock or security reflects the market price of the com-

mon stock into which it is convertible, it is incorrect and un-

sound to treat such convertible stock or security as common stock

on the assumption that at some time conversion will occur. Whether

conversion will occur is a product of investment desires and

Judgment which.will vary from investor to investor.

We submit that the policy reflected in §421 is un-

sound for the following reasons.

A. The Inequity to the Common Shareholder. The pro-

portional interest of a common shareholder can only be decreased

through the issuance of a convertible preferred stock or bond.

If conversion occurs and common stock is issued to the former

holder of the convertible, the old common shareholder's propor-

tionate interest is necessarily decreased. If conversion does

not occur, his proportional interest does not change.
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Section 421 would tax the common shareholder on the

theory that he has a "gain" if the conversion right in the con-

vertible stock or security is decreased. This "gain", in fact,

is but a diminution in the potential dilution of the common

shareholder's interest. This is a totally inadequate justifi-

cation for a tax.

The theory implicit in 1421 that a convertible pre-

ferred stock or bond is common stock, or its equivalent, rests

on the tenuous presumption that conversion will some day occur.

Section 421 indeed makes the presumption conclusive, not even

admitting of the possibility that conversion may not occur. Yet

whether or not conversion will occur will depend on the judgment

of the investor exercised in the light of economic facts. When,

as is frequently the case, the market value of the convertible

preferred stock or bond exceeds the market value of the common

stock into which it is convertible, conversion is highly im-

probable.

If conversion does not occur, the common shareholder

will have been taxed on the value of an "increase" in his pro-

portional interest he did not receive. This can hardly be

called fair taxation. To the contrary, when coupled with the

facts that the common shareholder cannot control the preferred

shareholder and has no right himself to convert into preferred

stock, such a result is incredibly unjust.
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B. Interference with Corporate Financing. Conver-

tible stock and securities have for many years played an im-

portant and respectable part in the financing by many corpora-

tions of their businesses. In the case of some companies, par-

ticularly new businesses, the use of convertible stock and se-

curities is a '"ust" because lenders and investors are reluct-

ant to risk their money unless growth equity options are also

made available. In the case of practically all companies, under

economic conditions such as today when interest rates are extra-

ordinarily high, convertible stock and securities afford an es-

sential alternative means of financing.

Section 421 unwisely interferes with this type of

financing by sharply limiting the flexibility of the issuer in

negotiating as favorable terms as possible. If the corporation

could otherwise negotiate an exception which would permit it

to pay stock fitvidends to its common shareholders without ad-

justing the conversion rate of the preferred stock or security,

1421 as a practical matter makes the company forego this advan-

tage since it would tax the stock dividend. If the conversion

rate is adjusted for the stock dividend, the stock dividend is

not taxable, so the corporation is "locked" into giving com-

plete anti-dilution protection to the holder of the convertible

stock or security. This hurts common shareholders and benefits

lenders.
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Or If the corporation could otherwise negotiate a
"phase-out" of the conversion right by diminishing that right

periodically, so that the potential dilution of the common

shareholder's interest is minimized, the corporation would as

a practical matter have to forego this significant advantage

because 1421 contemplates that the Treasury will impute a tax-

able dividend to the common shareholder by reason of the reduc-

tion in the conversion rate. The common stockholder, in this

situation, is taxed even though he does not receive any more

stock.

Or if the corporation could protect its common share-

holders by periodically increasing the price at which a bond or

debenture can be converted into common stock--a very common

situation--, it would, in so doing, create an imaginary but

taxable dividend to its common shareholders.

These adverse and unnecessary impediments to corporate

financing result from the treatment of convertible stock and se-

curities as common stock.

C. The Vast Complications of 421. One of the major

reasons why Congress enacted the present rule in 1954 was to

eliminate the complexities resulting from the then change-in-

proportional-interest test of taxability of stock dividends.

Section 421 will reintroduce into our system those same com-

plexities and will further create additional complexities,

arising mainly from the taxation of common shareholders be-

cause of the issuance of convertible stock and securities.
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Examples of the complexities, which we respectfully

submit that Congress should deal with in the statute and which

1421 totally ignores, are indicated by the following questions:

1. What precisely is meant by the term 'proportionate

interests" as used in the proposed 1305(b)(2)?

2. Since an increase in proportional interest of some

stockholders would be taxed only if it is related to a cash divi-

dend paid to other stockholders, when and to what extent will

"relatedness" be considered to exist? Will the stock dividend

be taxed only to the extent of the cash paid to other share-

holders?

3. How will the "gain" taxed to common shareholders

as a result of stock dividends imputed to them be measured?

How can this be done in the case of a shareholder owning 100

shares of total outstanding shares of 35,000,000? Is the im-

puted "gain" likely to be realizable by the shareholder?

4. Where the conversion rate fluctuates with the

market value of the common stock, and thus can go either up or

down, will a common shareholder be allowed a loss where he has

to "return" that portion of a conversion right which he "received",

and was taxed on, in a prior year? If he is to be allowed a loss,

how is the amount to be determined and what will be its character?

5. If conversion never occurs, will the common share-

holder who has been taxed on the assumption that conversion will

occur be allowed a loss? And what if he has sold his stock in

the interim?
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6. Is it intended that the law apply to situations

where the amount of the stock dividend is less than the cor-

poration's related cost in advising its shareholders?

7. Will anti-dilution provisions in convertible

stock and securities give rise to a taxable gain to their

holders where expressed in terms of value rather than shares?

8. Does Congress intend that corporations must give

complete anti-dilution protection to holders of convertible

stock and securities, or else subject their common shareholders

to tax on stock dividends received by them?

9. What is Congress' intention with respect to the

application of the proposed rules in light of the constitutional

doctrine developed in Eisner v. Macomber, 252 U.S. 189, and later

cases?

These are but a few of the problems created by 1421.

They suffice, however, to raise the question whether these and

other complications are justified by the unfounded concern over

a speculative revenue loss.

D. Revival of Constitutional Problems. The record

of §421 of H.R. 13270 thus far is silent on the point, but it

is plain that the amendments relating to convertible stock and

securities raise serious constitutional questions.

The constitutional rules relating to the taxation of

stock dividends are developed in Eisner v. Macomber, 252 U.S.

189, and the other cases cited on the first page of this
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memorandum. That rule is that a stock dividend cannot validly

be taxed unless it results in a change in the stockholder's

proportional Interest. For example:

1. A distribution of common stock on common stock,

there being no other stock outstanding, cannot validly be

taxed. (Eisner v. Macomber, 252 U.S. 189)

2. A distribution of preferred stock on common

stock, there being no other class of stock outstanding prior

to such distribution, cannot validly be taxed. (Strassburger v.

Commissioner, 318 U.S. 604)

3. A distribution of common stock on common stock,

there also being non-convertible preferred stock outstanding,

cannot validly be taxed. (See Treasury Department's Tax Re-

form Proposals of April 22, 1969, Example (2), p. 223)

Section 421, of course, deals with common stock divi-

dends paid (or- considered as paid) to common shareholders where

that stock dividend is related to cash dividends paid on con-

vertible preferred stock or interest paid on convertible bonds

or debentures. Section 421 thus raises these two constitutional

questions:

1. Can a distribution of common stock on common stock

validly be taxed where there is also outstanding a convertible

preferred stock?

2. Can a distribution of common stock on common stock

validly be taxed where there is no other stock outstanding but

there is convertible indebtedness outstanding?
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Both of these questions should be answered in the

negative if the Supreme Court's decisions are to be respected.

The decision of the Court of Appeals for the Second Circuit

in Choate v. Commissioner, 129 F.2d 684 (1942), supports this

conclusion. There, rights to acquire preferred stock, con-

vertible into common stock at specified ratios varying from

time to time, were issued to common shareholders, there also

being outstanding preferred stock. The Court tested the con-

stitutional point as though the convertible preferred stock

was itself distributed and ruled that the distribution could

validly be taxed. The Court stated in this connection (p. 688,

fn. 12):

'We regard as immaterial the fact that the
preferred stock here Is convertible, at the elec-
tion of the holder, into common stock."

If the Court had treated the convertible preferred stock as

common stock (contrary to the Government's position*), the dis-

tribution could not have been constitutionally taxed. The Court

recognized this in distinguishing Miles v. Safe Deposit & Trust

Co., 259 U.S. 247, where it was held that a distribution to com-

mon stockholders of rights to subscribe to common stock could

not validly be taxed under Eisner v. Macomber.

* The Commissioner of Internal Revenue argued in his brief
that "The distribution to holders of common stock of rights to
purchase shares of the Crane Company's convertible preferred
stock was essentially analogous to the distribution of a stock
dividend in preferred stock on common stock."
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A further serious constitutional question Is raised

by the proposed 1305(b)(3) which would tax a distribution of

convertible preferred stock unless advance clearance of the

Secretary or his delegate is obtained. If such a distribution

were made at a time when only common stock was outstanding, it

seems clear that the Strassburger decision would make a tax on

the distribution unconstitutional.

Whatever would be the final result of litigation

testing the constitutionality of taxing common shareholders on

common stock dividends received by them, Congress should be

aware that enactment of the provisions of 8421 concerning con-

vertible preferred stock and debt raises constitutional ques-

tions and makes litigation on the point inevitable.

IV. Uncertainty Arising From Broad Delegation

Section 421 gives the Treasury Department the broad-

est authority possible to make the substantive rules for de-

termining whether the provisions of convertible preferred stock

and debt will trigger a tax on common shareholders. The only

guideline in §421 is that the stock distribution (actual or im-

puted) must result in an increase in proportionate interest and

be related to or identified or somehow connected with cash pay-

ments to other shareholders.

If the provisions concerning convertible stock and

securities are to be retained, Congress should provide the

"164



15.

rules. Corporations raising capital must resort to stock and

securities which are responsive to economic conditions exist-

ing at the time and should be able to determine the tax conse-

quences from the statute.

V. Applicability to Litton Industries, Inc.

At Its inception in 1953, Litton formulated a policy

of retaining its earnings to finance Its growth. In ten years

since 1959, Litton has paid a 2-1/2% stock dividend to its com-

mon shareholders, but the Company has not paid any cash divi-

dends to tIb common shareholders. The Company hop consistently

followed its early q nnced policy taing earnings.

Of c rsfe, Litton (as other compan ) has needed

additional unds. It has on sveal occasions fo d it either

necessa or desirkblpefd-use 4onverti'ble stock or c nvertible

secur ties in seering fn4 ds and contiiing its growth At anI I -i

ear juncture of theqC ory, th(1suance o con-
--")y~' mo by WAich the Cu ol

ver bible debentures was i~o~ ly Comp could

ob ain badly,-needed f ~ This woulo 14s true manyy bu inesses

toay in comoarabl' ag-.1 4 't

When it ha4 .ad to ek4 nvertible stock or e-
curtties, Liton, of cot se,,h a a d to negotia as

favorable terms as possible the a antage of the co oration

and its coon shareholders. pr objec ve of Li on in

such neg~otiations 1- to awinimiz the "tion of thy interests
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of its common shareholders should conversion occur. It has

done this, when possible, by trying to obtain the right to

pay annual stock dividends to the common shareholders without

having to adjust the rate of conversion in the convertible

stock or security or by periodically increasing the conversion

price. These efforts to minimize dilution of the interests of

common stockholders have had no tax implications whatsoever.

During the last two years Litton has issued its Series

B Convertible Preferred Stock in connection with mergers of

Litton and several other companies. In the first merger in

which this stock was issued, the shareholders of the other

company desired cash dividends and Litton's common stock pays

no cash dividends. They also wanted, however, both the chance

to participate in the growth of Litton and protection against

possible sharp declines in the value of the common stock.

In thb course of negotiations the parties agreed

that the preferred shareholders should not have the right to

both the cash dividend paid on the preferred and (through the

conversion right) the stock dividend paid on the common. It

was accordingly agreed that Litton should have the right to

continue with its annual stock dividend without adjusting the

conversion rate of the preferred stock. This exemption from

the anti-dilution provision was limited, however, to stock

dividends up to a value of $2.00, the amount of the cash

dividend paid on the preferred stock. The value of stock

dividends in excess of $2.00 brings the anti-dilution
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provision into play, and the conversion rate is increased to

reflect this excess. Similarly, in order to maintain the pro-

portion between the common and preferred, it was agreed that

the conversion rate of the preferred should decrease if the

value of the stock dividend is less than $2.00.

Litton's Series B Convertible Preferred Stock was

not created for any tax reasons. In fact, the stock increased

tax revenue. It is a fair stock to both the common shareholder

and the preferred shareholder. No good reason occurs to Litton

why its continued use should, in effect, be prohibited.

Litton's Series B Convertible Preferred Stock points up

another of the deficiencies in 1421. Since the conversion rate

can either go up or down, dependent upon the market value of

the common stock, the common shareholder could be taxed when

the conversion rate goes down but gets no loss when the con-

version rate goes up. In fact, during its existence the con-

version rate of the Series B Stock has gone both up and down.

It is entirely possible that conversion, should it occur, will

be at the initial conversion rate although in the meantime the

common shareholder would have been taxed on decreases in the

conversion rate. This is a bizarre result.
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Conclusion

The immediate reason why 1421 equates convertible

preferred stock and bonds with common stock is apparent. Only

by regarding convertible preferred stock and securities as

common stock can even a theoretical increase in the real com-

mon shareholder's proportional interest as a result of a stock

dividend be developed. If the preferred stock or debt is treated

for what it is--a preferred stock or debt which remains such

unless and until it is converted into common stock--, then the

common shareholders who receive a stock dividend own the same

proportional interest thereafter as before, viz., all of the

company over and above the liquidating value of the preferred

stock or the face amount of the debt.

It is, however, not so apparent why the authors of

§421 believe it necessary or desirable to tax a common share-

holder on a stock dividend just because a convertible preferred

shareholder or bondholder could not dilute the common stock, if

he converts, to the same extent after the stock dividends as

before.

It is evident that the characteristics of a preferred

stock or a debt, even if convertible into common stock, are sig-

nificantly different from those of common stock. Unlike the

two-classes-of-common situation where the only difference in

the two stocks is the nature of the dividend, both classes

sharing alike in "ups" and "downs", no corporation would penalize
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its common stockholders by creating a convertible senior stock

or security solely to provide investors with a choice between

stock dividends and cash dividends. The common stockholder

has to share his prosperity with the convertible holder but

cannot count on the latter to share his losses; he cannot be-

come a preferred shareholder or a creditor, either to get cash

dividends or interest or to put a floor under the depreciation

in the value of his common stock. Even from the point of view

of the convertible holder, it cannot be said that he has a free

"election" where the value of his preferred stock or debt is

considerably in excess of the value of the common stock into

which he can convert.

Any amendments relating to stock dividends paid to

common shareholders should be confined to increases in propor-

tionate interests received by holders of common stock because

of the receipt of cash or its equivalent' by other holders of

common stock. No amendment should be made which would tax

common stock dividends to holders of common stock because of

the existence of convertible preferred stock or convertible

indebtedness.

However, it is apparent that a stock can be labeled

'preferred" notwithstanding that it is in reality common stock.

Accordingly, tests such as those proposed on pages 10-11 of

the memorandum accompanying this document might be adopted to

distinguish bona fide preferred stock from sham preferred stocks.
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It is also recognized that what in essentially an

equity interest can be labeled "indebtedness". Any such

interest could be evaluated under standards similar to those

suggested in case of a preferred stock.

September 16, 1969
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SCHEDULE A

Cash Dividends and Stock Dividends,
1953-1965, Inclusive

Cash on Property
Dividends

(Billions of Dollars)

11.6
11.8
13.6
14.5
15.0
15.0
16.2
17.2
18.0
19.6
21.1
23.3
26.0

Source of Data:

Stock Dividends
(Billions of Dollars)

1.1
1.3
2.0
2.7
1.8
1.6
2.2
2.0
2.2
2.1
2.1
3.1
2.2

Statistics of Income, Corporation Income Tax
Returns, Department of the Treasury
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Year

1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965



SCHEDULE B

Corporate Financial Statistics

1954 - 1968

Personal Income
(Billions of
Dollars)

$290.1
310.9
333.0
351.1
361.2
383.5
401.0
416.8
442.6
465.5
497.5
538.9
587.2
629.4
687.9

Cash
Dividends

(Billions of
Dollars)

$ 9.3
10.5
11.3
11.7
11.6
12.6
13.4
13.8
15.2
16.5
17.8
19.8
20.8
21.5
23.1

Cash Dividends
As a % Of

Personal Income

3.2%
3.4
3.4
3.3
3.2
3.3
3.3
3.3
3.4
3.5
3.6
3.7
3.5
3.4
3.4

After-Tax
Corporate Profits

(Billions of
Dollars)

$20.6
27.0
27.2
26.0
22.3
28.5
26.7
27.2
31.2
33.1
38.4
45.2
49.9
47.3
49.8

Cash Dividends
As a % Of

Corporate Profits

45.1%
38.9
41.5
45.0
52.0
44.2
50.2
50.7
48.7
49.8
46.4
43.8
41.7
45.5
46.4

5-Year Averages

54 - 58

59 - 63

64 - 68

3.3

3.4

3.5

44.5

48.7

44.8

Sources of Data: U. S. Dept. of Commerce, Survey of Current Business (1967 Biennial Supplement;
1969 National Income Accounts Issue)

1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968



MEMORANDUM

Section 305 - Policy Considerations Relating To
Convertible Preferred Stock And Securities

Section 421 of H.R. 13270 would amend Code §305 to

provide that where a common shareholder receives a stock divi-

dend which increases his porportionate ownership of a company,

and that stock dividend is related to a cash dividend paid to

other shareholders, the distribution of the stock dividend is a

taxable event. Although we think that the present rules, which

ignore shifts in proportionate interest as a basis for taxing

stock dividends, have worked satisfactorily, we do not dispute

that the conjunction of these two conditions can be considered

an appropriate cause for imposing a tax. Thus, we would agree

as follows with these results of H.R. 13270:

Example 1. If A and B each own 50 shares of
the common stock of Company X and on January 1,
1970, Company X pays a stock dividend to A and a
cash dividend to B, there is cause for a tax to A
with respect to his stock dividend since A owns
more of Company X than he did before.

Example 2. If A owns all the common stock of
Company X and B owns all of the non-convertible
preferred stock of Company X, and on January 1,
1970, Company X pays a dividend in common stock to
A and a dividend in cash to B equivalent to the
fair market value of A's common stock dividend,
there is not adequate cause for a tax to A since
he owns no more of Company X after the stock divi-
dend than he owned before. Both before and after
the stock dividend A owned all of Company X over
and above the liquidating value of B's preferred
stock.
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However, we disagree with the policy reflected in

H.R. 13270 concerning preferred stock or debt which is con-

vertible into common stock. Specifically we object to the

conclusive presumption that a mere right to convert a preferred stock*

into common stock justifies treating the preferred stock as com-

mon stock for determining whether the common shareholder has

realized a proportionate increase in his ownership of the com-

pany.

Unless, of course, the convertible preferred stock is

treated as common stock, the common shareholder could not be

said to have an increase in his proportionate interest by reason

of his receipt of a stock dividend, since both before and after

receiving his stock dividend he would own all of the company's

assets in excess of the liquidating value of the preferred stock

or the amount of the debt. To illustrate:

Example 3. A owns all of the common stock of
Company X and B owns all of Company X's preferred
stock which is convertible into common stock on a
share-for-share basis. On January 1, 1970, Company
X pays a cash dividend to B and a dividend in com-
mon stock to A equivalent to the value of B's cash
dividend. B continues to hold his preferred stock
which remains convertible on a share-for-share basis.

Under H.R. 13270, A would be taxed on his stock divi-

dend because his proportionate interest has increased, invoking

the conclusive presumption that B owns common stock and not pre-

ferred stock. In short, H.R. 13270 argues that Example 3 is the

same as Example 1 which involves only common stockholders.

All convertibles or rights to acquire common stock are treated
as common stock under H.R. 13270. Thus, convertible bonds
or debentures, wa-rants, and rights are classed arbitrarily
as common stock. We generally speak of convertible stock,
but such reference should be understood to include the other
affected securities.
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We say, also referring to Example 3, that there is

no cause for a tax to A on his stock dividend because A's pro-

portionate ownership has not increased. B's preferred stock

remains preferred stock until he converts and until then B is

not entitled to participate in Company X's assets over and above

the liquidating value of his preferred stock. If conversion

never occurs, as frequently is the case, B's preferred stock

results in no more change in ownership than the nonconvertible

preferred stock in Example 2 where the stock dividend to A is

not taxable.

What represents the sounder tax policy? For the follow-

ing reasons, we submit that the choice should be in favor of our

point of view and against the policy suggested by H.R. 13270.

1. No matter what the circumstances, the proportionate

interest of a common stockholder can only be decreased because

of a convertible preferred stock. If conversion does not occur,

his interest remains the same, and surely he should not be taxed

because his proportionate interest might have been decreased by

conversion but wasn't.* If conversion does occur, his propor-

tionate interest necessarily decreases.

Example 4. A owns all the common stock of
Company X and B owns all the preferred stock which
is convertible into common stock on a share-for-
share basis. Before conversion, A's proportionate
interest in the assets over and above the liquidat-
ing value of the preferred stock of Company X is

If the conversion privilege expires without exercise, the
consequences of taxing the common stockholder are so
demonstrably absurd we presume an exception will be made.
However, it is difficult to justify imposing a tax when
the conversion right expires 20% a year for five years,
but not imposing a tax when the entire conversion right
lapses at the end of the fifth year.
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100% If B's preferred stock is redeemed and
not converted, A never owns less than 100%. If,
however, B converts his preferred stock into
common, A's proportionate interest drops to 50%.

Referring to Example 4 above, H.R. 13270 holds that

if B lets his conversion right g unexercised, in whole or in

part, A's proportionate interest is increased as a result

thereof. This is incorrect. The real thrust of H.R. 13270

is that, even though A's proportionate interest has not in-

creased, he should be taxed if the possibility that B could

decrease A's proportionate interest by converting is either

reduced or terminated.

2. The conclusive presumption of H.R. 13270 that a

right of conversion justifies treating a convertible preferred

stock or a convertible bond as common stock has no factual basis.

Indeed, the presumption of conversion is made even where con-

version is improbable. Whether or not a preferred shareholder

will convert into common stock depends on economic factors and

investment judgments.

Example 5. On January 1, 1970, the common
stock of Company X, which pays no cash dividend
but pays a 3% annual stock dividend, sells for
$40 a share. The preferred stock of Company X,
which pays $2.00 a year and is convertible into
.7 shares of common, also sells for $40 a share.
The equivalent value of the underlying common
into which the preferred is convertible is $28.

Under the circumstances in Example 5, it is plain that the pre-

ferred shareholder will not convert even if the conversion right

is to terminate the next day.
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3. Tax laws should be explainable and a common stock-

holder, sophisticated or otherwise, would never understand why

he should be taxed because a preferred shareholder failed to

exercise his conversion privilege. He would understand (cor-

rectly) that if the preferred shareholder converts into common

stock, his percentage ownership of the common stock, and thus

of his company, would be less. The common sharehold, r would

justifiably think anyone irrational who could find a profit in

such a situation for him. Even if it could be said that a com-

mon shareholder theoretically owns more of a company merely be-

cause a preferred shareholder lets his conversion right go un-

exercised or to be reduced, it would be a rash assumption that

the market place would necessarily place an increased value on

his common stock.

4. The common stockholder has no control over the

preferred shareholder and no right to elect between a stock

dividend or a cash dividend.

5. If a tax is levied on the common stockholders on

the theory that conversion has occurred and if conversion never

occurs, the common stockholder has obviously been taxed on some-

thing he never got. For this reason alone, H.R. 13270 cannot

be the right answer.

6. Treating a convertible preferred stock as common

stock is not involved in the provisions that would tax a pre-

ferred shareholder if he becomes entitled to more shares of

common stock on conversion (other than by adjustments designed
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to protect the conversion right against dilution). H.R. 13270

would apparently tax a preferred shareholder on any distribution

to him of stock or right to stock, whether or not that distri-

bution is related to a cash dividend. This would not be dis-

turbed by the argument we are making.

7. H.R. 13270 will complicate legitimate corporate

financing involving convertible stock and securities and in

many instances will foreclose the use of such type of financing.

Convertible stock and securities have been used for many years

because they minimize the cost of financing and benefit exist-

ing shareholders. Our count shows that as of April 21, 1969,

there were outstanding over 700 issues of convertible preferred

stock and securities, involving almost as many issuers. It would

be most unfortunate if Congress adopts a policy which impedes the

use of convertible stock and securities, particularly today when

interest rates axe extraordinarily high.

Under the policy of H.R. 13270 that a convertible pre-

ferred stock or bond should be regarded as common stock, many

convertible stocks and securities -used today could create sig-

nificant and unexpected consequences to the common stockholders.

An example is the 5-1/4% convertible subordinated debentures

issued in 1966 by a large American metals company which are

convertible into the issuer's common stock at $85 a share and

5% of which must be retired each year beginning in 1977.

There are at least two aspects of these debentures,

mentioned below, which could (and as we understand H.R. 13270
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would) create a taxable situation for the common stockholders.

This situation would exist notwithstanding that the value of

the debenture, if converted into common stock, is less than

the value of the debenture as a debt, thus making conversion

improbable.

1) The debenture holder's conversion right is pro-

tected against dilution resulting from an increase in the num-

ber of common shares, except that such protection does not ex-

tend to stock dividends on the common stock which are 5% or

less of the outstanding common stock. In other words, the

issuer could pay common stock dividends to its common share-

holders up to 5% before the conversion rate of the debentures

is adjusted. Provisions of this kind are common. Viewing the

debentures as common stock, as H.R. 13270 requires, the com-

mon shareholder will be charged with getting an increase in

his proportionate ownership with each stock dividend he re-

ceives up to 5%. The common shareholder would accordingly be

taxed if there is a related cash dividend, and apparently the

interest paid on the debentures woUld be regarded as a related

"cash dividend".

2) The annual retirement of 5% of the debentures

reduces the potential for dilution of the common shareholder's

proportionate interest. That is to say, a debentureyhich is

paid no longer exists and cannot be converted. This provision

for annual retirement, also a usual type provision, is a plan

of periodic retirement, similar in effect to reduction of the
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conversion ratio of the entire issue, and under H.R. 13270

also would create a taxable situation for the common stock-

holders.

Another typical financing situation with which H.R.

13270 will improperly interfere is illustrated by the follow-

ing example:

Example 6. M Company is a growing company
in the motel business. Because of its decision
to finance itself to the maximum extent through
earnings, it pays no cash dividends and in lieu
thereof pays an annual stock dividend of 3%. In
order to raise $100,000,000 to build new motels,
it negotiates with a group of banks for a loan.
The banks agree to lend at a rate of 9-1/2%. The
interest requirements would severely hamper M Com-
pany so it enters into negotiations for a lower
interest rate with the debt being convertible into
its common stock. A tentative interest rate is
set at 6.5%. However, M Company wants its annual
3% stock dividend to be excused from the provision
protecting the creditor's conversion right from di-
lution because of an increase in the outstanding
common shares. The banks agree but insist on a com-
pensating increase in the interest rate to 7%.

In Example 6, the common shareholders of M Company

have "paid" for their stock dividend through the higher interest

rate but are able to preclude the further dilution of their owner-

ship which would result from adjusting the conversion rate for

the stock dividends. Under H.R. 13270, this would no longer

be feasible since the stock dividends would be taxable. M Com-

pany would, as a practical matter, have to give its creditors

100% protection against dilution, thus increasing the common

shareholder's exposure to dilution.
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Conclusion and Recommendations

In our judgment, the considerations stated above

show that it would be unwise and unsound to tax a common

shareholder with respect to stock dividends received by him

(actually or constructively) because of the existence of a

bona fide convertible preferred stock or security. We recom-

mend that the contrary policy reflected in H.R. 13270 be aban-

doned.

It is stated on page 116 of the Report of the Com-

mittee on Ways and Means that the purpose of the proposed

amendments to §305 is to deter publicly-held corporations from

adopting "a capital structure with two classes of common stock

so that their stock could be sold both to investors desiring

appreciation and to investors desiring a current income". The

soundness of this objective is highly quetionable. It is in the

public interest for corporations to be allowed to finance them-

selves internally through retained earnings to the maximum ex-

tent possible,

Assuming that the concern expressed by the Committee

deserves alleviating, the remedy should not go beyond that con-

cern--that is, the remedy should apply only to situations in-

volving two classes of common stock and should not extend to

situations where the second class of stock is "true" preferred

stock. This is true even if the investor can convert his pre-

ferred stock into common stock, because conversion will be
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entirely a product of investment judgment exercised in the

light of numerous market factors. The decision whether to

convert or not to convert will not depend on just whether the

holder wants a cash dividend or a stock dividend.

We recognize that it is possible to characterize a

stock as a preferred stock when, in essence, it is a common

stock--e.g., a "preferred" stock whose only preference is a

$1.00 liquidating value. Obviously, such a stock will be re-

garded in the market place as a common stock.

Accordingly, we recommend:

1. Section 421 of H.R. 13270 should be amended to

exclude as a taxable distribution of stock to a common share-

holder any stock distribution which is related to a cash divi-

dend paid with respect to convertible preferred stock.

2. For purposes of 1 above, §421 of H.R. 13270

should also be amended to provide that a preferred stock is

a stock possessing the following characteristics:

(a) The stock cannot be redeemed until

five years after issuance.

(b) A fixed cumulative cash dividend is

payable at least annually in preference to cash

dividends on the common stock.

(c) The stock has a preference in the

event of liquidation, and such preference is

established at an amount which is, as of the
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time when the preferred stock is initially

issued, at least 110% of the book value of

the common shares into which the preferred

stock is convertible.

(d) The redemption value is established

at an amount which is, as of the time when the

preferred stock is initially issued, at least

equal to the fair market value of the property

exchanged therefor. If the redemption value

equals the fair market value of the property

exchanged therefor at any time within the 12

months preceding the exchange, this test will

be deemed satisfied.

A stock which does not possess these characteristics, even

though it is called preferred stock and is listed as a pre-

ferred stock, would be treated as a common stock for purposes

of 1305. Appropriate standards can, of course, be provided

for convertible bonds.

August 22, 1969
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STATEMENT OF
EMPLOYEE RELOCATION REAL ESTATE ADVISORY COUNCIl.

ON MOVING EXPENSE PROVISIONS OF H.R. 13270
September 18, 1969

SUMMARY OF RECOMMENDATIONS

1. The 20 mile test of existing law should be retained.

The substitution of a 50 mile test (p. 161, lines 19 and 23

of the bill) assumes an unreasonably long commuting pattern

for employees whose principal place of work is changed.

2. The new moving expense rules should apply beginning

with calendar year 1969, rather than with 1970 as proposed in

the bill (p. 164, line 22, and p. 165, line 2). The Treasury

Department last April 22 recommended a 1969 effective date.

There is no sound reason for continuing until next year the

existing inequities which, since the early 1960s, have plagued

industry and government employees whose job locations are

changed.

3. The overall dollar limitation of $2,500 on the three

new catories of deductible moving expenses is grossly inade-

quate in many cases to cover reasonable moving expenses falling

into the three new categories covered by the bill. Selling com-

missions and closing costs on a $30,000 home, for example, can

easily use up more than $2,000, leaving little, if anything,

for house hunting trips, temporary living expenses, and out-of-

pocket costs incurred in acquiring a house at the new job loca-

tion.
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Specifically, ERREAC recommends the following limita-

tions on the new categories of moving expenses:

a. Residence Sale - For reasonable expenses

incident to the sale or exchange of the employee's

former residence (p. 159, lines 14-20 of H. R.

13270), the limitation would be the smaller of 10

percent of the actual sales price of the residence

or $5,000. This limitation is the same as provided

at p. 26 of Bureau of the Budget Circular No. A-56,

Revised October 12, 1966 for reimbursement of

Federal civilian employees moving at the request of

the Government.

b. Residence Purchase - For reasonabJe expen-

ses incident to the purchase of a new residence in

the general location of the new principal place of

work (p. 159, lines 21-25) the limitation would be

the smaller of 5 percent of the purchase price, or

$2,500. See Budget Bureau Circular No. A-56, p. 26.

c. Residence Lease - The Bureau of the Budget

regulations under Civil Service reimbursement law

.(P. L. 89-516) do not set forth specific dollar limi-

tations for expenses incident to the settlement of an

unexpired lease on the employee's former residence,

or for the acquisition of a lease on a new residence

in the general location of the new principal place of

-2-
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work (p. 160, lines 6-13). A reasonable dollar

limitation in these areas would be $1,500 for settle-

ment of an unexpired lease and $750 for the acquisi-

tion of a lease on a new residence.

d. House Hunting Trips and Temporary Living

Expenses - For the combination of house hunting trip

expenses and temporary living expenses up to 30 days

at the new job location (p. 158, beginning with line

24 through p. 159, line 7, of H. R. 13270)' the limita-

tion of $1,000 now set forth in the bill (p. 160,

lines 15-20) appears reasonable at this time. The

regulations under the Administrative Expenses Act of

1946 do not specify overall dollar amounts for these

items, but instead apply per diem allowances, and

specify the maximum duration of the house hunting

trips. Budget Bureau Circular No. A-56, pp. 17 and

20. Limitations of this type, while representing a

reasonable approach, might be difficult for the IRS

and for employers to administer and are not recommended

by ERREAC for this reason.

4. The report of the Finance Committee should eliminate the

confusion created by the House report with respect to the with-

holding requirements pertaining to reimbursed moving expenses.

Section 3401(a)(15) expressly excludes from withholding amounts

reimbursed to the employees which are deductible by the employees

under section 217.

-3-
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STATEMENT OF HOWARD M. LEE, PRESIDENT
EMPLOYEE RELOCATION REAL ESTATE ADVISORY COUNCIL

BEFORE THE
SENATE FINANCE COMMITTEE

ON THE
MOVING EXPENSE PROVISIONS OF Hf.R. 13270

SEPTEMBER 18, 1969

ERREAC (Employee Relocation Real Estate Advisory Council)

strongly supports the enactment of legislation along the lines

of §231 of the Bill to keep our Government from unjustifiably

inflicting tax hardship each year on an estimated half million

employment related family moves (including military, civil

servant and private business).

ERREAC was formed by representatives of private industry

in 1963 to facilitate and promote the exchange of information

among those responsible for the relocation housing programs of

their respective companies. At this time, ERREAC's membership

consists of more than 250 U.S. corporations, including

many of the Nation's major employers. Over the past 5 years,

the purpose of ERREAC has broadened to include the study and

development of methods and procedures whereby the sale of

homes by employees who are transferred by their employers to

different geographical locations may be accomplished with a

minimum of economic loss to the employee and his employer.

Membership in ERREAC is open to all companies who transfer

employees from one job location to another and who are in-

terested in furthering the study and solution of the problems
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encountered by relocated employees, with particular emphasis

on the acquisition and disposition of their homes.

For the past 3 years, ERREAC has actively supported the

efforts of a large bipartisan group of Congressmen and Senators

to obtain urgently needed corrective legislation dealing with

the tax treatment of moving expenses. The ERREAC membership

is most appreciative of the efforts of the many Congressmen

and Senators who have taken an active interest in the moving

expense problem.

The problem which §231 of the Bill would meet is very

simple. Day in and day out, thousands of Americans are

expected by private business or by the Government to pack

up and move from one part of the country or world to another.

These are not optional moves. For those who value their jobs

and careers they are for the most part compulsory. They are

dictated by the needs not of employees, but of employers.

Such moves may be the result of an opening of a new

installation,.a change in location of corporate headquarters,

a transfer from one office or plant to another, or any one

of a number of other valid and important business reasons.

In general, employees who are transferred by private industry

are not wealthy people; they are middle income, lower and

middle echelon employees--salesmen, engineers, and the like--

earning between $7,000 and $15,000 a year. In many cases--

perhaps as many as two-thirds, according to ERREAC estimates--

the moves are not connected with a promotion.

-2-
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They may Involve a sidewise or lateral job opportunity

for the employee. This is particularly true in the case of a

mass move brought about by the opening or closing of a plant

or other major facility.

Also, according to a 1968 survey by Atlas Van Lines,

most transferred employees of major corporations tend to be

young--about 40 percent are between 25 and 35 and nearly two-

thirds are under 45--and most must anticipate moving several

times during their Job careers.

Regardless of the reason for the transfer or the age or

salary level of the transferred employee, business-related

family relocations have one thing in common: They entail a

great deal of expense.

Among the many costs involved are:

1. The expense of transporting family members and

household goods to the new job location (including temporary

storage).

2. The costs of selling a house or terminating a lease

at the former location.

3. The cost of searching for a residence at the new

location.

4. Meals and lodging for the employee and his family

while awaiting arrival of their furniture or availability of

their residence.

5. Expenses incident to the purchase of a residence at

the new place of work, such as legal fees, title search, re-

cording fees, and so forth.

-3-
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6. Loss suffered by the transferred employee on the

sale of his old resiience for less than Its fair value

because of the necessity of selling his home and moving to

the new location without delay.

7. Miscellaneous or incidental expenses resulting from

the move, such as forfeited tuition fees, costs of disconnecting

and reconnecting appliances, and the like.

For many years private Industry has recognized the impor-

tance of being able to move employees from one geographical

location to another, and that to achieve such job mobility,

it Is necessary to reimburse their employees for all or

most of their moving expenses of the types previously mentioned.

In 1966, with the enactment of Public Law 89-516, the

Federal Government was at long last authorized by Congress to

adopt moving expense reimbursement practices similar to those

prevailing In private Industry, Including reimbursement for

one round trip to the new location for the employee and his

spouse to search for a residence, living expenses for the

employee and his family for a period of 30 days while occupying

temporary quarters, real estate expenses resulting from the

transferred employee's sale or purchase of a residence, or

settlement of a lease on rented quarters, and a flat allowance

to cover miscellaneous moving expenses. In effect, subject to

certain limitations, the Federal Ouvernment's reimbursement

practices were brought Into line with those of private Industry,

with the single exception that the Government was not permitted

to reimburse for "house losses" (item 6 above for private

industry).
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Unfortunately, the efforts on the part of responsible

employers, both Oovernment and private, to ease the financial

hardship to the employee who Is moved for the business con-

venlence of the employer have been partially thwarted by the

Internal Revenue Service and the courts.

Under the Internal Revenue Code, as interpreted (at the

insistence of the Internal Revenue Service and the Justice

Department) by the courts In recent cases such as !radley

v. Comlssioner, 324 P. 2d 610 (4th Cir. 1963); England

v. United States, 345 7. 2d 4411 (7th Cir. 1965); Ritter

v. United States, 393 P. 2d 827 (Ct. Cls. 1968); and

Commissioner v. Starr, 399 7. 2d 675 (10th Cir. 1968); It

A# now all too clear that reimbursement of moving expenses,

other than transportaio-,ats and subsistence while
en roite, results In taxable income to e employee.

/ The legal theory1Wh th permits this -- ult Is that the

teimbursed ewnloye has receive a taxable be fit because

he is better ofr financially t"an he would have been had he

been forced %O qpW witho r, reimbursement. The , t result,

however, Is tha1Ka h'.deral tax/collector under x1sting law
is st .cting th isama or em ees to serious f ancial loss,
even s theM mpTvyei ,sf np4ing the U.S. Oove nt, are

digtheir very best Wpr hhardship. tIs absurd

and gretesqae rest ifu!"*6tebe permit d to otInue. It
Is unrealistic and unfaIr that an empO44ee sbou/d be taxed on

reimbursed ewenses which% the npl)P~ee would /ot otherwise have
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had except to accommodate his employer.

Some prosperous companies, it Is said, can ameliorate

this problem by paying a transferred employee an allowance

over and above his moving expenses to cover the tax imposed

by the Internal Revenue Service on most of the reimbursed

Items of expense. This can and is being done In greater or

lesser degree by many EHREAC members. But Is it a sound

procedure for the Government to force the cost of employee

moves up by such a tax "gross up"?

This increased cost factor, aside from its inflationary

features if passed on to the employer's customers, can only

discourage labor mobility to some degree.

On the other hand, what about the employees of smaller

or less prosperous companies which may not be able to afford

the employee's tax bill (Including the tax on a tax)? And what

about the employets of the Federal Government which is barred by

law from reimbursing them for income taxes incident to reimbursed

relocation costs? For all such employees, the taxation of

reimbursed moVing expenses seriously dilutes the benefit of

the reimbursement, and job mobility necessarily suffers.

Moreover, the present situation would appear to discriminate

unfairly against them as compared to the employees of large,

financially strong corporate employers.

For the above reasons and others, and because the in-

equities of the present harsh Internal Revenue Service position

are so readily apparent, there has been a ground swell of
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support in Congress for liberalizing the moving expense tax

rules.

ERREAC, in accordance with the unanimous vote of its

board of directors last December, strongly supports the

provisions of 1231 of the Bill which expand the definition

of deductible moving expenses for employees now set forth

in section 217(b) of the Internal Revenuo Code to Include:

(a) A pre-move house hunting trip or trips by the

employee and members of his household;

(b) Temporary living expenses at the new employment

location for not more than 30 days while awaiting occupancy

of permanent quarters;

(c) Selling commissions and other expenses Incident

to the sale of the employee's old residence or to the

settlement of an unexpired lease on the employee's old

residence;

(d) Out-of-pocket costs incident to the purchase or

rental of a residence at the new job location.

Addition of the above categories to the already excludable

or deductible "bare bones" transportation costs of present

section 217 will be a substantial forward step In assuring

fair tax treatment for relocated employees. Moreover, as

the bill covers all transferred employees, whether reimbursed

or not, on an equal footing, a past Treasury objection against

having the bill cover only reimbursed employees has been

eliminated.
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While applauding the proposed addition to the Code

of the new categories ot deductible moving expenses, ERREAC

takes exception to four deficiencies in the Bill which it is

hoped will be corrected by your Committee.

1. The overall limitations of $2,500 per move on

tie new deductions Is too low for the average transferred

employee who owns a house. Thus, this $2,500 limitation on

the deductible expenses In the new categories for the home

owner barely covers selling commissions and closing costs

on disposal of a $30,000 home, leaving very little for the

house hunting trip, temporary living expenses and out-of-

pocket expenses incident to the acquisition or a residence

at the new Job location. The very modest nature of the

$2,500 allowance is also evidenced by the fact that for

selling expenses on the old residence alone, civilian

Government employees may be reimbursed (under the amendments

made by Congress in 1966 to the Administrative Expenses Act

of 1946) up to 10 percent of the sales price of the house

or $5,000, whichever is the smaller amount.

With continuing inflation, the flat dollar ceiling In

the Bill which is already inadequate will become increasingly

a source of irritation and frustration to transferred employees.

ERREAC recommends, therefore, that flexible limitations

similar to those provided for reimbursement of relocated

Government employees under the Administrative Expenses Ict
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of 1946, as amended in 1966, be substituted for the overall

dollar limitation of the Bill. See appendix A for ERREAC's

specific suggestions on appropriate limitations.

2. Under present law, a deduction for moving expenses

Is allowed if the taxpayer's new principal place of work is

located at least 20 miles farther from his old residence than

was his former principal place of work. The Bill would In-

crease the 20 miles test to 50 miles.

Many members of ERREAC are very much concerned about this

proposed Increase in the mileage test for qualifying for

deduction of moving expenses. For any major company with

many Individual business locations scattered throughout the

country, the effect of this change Is most undesirable.

The net effect Is that unlucky employees who may already be

commuting a considerable distance to work are expected to

increase the commute up to 50 miles each way every working

day if their place of work Is changed, rather than move closer

to the new job location.

We believe this Is completely unrealistic. By way of

example, under the proposed legislation, an employee living

In Brigham City, Utah and working in Ogden (about 22 miles

apart) would be denied a moving expense deduction if he moved

to the Salt Lake City area (35 miles from Ogden and about

53 miles from Brigham) because of a transfer of his principal

place of work to Salt Lake. And a man living any place between

Dover and Wilmington, Delaware and working In Wilmington

would get no deduction for moving expenses If required to

move to the far side of Philadelphia because of a job non-

nected transfer.
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What it comes down to io what is a normal and reasonable

commuting distance for the average employee given today's

clogged highways and inadequate transportation facilities?

Should a man living in the Washington area be expected to

commute daily to Baltimore or Annapolis, regardless of the

Inconveniences, or would a reasonable man move his residence

to reduce the time and distance of the commute? Based upon

such standards, we believe the proposed 50 miles test is

completely unreasonable. While there is no particular magic

to the present 20 miles test (determined incidentally by the

IRS on a straight line basis, irrespective of obstacles such

as bays, rivers, lack of roads, etc.), at least it permits

the deduction of moving expenses on a basis which the average

man and the Treasury Department feel to be within the bounds

of reason. Moreover, to the extent mobility of labor

is regarded as desirable, the proposed 50 miles rule would

obviously have a negative effect on those employee who are

being asked to move to new Job locations between 20 miles

and 50 miles farther from the old residence than were their

old Job locations.

3. The new proposals (both those ERKEAC which supports

and those we find objectional) apply with respect to moving

expenses paid or incurred in taxable years beginning after

December 31, 1969. ERREAC strongly recommends that the

liberalizing changes apply to moves made in 1969, as re-

commended by the Treasury Department last April when it
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first presented its tax reform proposals to the Ways and

Means Committee.

Prom a procedural standpoint, one thing that apparently

delayed action on moving expense legislation during 1966,

1967 and 1968 was the absence of a formal Treasury Department

report on the many pending bills. This deficiency was taken

care of early this yeae'. Under such circumstances, FHREAC

strongly recommends that the obvious inequities in the

taxation of moving expenses not be permitted to continue

beyond the date proposed by the Treasury Department last

April. In fact, in all fairness to Pederal Government

employees and to those in industry not fully reimbursed

for the expenses of their jobs connected moves, a good case

can be made for applying the change retroactively to 1966.

4. With the three modifications outlined above, ERREAC

supports the enactment of $231 or the Hill. However, it

should be pointed out that the Bill fails to cover two

categories of moving expenses which are frequently the subject

of reimbursement in t.:e case of employer directed moves in

industry. These are "miscellaneous moving expenses" and

"house losses."

One or the amendments made by Congress in 1966 to the

Administrative Expenses Act of 1946 authorized the reimburse-

ment of so called miscellaneous moving expenses for civilian
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Government employees through an allowance related to the

employee's salary and family status. P.L. 89-516. ERREAC

believes that the regulatory and statutory conditions,

requirements and limitations on the payment or the mis-

cellaneous moving expense allowance to a transferred employee

of the Federal Government can appropriately be adopted in

providing a deductible "miscellaneous moving expense category"

for all relocated employees. Thus, a miscellaneous expense

category could be added to the Bill providing for a maximum

deduction equal to one or two weeks' pay depending upon

family status, with the overall deduction being limited by

the maximum pay scale for Orade 03-13.

ERREAC also suggests that at an appropriate time

the committee should consider adding a house loss category

to the list of moving expense categories receiving favorable

tax treatment. To avoid possible abuse, it may be necessary

to limit the availability of the house loss deduction to those

cases where the loss is reimbursed by the employer and there

is, hence, a built in, self policing device. This provision

would be similar to that approved by the Senate in 1964, but

eliminated in conference, in connection with the consideration

of the Revenue Act of 1964.

Finally, we would point out that confusion has been

created by the unqualified statement at page 77 of the Ways

and Means Committee Report on the Bill that moving expense

reimbursements are wages subject to the withholding provi-

sions of section 3401(a) of the Code. As we understand it,
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section 3401(a)(15) specifically excludes from any withhold-

ing requirement those reimbursed moving expenses which it is

reasonable for the employer to believe are deductible by the

employee under section 217. We believe it would be helpful

If the Senate Report could Include an appropriate reference

to section 3401(a)(15) at the point the tax treatment of

reimbursements Is discussed.
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Appendix A

Proposed Substitution of More Flexible
Limitations by Category of Moving
Expenses for Overall Limitation of
$2,500 Provided in Bill

ERREAC recommends that the Bill's overall limit of

$2,500 on the deductibility of the new categories of moving

expenses (with expenses related to house hunting trips and

temporary living expenses being limited to $1,000 of the

$29500) be modified to apply separate limitations on a category

by category basis rather than on an overall basis and to provide

more flexible limitations with respect to expenses incurred on

the sale and purchase of a residence. The new limitations

would be similar to the limitations provided for these Items

under the Administrative Expenses Act of 1946, as amended In

1966, by P. L. 89-516, when the Federal Oovernment reimburses

moving expenses of its transferred employees.

Specifically, ERREAC recommends the following limita-

tions on the new categories of moving expenses.

1. Residence Sale

For reasonable expenses incident to the sale

or exchange of the employee's former residence

(p. 159, lines 14-20 of H. R. 13270), the limita-

tion would be the smaller of 10 percent of the

actual sales price of the residence or $5,000.

This limitation Is the same as provided at p. 26
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of Bureau of the Budget Circular No. A-56, Revised

October 12, 1966 for reimbursement of Federal

civilian employees moving at the request of the

Government.

2. Residence Purchase

For reasonable expenses incident to the pur-

chase of a new residence In the general location

of the new principal place of work (p. 159, lines

21-25) the limitation would be the smaller of

5 percent of the purchase price, or $2,500. See

Budget Bureau Circular No. A-56, p. 26.

3. Residence Lease

The Bureau of the Budget regulations under

Civil Service reimbursement law (P. L. 89-516) do

not set forth specific dollar limitations for

expenses Incident to the settlement of an un-

expired lease on the employee's former residence,

or for the acquisition or a lease on a new resi-

dence in the general location of the new principal

place of work (p. 160, lines 6-13). A reasonable

dollar limitation in these areas would be $1,500

for settlement of an unexpired lease and $750 for

the acquisition of a lease on a new residence.
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4. House Hunting Trips and
Temporary Living Expenses

For the combination of house hunting trip expenses

and temporary living expenses up to 30 days at the

new Job location (p. 158, beginning with line 24

through p. 159, line 7, of H. R. 13270), the limita-

tion of $1,000 now set forth In the bill (p. 160,

line 15-20) appears reasonable at this time. The

regulations under the Administrative Expenses Act of

1946 do not specify overall dollar amounts for these

items, but instead apply per diem allowances, and

specify the maximum duration of the house hunting

trips. Budget Bureau Circular No. A-56, pp. 17 and

20. Limitations of this type, while representing a

reasonable approach, night be difficult for the IRS

and for employers to administer and are not recommended

by ERREAC for this reason.
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THE TAX REFORM ACT OF 1969

Summary of Testimony
of Wilbur J. Cohen

Senate Committee on Finance
September 18, 1969

1. The tax yield under the Tax Reform Bill should be increased.

2. More Federal funds are needed for education to increase economic

growth and keep a dynamic economy.

3. Additional taxes should be derived from elimination of accelerated

depreciation for high-income and luxury housing, tightening farm

losses, capital gains, withholding of dividends and interest and

decrease in the depletion allowances.

4. Dependents' deductions should be modified in the light of family

planning policy.

5. Changes should be made in tax policy on health insurance premiums

so as to help reduce Medicaid costs.

6. Special taxes on Foundations should be dropped and a filing fee

substituted.

7. U. S. taxes are not as high as many other countries.

8. Treasury Department should issue a complete report on Tax Bill.

9. A Presidential Committee on Tax Policy should be appointed.

10. Tax credits for tuition should not be enacted.

11. Some way should be found to reduce residential property taxes.

12. Shared-revenue with the States should not be enacted until all

States have State income taxes.
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THE TAX REFORM ACT OF 1969

Statement by

Wilbur J. Cohen
Professor of Education

The University of Michigan

September 8, 1969
To The Senate Committee on Finance

Washington, D. C.

It is a distinct pleasure for me to come before this

committee again# but in a somewhat different role than my last

several appearances.

You might well wonder why a man who has appeared before

you so many times for authorization of substantial expenditures

should now appear on a tax bill. I do not appear as an expert

on taxes although, as you know, the social security and unem-

ployment taxes about which I had some expertise now comprise

about 15 percent of the total Federal expenditures.

I appear today because I believe in deciding on the content

of this tax bill, you should give consideration to its relation-

ships to expenditures and to other facts such as inflation*

employment and unemployment and incentives. Such broad general

public policy considerations must be taken into account in your

decision on individual proposals and the entire bill.

May I say that since leaving Washington on January 20, due

to forces over which I had no control, I have had the benefit of
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being supported by the University of Michigan to think and write

on matters of public interest, and to have the opportunity to

review public policy questions with my University Colleagues in

a non-partisan manner. I appear before you today only repre-

senting myself; and it even may be that subsequently, after

reviewing the evidence taken at these hearings, I may modify or

repudiate some of the views I express today.

May I first say that# whatever comments and suggestions I

make today, I hope my friends on the Committee on Ways and

Means will not take them as a personal criticism. They labored

hard and very well. They should be congratulated on the scope

and daring of their achievement. But as Lord Beveridge said:

"The good should not be the enemy of the better." This is a

good tax reform bill, but it can and must be made better.

Adding to the Increases

There are numerous suggestions pending before your

committee on how to produce a greater tax yield in this bill.

I support the general outlines of the proposals by Senators

Ribicoff, Hart, and Kennedy. I particularly urge you to

eliminate accelerated depreciation for high-income and luxury

housing, to tighten controls on deductions for farm losses,

raise additional taxes from capital gains, authorize withholding

of dividends and interest, and decrease the depletion allowances.
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Priorities

Why do I make this request? Because our nation is faced

with a grave domestic crisis. Our inner cities are rotting

away. Our educational system is deteriorating in many places.

Air pollution and water pollution are advancing in many places.

Congestion on the highways increases.- Highway deaths are

scandalous. We have needless hunger and poverty for far too

many of our fellow citizens. And our infant mortality rate

is way too high for many groups. There are over 5 million of

our aged who are living in poverty.

I must put the issue very frankly: our nation will be

making a big mistake if the bill you report to the Senate

reduces the total tax income of the Federal Government at this

time.

You have an HEW appropriation bill pending in the Senate

Appropriations Committee which reduces the amount available for

training more doctors and nurses, which freezes the medical

research capability of this nation, which appropriates only

aboit one-half of the authorization for elementary and secondary

education you enacted, and which limits the amount needed for

pre-school education. Quite frankly, gentlemen, if you vote

for HEW appropriations this year so far below the legislative

authorizations and at the same time vote to decrease the total

tax yield to the Federal Government, you will be voting for

further rebellion and dissension not only on the campus, but in
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the churches, the streets, the inner cities, and elsewhere. I

urge you to consider the seriousness and importance of this tax

bill to improving our domestic situation in the next year or

two.

A study of a number of countries recently made by OECD

shows that during the period 1955-67 the annual growth rate

for public expenditures on education in the United States was

8.2 percent while the annual growth rate for the gross national

product for the years 1957-66 was 4.2 percent. This meant that

for each two points increase in public educational expenditures

there was about a one point increase in gross national product.

In Yugoslavia, where the annual growth rate for educational

expenditures (1952-67) was 17.5 percent, the GNP grew 8.5

percent--more than double that of the United States.

In 12 countries (Austria, Germany, Canada, France, Greece,

Italy, Japan, Netherlands, Sweden, Turkey, Switzerland,

Yugoslavia) the annual growth rate of the gross national

product exceeded that of the United States and in all but one

(Switzerland) of these 12 countries, the annual growth rate of

public expenditures on education exceeded the growth rate for

the U. S.

I urge that you raise more revenue to increase our invest-

ment in education this year.
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Let me point out that president Nixon's Budget for fiscal

year 1970 in the Department of HEW recommends an appropriation

of only about $4.6 billion out of the $11.2 billion authorized

under existing legislation with specific yearly authorizations.

In other words, there is a $6.6 billion gap.

Moreover, existing appropriation requests for uncontrollable

items (welfare# medicaid and general revenue contributions for

social security and Medicare) which total $9.3 billion for fiscal

year 1970, are estimated to rise to $17.4 bi in by 1974, with

no change in the legislation.

President Nixon has proposed legislative changes reducing

Medicaid costs by $400 million in 1970 and by increasing welfare

costs by $4 billion by 1972. The latter figure is undoubtedly

understated in my opinion.

From the standpoint of inflation now is the time that

you should enact a tax reform bill which would collect much

more than you reduced taxes. From this standpoint, I would

suggest that this tax bill in 1970 should yield at least $2

or $3 billion more than the total reductions.

A bill which produces more reductions than increases would

be grossly short-sighted. A bill which neatly balances reductions

and increases may be a good political bill, but it will fail to
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meet our nation's needs and could be termed an "unstatesman-like"

bill. A biXl which produces more revenue than reductions would
C

be a recognition that our urgent domestic needs will be given

priority.

Every 1% increase in the consumer price index will sooner

or later result in an increase of Federal Government expenditures

of nearly $2 billion a year. Of course, as prices rise, the tax

yield will undoubtedly also be somewhat greater. But the cost

of inflation will be built into salary increases, retirement pay

increases, medical costs, and purchases.

Stretching Out the Reductions

May I point out how easy it was to reduce taxes in 1964

and how difficult it has been to restore them only partially in

1968 and 1969. Perhaps the reduction in 1964 was too much.

Perhaps we should ask whether all the reductions in this bill

are too much in too short a time. I favor all the reductions,

but it may be that some should be spread over a longer period

of time. Could I suggest that it might be both good economics

and politics for part or some of any reductions to be effective

in 1970, and to stretch the full effect of the reductions over

several years, making some part of them effective the magic

year of 1972 as well?

Conservation and the National Interest

I hesitate to venture into the field of depletion allow-
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ances about which the Chairman of this Committee knows so much

more than I do. But I must make this point. If the depletion

allowance is necessary to encourage drilling in this country,

why do we reduce or exhaust our domestic supplies, before using

foreign supplies? Since we are rapidly running out of valuable

domestic resources, why don't we reduce the depletion allowances

and save more of our domestic resources for our children and

grandchildren? This isn't solely a matter of tax old above,

it is a matter of conservation patriotism, long-i le planning.

The basic argument the oil companies make for ret Oing the

present depletion allowances persuades me to the contrary. I

strongly urge you to reduce the depletion allowance to 15

percent in the final bill. To do so, the Senate, in my opinion,

will have to pass a 10 percent provision in order to be able to

get 15 percent in Conference.

Dependents' Benefits

The present system of allowing an equal amount for each and

every dependent is neither well grounded in fact (as any parent

can tell you) nor is it intelligent social policy to give a

financial incentive to have more children. A more sensible

policy would be $700 for the first child, $600 for the second,

$500 for the third, $400 for the fourth, $300 for the fifth,

$200 for the sixth, and $100 for the seventh. There was one

man in one of the Government Departments who had 13 children.

Why subsidize him by the tax system to have more children?
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This Committee took the leadership in making family

planning services available in 1967 under Title V of the Social

Security Act. Why not carry out the social policy in your

tax reform bill?

Withholding of Dividends and Interest

For the life of me, I can't understand why if withholding

is proper for salaries, why it isn't for dividends and interest.

There is no question in my mind that you may be losing some

taxes by the present policy. This is a real loophole, which

should be closed. I strongly urge you to include withholding

of dividends and interest in this bill.

Health Insurance Premiums

Your Committee has accepted the principle that employer

contributions for health insurance are deductible as a business

expense. You have concurred in the practice of deducting from

gross income one-half of any contributions for health insurance

premiums up to $300 a year. Certain medical expenses are

deductible.

You have also accepted financial responsibility under

Medicaid for a large and growing expenditure, but have

neglected to assure yourselves that every possible man, woman

and child will be covered by health insurance instead of relying

on Medicaid.
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I urge you to make as a condition of any employer, corporation,

or trust obtaining any tax deduction for any contribution toward

a pension, profit-sharing or stock option plan or similar

arrangement -- that all his employees be covered under a medical

policy whose scope is at least as broad as Medicare, and that

the employer pay at least one-half of.the cost of the employee

coverage.

Treatment of the Elderly

I urged the House Committee on Ways and Means to simplify

the reporting of income and credits for the elderly. Although

this part of the tax return is the most complicated part of

the entire return, no action was taken.

The double exemption for the elderly plus the exemption

of social security income coupled with the tax changes in the

bill will relieve many lower-income elderly persons from taxation.

This is to the good. But many high-income elderly persons still

obtain a favorable tax advantage by virtue of these special

provisions. When you are making these other changes favoring

the'low-income taxpayer, that is the time to make the reforms

affecting the higher-income elderly.

Social Security Contributions

I endorse the low income allowance in the bill. I believe

you should also consider the employee and self-employed person

to claim a refund of one-half of the employee or self-employed

social security contribution, if his income is below the new
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level of non-taxability in the bill.

You might also consider taxing one-half of the social security

benefit above a minimum, such as $125 a month.

Foundations and Charitable Deductions

The provisions of the House-passed bill relating to

Foundations and Charitable contributions raise major matters of

social policy. You have been hearing from many people on thpse

provisions and you will hear much more before you complete these

hearings. Because there has been adverse publicity on certain

grants made by some Foundations is not ample grounds for

discouraging the great work of the Foundations which have

stimulated some of the great medical, scientific, literary and

educational innovations.

I urge you to make any amendments to these provisions

effective for only two years and to renew them independently

and separately as a matter of long-range national policy.

May I also point out if the 7 1/2 percent tax on net

investment income of a private Foundation is a minimum tax, then.

the principle should apply equally to all other charitable, as

well as business, enterprises. A policy of non-discrimination should

be applied.

The sanctions in the bill for a violation of the provisions
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relating to Foundations is clearly punitive. To tax a Foundation

100 percent for any amount paid for a so-called improper purpose

is unwise. A So percent penalty should be the maximum.

May I point out to the Committee if there is any logic

to this provision, then the same penalty should apply to all

improper expenditures of any taxpayer.

If the punitive taxation of any improper purpose is

retained in the bill, then I believe expenditures for such

purposes should be reported fully and publicly so there can

be public review of the impact of such policy on the contri-

bution of foundations to the national interest.

Instead of the special and punitive taxes on Foundations

in the House-passed bill, I recommend substitution of filing

fees.

Comparative Taxes with Other Countries

I appreciate that the American taxpayer is desirous of

both tax reform and tax reduction. But the demands of a

dynamic, urban, innovative society cannot be carved out without

substantial taxes. The question is how much and who should

bear the burden.

In 1965, total tax revenues in the United States (Federal,

State, and local) were equal to 27.3 percent of the gross
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national product. This was made up of 9.3 percent direct

taxes on individuals and families, 4.5 percent on corporations,

9.3 percent in indirect taxes (including real estate taxes) and

4.2 percent in social security taxes.

Table 1 shows 12 countries which were paying more than the

United States in taxes in relationship to GNP, and 12 countries

which were paying less. Note that in the list of those paying

more than the U. S. are industrial countries which are in the

forefront of industrial development. Among the 12 countries paying

less than the U. S., one finds only Australia, Japan and Switzer-

land; the remainder are smaller, less affluent nations.

Of course, if you ask any individual if he would like

his taxes reduced, the answer is going to be close to 100

percent. The truly civilized man would answer -- what are the

alternatives and consequences of such action?

The fact is that among the industrial, affluent, and

incentive economies of the world, we are not paying the highest

taxes. This is not an argument for higher taxes, or to retain

existing taxes. It is simply a fact that the overall burden of

taxes in the U. S. is less than many other countries.
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TABLE 1

TAX REVENUES IN RELATION TO

GROSS NATIONAL PRODUCT, 1965, BY COUNTRY

Countries in Which the Tax Revenue as a Percentage of GNP in

Relation to the United States is:

More

Austria

Belgium

Canada

Denmark

Finland

France

Germany

Italy

Netherlands

Norway

Sweden

United Kingdom

35.1

29.7

31.0

29.7

29.4

38.5

34.3

29.7

34.1

34.9

39.0

30.3

SOURCE: Facts and Figures onFoundation, page 32.

1.

2.

3.

4.

S.

6.

7.

8.

9.

10.
11.

12.

Less

Australia

Bolivia

Chile

Columbia

Greece

Ireland

Japan

Korea

New Zealand

Portugal

South Africa

Switzerland

Government Finance, 1969, Tax
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1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

12.

24.1

12.8

23.7

11.8

20.8

24.8

19.8

9.0

26.3

19.0

16.9

20.9



-14-

TABLE 2

TAX REVENUES IN RELATION TO

GROSS NATIONAL PRODUCT, 1965, BY MAJOR TAX CATEGORIES

United States

Belgium

Canada

Germany

United Kingdom

Sweden

Japan

Total
Taxes

27.3

29.7

31.0

34.3

30.3

39.0

19.8

Direct Taxes Social
On Individuals On Corporations Security

9.3 4.5 4.2

7.0 1.9 8.6

7.4 4.8 2.1

7.9 2.5 9.8

9.3 2.1 4.8

17.7 2.3 6.2

* 4.4 4.0 3.5

SOURCE: See Table 1
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Taxes

9.3

12.2

16.7

14.2

14.1

12.8

8.0
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Further Review

Mr. Chairman, the economic and social implications of this tax

bill are so substantial and so :far-reaching it would be foolhardy to

think that the final bill will be a model of perfection or unanimity

of agreement among all affected. The Surrey tax study was a monu-

mental achievement and Stan Surrey should be given the Treasury Award

of Merit for what he and his associates produced.

I suggest you write into the tax bill two provisions:

1. That the Treasury Department issue a comprehensive report

within two years after the enactment of the bill which provides the

Congress and the American people with all the necessary information

on the implementation of this act. The Freedom of Information Act

should apply to the tax bill.

2. A Presidential Commission of 12 distinguished citizens should

be appointed to review the law and its application and make recomrn'nda-

tions to the President and the Congress for any changes. Such a

Report should be published on December 1, 1972.

I think such studies should include some way to reduce local

residential property taxes as a method of financing elementary and

secondary schools. I, for one, am opposed to the President's shared-

revenue proposal as long as 1) there are States which do not have a

State income tax, and 2) such a proposal does not assure that there

will be some reduction in property taxes, and 3) that a substantial
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portion of the money will be used for education, and 4) Congress has

not appropriated the full amounts authorized under existing edu-

cation legislation.

I believe the House Committee on Ways and Means, the Senate

Committee on Finance, and the Joint Committee on Internal Revenue

Taxation should take jurisdiction of the shared-revenue proposal

and consider it together with the proposals for overhaul of our welfare

system, the tax system, and the improvement of the social security,

medicare and medicaid program.

In this connection, I must make clear that I do not support the

proposal pending before your Committee for a tax credit for tuition

fees for higher education. While there is substantial support for

this from the higher income earners, it is wrong in principle and

in practice, and would not be helpful to higher education. My

criticisms against this kind of proposal are on record while I

was an official of the Department of HEW under three Secretaries.

I reaffirm my opposition as a citizen and as a Dean of a University

School of Education.
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TESTIMONY - SENATE FINANCE COJ4IT"EE

HIGHER EDUCATION IN THE STATE OF WASHINGTON

The Washington Friends of Higher Education represent all but (,ne of

the independent accredited colleges in the state of Washington. This organ-

ization has been aut),orized to speak for the colleges by the presidents and

trustees of nine institutions of higher learning. These are, as follows:

Gonzaga University, Pacific Lutheran University, Fort Wright College of the

Holy Names, St. Martin's College, Seattle Pacific College, Seattle University,

University of Puget Sound, Walla Walls College, and Whitvorth College. The

average age of these institutions is more than 88 years. They represent more

than 64,000 living graduates--and presently have enrolled approximately 19,000

students. The annual operating budgets of these institutions exceeds $38

million annually.

During their last fiscal year, these institutions received in gifts

more than $7.5 million, of which more than $3 million was in the form of appreci-

ated property. During the last five years, these schools have received more

than $s4 million in gifts, of which some $17 million dollars was in the form

of appreciated property.

These Institutions have received in the form of trusts, annuities, and other

types of deferred, irrevocable gifts in excess of $10 million in the last five

years. Nearly $7.5 million of these gifts came in the form of appreciated

property. In addition, these institutions are now holding deferred gifts

subject to life estate, some from $14 million worth of expectancies.
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It is evident from the foregoing figures that gifts--both outright

and deferred, and particularly those that come in the form of appreciated

property--are absolutely essential to the continuation and the growth of the

private sector of higher education in the state of Washington. A sector

which incidentally provides a substantial number of the graduates placed

into the working economy of the state annually. We therefore urge your

careful attention to our testimony which has a direct bearing on our

ability to help ourselves.

PARTNERS IN A CAUSE

We, the Washington Friends of Higher Education, believe that our

institutions are playing a vital role in preparing young men and women

for the leadership of the nation. Our graduates are found in many walks of

life--in business, the professions, politics, education, and in social

service. We feel, therefore, that we are partners vith the Government

and Governmntal leaders in a cause which is directed toward the highest

national good.

For this reason we want it clearly understood that we are in favor of

tax reform, that we are in sympathy with Congressional leaders who are

seeking equitable and Just tax legislation. We would be the first to

encourage Congress to eliminate those places in our tax law where individuals

are able to use the law for their own selfish means in a way not intended by

Congress. We therefore support the underlying principles which created

House Bill 13270--and much of what is contained in that Bill.

We are, however, desperately concerned about a few items in House Bill

13270 which would seriously affect our ability to encourage increased

support of our institutions. We are totally dependent upon such gifts. Some
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of the things contained in this Bill vould have a devastating effect on

those gifts.

HOUSE OF REREENTATIVEW BILL 13270

The items contained in House Bill 13270 which gravely concern the

colleges and universities of the state of Washington are as follows:

1. THE INCLUSION OF OIFTS OF APPRECIATION OF PROPERTY IN THE LIMIT ON
TAX PREFD=CES AND THE ALLOCATION OF DEDUCTIONS

We are pleased that the House Bill retains the present law that a
deduction is allowed for the full present fair-market value of a
gift and that there is no direct capital gain on the appreciation.
However, if a gift of appreciated property is included in the limit
on tax preferences and the allocation of deductions, the appreciation
will be Indirectly or partially taxed because the appreciation on
the charitable gift reduces the donor's itemized deductions under the
allocation of deductions provision, and may be taxed under the limit
on tax preference provision. We are pleased that the Nixon adminis-
tration has recommended that this provision in HR 13270 be changed;
and we urge you to accept that recommendation. Under the House pro-
vision for the allocation of deductions, the donor who contributes the
appreciation on property would have to reduce not only his charitable
deduction but also his other deductions for taxes, interest, medical
expenses, etc. This is an indirect way of taxing the appreciation and
would discourage gifts of appreciated prope ty which are so vital to
our institutions. By including the appreciation on property contri-
buted to a charity in the limit on tax preferences, large individual
gifts of appreciated property would be discouraged. These large in-
dividual gifts are also very much needed and have long been encouraged
by Congress.

2. CHARITABLE REMINDER (LIFE INCOME) TRUSTS (BILL SECTION 201 (i), p. 135,
line 3)

Present law providing for the charitable deduction allowed for the
type of charitable remainder currently used should be retained. Present
law provides that there is no capital gain on the transfer of appreci-
ated property to fund a charitable remainder or life income trust, nor
is there a capital gain if the property transferred is later sold by
the trust and the gain permanently set aside for the charity. These
rules should be retained. The very complicated provisions for a
charitable remainder annuity trust and a charitable remainder unitrust
should not be substituted for the now widely used and understood
charitable remainder trust. These latter trust agreements are too
complicated to be understood by donors and would greatly hinder our
ability to raise these types of funds. These types of gifts are
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becoming an increasing part of our gift incos. Abuses of the In'est-
ment policies or oter handling of these trusts are very rare, and the
Internal Revenue Service has ample means available to curb anmy abuses
which might exist. We urge you not to destroy this important part
of our gift income.

However, should Congress decide to abolish the existing charitable
remainder trust and substitute the annuity trust and unitrust, the
aws governing the present remainder trust should not be retro-
active to April 22, as provided by House Bill 13270. This is totally
unfair to our donors who have established such trusts since April 22,
unaware that such a law would be passed--and without prior warning.
Such irrevocable gifts are presently in effect in our institutions.

In addition, whether the present remainder trust remains in effect, or
whether the now unitrust or annuity trust is established, the charitable
deduction for gifts of appreciated property should be based on the fair
market value of the trust at the time of its creation. The donor should
not be required to base his deduction upon his cost basis or pay a
capital gain if he elects to compute his deduction based on the fair
market value.

Furthermore, capital gains incurred by the trust--and permanently set
aside for the charity--should not be taxed. We do not believe that a
donor should be taxed on money which he can never, and will never, receive
since it is laid aside for the permanent use of charity.

Finally, the House bill allows no estate tax charitable deduction
for a charitable remainder trust unless it Is a unitrust or annuity
trust. It is our understanding that this law would apply to charitable
remainder trusts created before the bill's enactment. Therefore, one of
our donors who may have created such an Irrevocable trust many years ago,
but vho dies after'the bill's enactment, would lose his estate tax
charitable deduction unless that charitable remainder trust were a
unitrust or an annity trust. This provision in the House bill is un-
usually harsh and unfair. We can only assume that it must be an over-
sight. This retroactive change would require that substantial estate
taxes would have to be paids which would come usually not out of the
trust's principal but from other assets of the estate thereby reducing
or in some caces even eliminating bequests to the donor's wife, children,
and other family members. We urge you not to apply an estate tax to
the trust principal of a charitable remainder trust. However, if such
a provision is to be passed, it should not apply to charitable remainder
trusts and life income contracts made prior to the passage of the bill.

3. LIFE INCOME CONTRACTS

We urge that present law governing life income contracts be retained.
Presently there is no capital gain on the transfers of appreciated
property for a life income contract, nor is there capital gain when the
property transferred is later sold by the life income pooled fund.
As is the case with the charitable remainder trust, we believe that
the deduction should be based on the full fair-market value without
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capital gains tax--and that no further capital gains tax should be
incurred by the life income pooled fund, which is permanently set
aside for charity.

However, if this important form of gift income should be denied us,
such lavs should not be retroactive to April 22, 1969, as provided by
HR 13270. There was no indication by either the House Ways and Means
Comittee or the Nixon administration that a retroactive date would
be in effect for these contracts. This is, therefore, especially
unfair to donors who have provided for these kinds of contracts after
that date.

. CHARITABLE GIFT AIRIUITIES

The provisions concerning bargain sales, provided for in House Bill
13270 and enacted, should specifically state that the transfer of
appreciated property for a charitable gift annuity is not a bargain
sale. Under the present House bill, the transfer of appreciated property
for a gift annuity could be construed as a bargain sale, the donor
receiving an annuity rather than cash from the charitable institution.
This long established form of giving should not be abolished. Most of
our colleges hold a substantial amount of funds subject to gift annuity
agreements. We believe that the failure to except gift annuities from
the provision governing bargain sales must have been an oversight by
the House Ways and Means Comittee. We urge you to provide for that
oversight.

5. ABOLISHING OF THE INCOME TAX CHARITABLE DEDUCTION FOR GIFTS OF PARTIAL
INTEREST IN PROPERTY [Section 201 (a) (3), p. 121, line 81

We assume that this portion of the House Bill is intended to deny a
charitable deduction to a donor for the fair rental value of property
which the donor allows a charity to use rent free. However, the
language of this section of the bill has us concerned, inasmuch as
it could be interpreted to abolish a deduction for gifts of un-
divided interest in real property as well as for gifts of remainder
interest in real property. If the Senate dishes to deny a deduction
for the use of property, we would urge you to rewrite the House
provision so that it does not include gifts of real property subject
to life estates and gifts of undivided interest in real property.

IN SUPPORT 0? HR 13270

We support and comend Congress for many of the provisions in House

Bill 13270. Some of these also affect charitable giving. Three items in

particular come to our attention:

1. We support you in eliminating Clay Brown transactions. We believe
organizations should be taxed on income received from debt-financed
investments.
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2. We believe that organizations now exempt from tax should be taxed on
unrelated business income.

3. We applaud Congress on its attempt to encourage charitable giving,
to organizations serving the national good, by increasing the ceiling
an gift deductions to 50 percent.

CONCLUSION

The colleges and universities of the state of Washington are dependent

upon gifts for their support and continued growth. A substantial portion

of these gifts cone in the form of appreciated property. An increasing

amount comes in the form of deferred giving programs, which include

charitable remainder trusts, life income contracts, and gift annuities.

If the House Bill is passed, these gifts to our institutions will be greatly

reduced. At a time when Congress is seeking ways to assist higher education

in meeting heavy financial needs, it is inconceivable to us that tax law

should be passed which would make it impossible for us to help ourselves.

Now is the time to increase tax incentives, not decrease them. Congress

has continually, over ' long period of time, liberalized tax law to encourage

gifts to our institutions. And each time Congress has indicated that any

tax revenues lost were more than made up for by the good which these charities

provided in the national interest. We urge you not to reverse that magnifi-

cent record.

The Independent Colleges of Washington are making a substantial con-

contribution in preparing leadership for our nation. Were they to cease

to exist, the burden of educating these young people would have to be

carried by our state institutions, at the cost of an enormously increased

tax burden for our citizenry.

A charitable deduction should not be thought of in the same terms as
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are other deductions. The philanthropically-minded person does not give

up his money and property for personal gain, but rather to help our institu-

tions to provide for others--and for the good of the nation. Although

he is not motivated solely by tax advantages, these tax advantages do

assist by making it easy to give and by allowing him to give larger

amounts than might otherwise be possible.

Provisions in the House Bill which have to do with charitable giving,

both directly and indirectly, are extremely complicated. Our institutions

have succeeded in increasing their gift support by making it easy for

the donor to give. The very complex nature of the House Bill vil tend

to discourage our donors from giving.

Again, we wish to support Congress in its desire to reform tax law.

We urge you, however, to protect those long established tax incentives

which have enabled America's charities, colleges, and universities to show

compassion and concern, to educate, to teach and build--and indeed to

share with you, and with all America, the task of building a better and

a greater America.
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tiL :46 3200 THE UNIVERSITY OF SANTA CLARA ' CALIFORNIA 95053

12 September 1969

The Honorable Russell B. Long
Chairman
Senate Committee on Finance
2227 New Senate Office Building
Washington, D. C.

Dear Senator Long:

I had asked and hoped to appear to testify in person but I fully
understand why the list of witnesses had to be pared to a reasonable
number. I shall be brief in what I have to say about HR 13270.

We fully understand the need for substantial tax reform - the
need for a better measure of equity in assessment of taxes by the Federal
Government. Now, however, not only the University of Santa Clara but
also all of higher education and, indeed, all of philanthropy, are faced
with a hastily passed Bill, the provisions of which, in my opinion, do
violence to the philosophical principles that have guided and guarded
our traditional American principles of self help and self reliance in solving
our own problems.

Since Its founding in 1851, 17,500 men and women have obtained
their academic or professional education and training in 23 fields of study
at the University of Santa Clara. No tax dollars had any part in enabling
them to do so. Most of the cost was borne In the traditional American way
of self help - tuition, payments by students, contributions of teaching by
the religious who served practically without compensation, and finally,
and most important, by the gifts of unselfish individuals who wished to
serve the cause of higher education and, in so doing, are not unmindful
that Congress has always by its declarations and its enactments affirma-
tively provided an incentive for philanthropic giving to the end that privately
supported higher education might flourish in this country.

We applaud warmly some of the Bill's provisions that seck to
abolish abuses and eliminate inequities, even though some of them would
result in some diminution of gift support. \ny provision of the law or
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The Honorable Russell B. Long

supporting regulations which are susceptible of abuse should, of course, be
eliminated.

Unfortunately, this too hastily passed piece of legislation includes
strictures that would inhibit the incentives for philanthropic contributions
which until now the Congress has always affirmatively encouraged.

Our principal objections relate to the suggested treatment of gifts
of property, specifically, in our opinion, the inclusion of philanthropic gifts
in the other items categorized in the provisions for Limited Tax Preferences
and subsequently in the Allocation Of Deductions. The deductibility of
charitable gifts which benefit society as a whole is not of the same nature
and is not to be compared with the other items in the LTP category, which
are solely a benefit-detriment by-play between the tax payer and the Treasury.
True, the philanthropic donor does derive some tax benefit from his gift and
the Treasury suffers some loss of revenue because of it, but the giver's net
vorth is lessened and society's welfare heightened.

The provisions relating to the charitable remainder trust which eliminate
the advantages of the normally heretofore approved deduction for the gift and
the charitable remainder will cause incalculable damage to higher education.
The fact is that many, if not most, who are philanthropically inclined will
refrain from making such contributions. The result will be that appreciated
property will be retained and there will neither be a benefit to the Treasury
by way of capital gains tax, nor will the college be able to inaugurate programs
knowing full well that they can be some day financed by the dollars they have
in hand.

A final objection relates to the retroactivity promulgated when it was
announced in August that April 22 was the effective date for charitable remainder
trusts, life income contracts, gift annuities, short term trusts and bargain sales.
Neither the University nor the donor, both of whom acted in good faith in enter-
ing into some of these transactions, knew until early August that the tax result
of the gift might some day, if the Bill were to be passed in its present form,
be altered.

Taken as a whole, the net effect of the Bill is to stop the flow of major
philanthropic giving, and if some of the restrictive provisions I have referred
to are enacted into law it will only mean that privately supported institutions
like the University of Santa Clara will shrink in their scope and quality, and
that higher education will then need more tax dollars to serve the nation as
it must.

I appreciate the opportunity to present these views to you in writing
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because I am convinced that this law as it now stands is the greatest legis-
lative threat which has ever facea private higher education in the UnitedStates.

Sincerely yours,

Thomas D. Terry, S.j.
President

TDT:ks
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M ITIONA. INSTITUTION
1,1,,hiyb,,° . " CM060

Honorable Russell B. Long
Chairman
Committee on Finance
United States Senate
Washington, D. C. 20510

Dear Senator Long:

Many of the provisions of H. R. 13270, now being considered
by the Senate Committee on Finance, may have a substantial effect
on the activities and resources of the Smithsonian Institution. The
attached statement contains comments on a few of these sections of
the bill and recommendations which may be summarized as follows:

1) that the provisions of section 201(c) of the bill not
be extended to tangible personal property;

2) that museums, as a class, be included with the
other educational institutions, contributions to which
qualify for the extra thirty percent deduction under
section 170(b)(l)(B) as amended in the bill,

3) that charitable contributions of appreciated property
be deleted from the new Limit on Tax Preference and
Allocation of Deductions provisions of the bill; and

4) that the provisions of the bill relating to private founda-
tions be carefully reviewed as a whole, and specifically
in order to clarify the rules on annual distribution of
income and excess business holdings and to remove the
punitive elements from the tax on private foundation
investment income and from the treatment of donations
of appreciated property to private foundations.
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It would be greatly appreciated if this statement could be made

part of the hearing record, for consideration by your Committee in its

deliberations on this bill.

Sincerely your

S. Dillon Ripl4
Secretary
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Statement of
S. Dillon Ripley, Secretary of the Smithsonian Institution,

Presented to the Committee on Finance, United States Senate.
September 1969

on

H. R. 13270,
The Tax Reform Act of 1969

The Smithsonian, one of the oldest foundations in the United States,

was chartered by the Congress to administer a private bequest for public

purposes; it is a characteristic part of that remarkable partnership of

private philanthropy and Government which sustains the welfare of the

Nation and which H. R. 13270 may radically affect, The major purpose of

those portions of the bill which deal with charity is to strengthen this part-

nership. Our concern is with those few provisions which seem likely to dis-

courage the private contribution, thereby adding to the burdens of Govern-

ment or perhaps crippling those activities which Government is unable or

unwilling to undertake.

1. Donations of Tangible Personal Property

The Smithsonian's national collections, a priceless record of our

natural and cultural history, owe their existence to more than a century of

private gifts of tangible personal property. No amount of public funds could

replace the treasures which the Smithsonian and the Nation's museums have

received from individual citizens. On the other hand, tax incentives have

played a major role in transferring objects of museum quality and national

significance from private hands to museums accessible to the public.
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H. R. 13270 would drastically reduce these incentives by limiting a donor's

deduction to the cost of the object or, in the alternative, requiring him to

include in taxable income any appreciation in the value of the object. This

provision is inconsistent with the rule for gifts of appreciated securities. It

will seriously affect the efforts of all our museums to preserve our cultural

heritage, without perceptibly increasing tax revenues. We concur, therefore,

in the Treasury's recommendation that the provisions of section 201(c) of the

bill not be extended to tangible personal property.

In recent years with the inflation of art prices generally, a few donors

may have claimed, in their tax returns, exaggerated values for works of

art. With the cooperation of the Association of Art Museum Directors, an

independent advisory group was created by the Internal Revenue Service, and

the problems of valuation have been substantially reduced, without impairing

the continuing benefits to the Nation from the innumerable donations made in

good faith. In our view, it is in the national interest that such donations

should continue to be encouraged by the revenue laws. The retention of the

limitation of deductions for appreciated property to thirty percent of gross

income, and the phasing out of the unlimited charitable deduction, will

insure that no one will escape taxation completely through such donations.

2. Museums as Public Educational Organizations

A great many privately operated museums, although recognized for

their outstanding cultural and educational contributions to society, are

nevertheless seriously disadvantaged by being ineligible for the additional
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ten percent deduction which is permitted for donations to other educational

institutions. H. R. 13270 may make this disadvantage overwhelming for

these museums since it increases the ten percent difference to thirty percent.

We strongly support the proposal made by Rep. Brademas during the debate

on this bill in the House of Representatives: the only adequate solution is to

accord museums as a class the same recognition for public service as is

given by the tax laws to colleges and hospitals. This should be accomplished

by adding another category to section 170(b)(1)(B) as amended in this bill:

". . (vii) a museum, defined as an organized and

permanent nonprofit institution, essentially educational

or aesthetic in purpose, with professional staff, which

owns or utilizes tangible objects, cares for them, and

exhibits them to the public on some regular schedule, "

This definition is taken from the "Interim Report from the Committee on

Accreditation for the American Association of Museums" issued May 26,

1969. It is more specific than that used for other educational organizations.

Perhaps it would be sufficient to add just

. . . (vii) a museum"

to the bill and leave the definition to the report and the regulations. In any

event, the use of even the vaguest formula would be preferable to continu-

ing and enlarging this critical inequity which threatens serious injury to the

museum profession as a whole. Such action would be especially timely

now, since municipal support for museums is diminishing, or is seriously

245



-4-

threatened, particularly in cities which are presently burdened with increased

social disturbances.

3. Charitable Contributions of Appreciated Property

Contributions of appreciated property, securities in particular, have

for years been the backbone of private philanthropy of all sorts. H. R. 13270

would include all such contributions, along with such items as tax-exempt

interest, in the new Limit of Tax Preferences and Allocation of Deductions

provisions, in effect treating such property as if it had been sold and the

appreciation in value as income to the donor. However, unless appreciated

property is in fact sold, it does not create "economic income" like tax-

exempt interest. The result of these provisions may be to defeat such gifts

in whole or in part. Where the donor would be required to expend additional

funds to cover the effects of these provisions, he may be unwilling to make

the gift to charity and would either retain the property or sell it for his own

account. If he should s~ll the securities he would have given and donate the

proceeds, the gift to charity is reduced by the capital gains tax. If he

should sell land or a work of art, the gift of any such unique property is

completely defeated.

These new provisions are so complex that no one can be certain of

their ultimate cost to taxpayers, to the Government, or to charity. In the

case of charitable contributions of appreciated property the rules appear to

be circular: the amount of the deduction is thirty percent of gross income

plus tax preferences, while the amount of the preference is based on the
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amount of the deduction. One thing is certain: that these uncertainties will

seriously impede the flow of funds to every major charitable enterprise on

which the welfare of our society now so heavily depends. For these reasons,

we strongly support the Treasury's recommendation that gifts of appreciated

property to charity be deleted from the Limit on Tax Preference and Alloca-

tion of Deductions provisions of the bill.

4. Private Foundations

The Smithsonian is no longer a "private foundation, " but has for years

relied on very substantial gifts and grants from such organizations for many

innovations in "the increase and diffusion of knowledge" for which public

funds were not available. In general, these private institutions have demon-

strated their value to the Nation by providing the venture capital for the

basic research and social creativity which are beyond the immediate con-

cerns of industry and Government. Many of the new sections in H. R. 13270

are designed to correct those few instances in which the public privileges

of foundations have been used for private advantage. There is some danger,

however, that the cure will kill the patient. Undoubtedly the whole complex

of interrelated provisions should be reviewed and clarified to insure that

the administration of private charity for public purposes will actually be

improved and strengthened and will not be uselessly penalized for the errors

of a small minority. A few specific examples and suggestions are as

follows:

(a) The proposed 7-1/2 percent tax on the investment income of
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private foundations would appear to be punitive in intent, since it is in

direct conflict with the principles on which tax exemption is granted in the

first place. We support the Treasury's proposal to substitute a Z percent

fee solely to cover the estimated administrative cost of supervising private

charity.

(b) The provisions requiring the distribution of income annually

should be amended or clarified so that the income to be distributed is net

income after deduction of all reasonable expenses such as the 2 percent fee

referred to above. If a foundation is required each year to expend or dis-

tribute its corpus, its ultimate destruction is inevitable.

(c) The proposed rules on excess business holdings are rather

inf lexible. There are a variety of legal methods to accomplish the major

purpose of separating control of a business from ownership of an interest

therein. The "35 percent rule" should be amended to permit the Treasury,

by regulation or otherwise, to accept any effective device, without setting

specific and somewhat arbitrary limits on holdings of any particular class

of stock.

(d) In the event that a workable system of supervision and restraint

can be devised in this legislation to insure that the funds of private founda-

tions will be used solely for charitable purposes of recognized benefit to

society, it would then seem irrational and discriminatory to single out

contributions of appreciated property to these organizations for treatment

as sales subject to the capital gains tax. The inclusion of such gifts by
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H. R. 13270 in section 170(e) appears to be based on the unstated and unten-

able premise that the activities of private foundations are collectively less

worthy than those of other charitable organizations.
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SUGARY OF FINDINGS

From 117 mailed questionnaires, 127 responses vere elicited; the ten

additional responses were from administrators who replied for more than

one program. This return was gathered by mail and telephone during

five days following delivery of the first questionnaires.

1. The respondents indicated that support for their educational

program, projects and institutions was received from many

foundations in and outside of Cuyahoga County. Six percent

indicated support from 21 or more foundations. Fourteen per-

cent indicated support from six to twenty separate foundations.

i. Such support aided many kinds of education-related activity.

Forty-one percent of the respondents indicated that foundation

aid was given for new and experimental programs.

3. Fifteen percent of the respondents indicated total grants from

foundations in excess of $100,000 during 1968 or 1969.

4. Twenty-eight percent of the respondents indicated that foundation

support represented their program's total budget.

5. Fifty-three percent of the respondents indicated that, in their

opinion, their programs would not have started at all without

foundation support.

6. Forty-seven percent of the respondents indicated that they would

have sought other funds from individual donors. Many of these

commented upon the difficulty of doing so.

-1-
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In comments written on the backs of questionnaires, 
respondents

indicated that:

1. Foundations provide funds for innovative 
programs. Respondents

said that some of these programs havp little immediate popular

appeal, so foundations are their only likely fund source.

2. Foundations have moved vith great speed to fill imperative cash

needs vithin some program.

-2-
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SCOPE OF SURVEY

The research team compiled a list of institutional and non-institutional

educational programs in Cuyahoga County that received grants-in-aid from

one or more foundations in 1968 and/or 1969. These foundations are

The Cleveland Foundation, Greater Cleveland Associated Foundation and

The Martha Holden Jennings Foundation. The administrators of the grants

vere then approached for facts and opinions. Care vas taken to separate

and identify these in this report.

In many respects, the report is a general evaluation of the subject.

However, much data vere collected and are presented and analyzed herein.

All responsibility for the accuracy of the data contained in this report

is assumed by Urban Reports Corporation, Cleveland, Ohio.

-3-
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GRANT RECIPIENT MAILING LIST

AdWinistrative Consortium of
Heidelberg, Hiram, Oberlin and Wooster

Cooperative Urban Studies Program

American Negro Emancipation Centennial
Authority, Ohio Division

Grant for updating documentary film

Baldwin Wallace College

Academic program development
Development (buildings)
Humanities Institute
Student Aid

Case Western Reserve University

Biology Field Station at Valley View Farm
Biomedical Engineering (faculty enlargement)
Building Fund -- Law School
Building Fund -- Case Building Fund Campaign
Continuing Changes in the Arts Program
General Educational Purposes
Graduate Program in Public Management Science
Industrial & Foundation Graduate Fellowships
Inner City Teacher Training Program
Junior Scholar Program
Literature Conf. for Inner-City Children
Lectureship in Urban Housing
Management Development Project

Medical School
Design and Evaluation of Instructional Material
Endowment Capital
Faculty Salary Supplements
Feasibility Study of Prof. Group Practice
Medical Center Development Program
New Construction
Operating Support
Remodeling Labs
Research and Research Training
Special Travel for Faculty and Students
Student Scholarships

Library School Scholarships
Demonstration Equipment
Faculty Research

Pilot Project in Training of Teachers of Disadvantaged
Upward Bound
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Cathedral Latin Schoil

Community Education Program

Catholic Board of Education

Training teachers for slow learners

Children's Services

Building and equipment

Children's Theater of Shaker Heights

Drama awards to graduating students

Cleveland Area League for Nursing

Nursing scholarships

Cleveland Board of Education

Expenses for teachers attending NDEA
Job Development Center
Prof. staff conferences for school principals
Workshop for secondary and elementary school principals
Visiting Scholar Program

Cleveland Center for Research in Child Development

Training program in psychoanalytic child psychotherapy

Cleveland Guidance Center, Inc.

Teacher education

Cleveland Health Museum

Health education

Cleveland Heights Board of Education

"Russian Abroad" Program

Cleveland Institute of Music
Deficit funding
Eurhythmics for public school teachers and supervisors
Faculty salary supplements
Implementation of merger with CWRU
Memberships
Scholarships

5-
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Cleveland Job Corps Center for Women

Training Workshop for Corpsmen and Staff

Cleveland Music School Settlement

Music therapy program

Clevelani National Association for the Advancement
of Colored People

Afro-American History School

Cleveland State University

Division of Continuing Education -- new and
experimental programs

Educational Leadership Practicum for Public Schools

Cleveland Society for the Blind

General Support

Cleveland Welfare Federation

Bummer Work Experience
"Careers in Social Work"

Scholarships in Graduate Education in Social Work

Council on Human Relations
The Green Circle Program

Cuyahoga Community College
Project Search
Student Financial Aid

Cuyahoga County School District

A study to develop regional computer capability for
school districts in Northeastern Ohio

Cuyahoga County School Superintendents Association

Organizational Funding
Seminar on Teacher Negotiations
Teacher Training -- Family Living Institute

-6 -
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East Cleveland City Schools

Picture Lady program

Educational Development Center

Research into causes of college dropouts and
their effective rehabilitation

Educational Research Council of America

Teacher education

Educational Television Association

Buildings and equipment
Operating budget

Euclid Public Schools

Human Relations Workshop

Greater Cleveland Associated Foundations

ASPA Sumer Internship in Public Administration

Greater Cleveland Growth Association

Job Skills Survey

Greater Cleveland Neighborhood Centers Association

"Neighbors Now" Building Campaign

Hawken School

Elementary art works
Film Makers Day Program
Fourth Annual Festival of Arts
Scholarship and Transportation of Funds
Sumer Enrichment Program

Jennings Foundation

Master Teachers Fellowship Program
Master Teachers Program -- summer research support
Special Jennings Scholar Program
Sumner Fine Arts Scholarship

- 7 -
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John Carroll University

In Service program -- teachers of slow learners
Scholarship and special training for high school teachers

in the area of Democracy vs. Communism

Lakewood Board of Education

Space Science

Natural Science Museum

educationn -- public programs
Lecture series on "Search for Survival"
Mentor Marsh Nature Reserve

Notre Dame College

Capital Improvements
Project Insight

Plan for Action for Continuing Education Association (PACE)

Citizens Look at School Systems
Early Reading Assistance
Human Relations Curriculum Dev.
Operating Expenses
Teacher Instant Mini-Endowment
Teacher-Leadership Awards

Parma School District

Implementation of Social Studies Curriculum

Police Athletic League

Customized educational training

Project Work

Motivation visits for 8th grade students
Older Worker Youth Demonstration Project
Operating Expenses
Reading is Fundamental program
Woodland Cooperative High School

Shaker Lakes Regional Nature Center

Program development for several school systems
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Sumer Arts Festival

Arts workshops for inner city children

United Negro Colleee Fund

For institution-awarded scholarships

University Hospitals

To teach diabetic patients self-care

University School

Development program
Endowment Fund
Institution-awarded scholarships
Sumner Science Project 1968-1969
Support of Educational program
Support of Operating budget
Winter Science Project 1968-1969

Ursuline College

Buildings and equipment
Scholarships to individuals

Western Reserve Historical Society

Buildings and equipment
Endowment
Exhibits
Experimental'or new educational programs
Faculty enlargement

-9-
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A total of 127 questionnaires was returned and analyzed.

The tabulations indicate that 41 percent of the grant recipients sought

money for experimental or new educational programs. The second largest

category of requests (23 percent) was for money for teacher education

programs (see Question 1, page 12 of this report).

Approximately 59 percent of the grant recipients received

less than $25,000 in 1968-69, but 15 percent were granted in excess of

$100,000. A list of those institutions which received over $100,000

and the amounts they received in 1968 or 1969 appear below.

Institutional Grants in Excess of $100,000, as Reported

1968

Baldwin Wallace College $ 289,000
Case Western Reserve University 1,995,500
The Cleveland Society for the Blind 161,000
The Cleveland Summer Arts Festival 274,000
University School 711,907
Ursuline College 268,000

$3,699,40T

1969

Case Western Reserve University $4,537,107
Educational Television Association 129,500
Educational Research Council 423,700
"Neighbors Now" Building Campaign 150,000
PACE Association 125,000
The Cleveland Summer Arts Festival 27,000
University School 383,912

$6,023,219
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Fifty-two percent of the recipients reported that foundations

provided more than 50 percent of each of their programs' total annual

budgets. Furthermore, 28 percent said their entire budget was provided

by foundations. (See Question 3, page 13.)

In Questions 4 and 5, the opinions of the grant administrators

were solicited. When asked what would have happened if foundation

support had been withheld, over 50 percent of the respondents said their

programs would not have started at all, and 4T percent said they believed

their projects would have been delayed or would have had to lover targets.

Should foundation funds become unavailable, the program

administrators indicated that they would try every other source for

funds, with 47 percent stating that individuals would be asked to

contribute and 41 percent believing that corporations would be

approached for funding.

The following table of responses is presented in the format

of the questionnaire vhich the respondents completed and submitted.

The percentages of their replies are listed to the left of each question.

- 11 -
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Dl.
1.127

14
86%
23%
h%
17%
12%
2%

10%
22%

1=123 2. Hov much money did this program receive in either 1968 or 1969 (choose
most representative year) from any or all foundations? (check one)

2% - 1. Less than $1000
20% - 2. Less than $5000
16% - 3. Less than $10,000
21% - 4. Less than $25,000
18% - 5. Less than $50,000
6% - 6. Less than $75,000
2% - T. Less than $100,000

15% - 8. More than $100,000 (Actual figure, if in excess of $100,000):

196 $ 289,000
1,995,500

161,000
274,000
711,907
268,000

$3,69?,4o7

1969 $4,537,107
129,500
423,700
150,000
125,000
383,912

$6,023,219

Baldwin Wallace College
Case Western Reserve University
The Cleveland Society for the Blind
The Cleveland Summer Arts Festival
University School
Ursuline College

Case Western Reserve University
Ed. TV Association
Educ. Research Council
"Neighbors Nov" Building Campaign
PACE
University School
The Cleveland Summer Arts Festival

This support was provided by how many foundations?

80% - 1-5
10% - 6-10
4% - 11-20
6% - 21+

* Multiple answers resulted in totals of more than 100%.
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This program primarily involves:
1. Buildings and equipment
2. Unrestricted endowment
3. Teacher education
h. Experimental or new educational programs
5. Institution-avarded scholarships
6. Scholarships awarded directly to individuals
7. Mon-scholarship student aid
8. Faculty enlargement
9. Other (please specify): Operating expenses, faculty salaries,

faculty development & research, special
surveys & data analysis, various programs
for public education on specific problems
e.g., pollution.



=127 3. What percent of the program's total bUdget for that year did this
money represent? (check one)

Less than 1%
Less than 5%
Less than 10%
Less than 20%
Less than 30%

17%-
11%
13%-
28%-

6. Less than 50%
7. Less than 75%
8. Less than 100%
9. Represents the total budget

for this program

3126 94. Without foundation support, this project: (check as many as apply)

53% - 1. Would not have started at all
23% - 2. Would have been delayed

0% - 3. Would have received the same
amount elsewhere

24% - 4. Would have lowered its targets
8% - 5. Would have cut expenses but

maintained its target level
2% - 6. Would not have been noticeably affected
6% - 7. Other (please explain): Without foundation support money

vould come from endowment fund.
Institutional efficiency vould
be severely hampered. Programs
serving a relatively small and
special group would never be funded.

Nv122 05. If foundations were not able to provide any assistance to this
program, where would you be likely to seek alternative funds?
(check as many as apply)

18% - 1. Public fund-raising campaigns
41% - 2. Corporate contributions (other t
47% - 3. Individual donors
9% - 4. Local government sources
17% - 5. State government sources
31% - 6. Federal government sources
16% - 7. Other (please specify)
27% - 8. Would discontinue program

M Multiple answers resulted in totals of more than 100%.
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REMP-MITATIVE C02.1-NTS FROM BACKS OF RUESTIO:121MES AS REqUES D fT
SUSTIO-,lMUIRE I4M NU.'MR SIX:

1. "There was and is a need for teachers qualified to teach family
living. What teaching will consist of is also important.

"With foundation help our Association (also funded with foundation
money) became the focal point in developing a "Guide to Family Living,"
in training teachers for the above, in bringing two local universities
together in teacher training and in providing the impetus to get one
university to recoraerd that it take on the training of teachers in this
area as soon as possible.

"Without foundation money none of this would have happened."

Program was titled: Family Living Curriculum Guide and Teacher Training
Institute for Family Living. Program received between $25,000 and
$50,000 from two foundations.

2. "For this particular program funding by any level of government
probably would not be possible. Government funding under the Higher
Education Act is generally restricted to demonstration programs and
must go through a university.

"Assistance for the program might be available through a local
university; however, those funds are limited. The university might
also wish to restrict participation to only its students. An advan-
tage of the present program is that it is able to attract students
from a number of different universities throughout the United States."

Program was titled: ASPA Summer Internship in Public Administration.
It is a summer employment program for college seniors.

3. "Funds for psychoanalytic programs are most difficult to obtain.
The goverrr.ent agencies were "oversold" on psychoanalysis after the
war and have soured on it. The uncertainty of long range govern-
ment funding rules it out for us.

"Funds for basic research, long range training such as ours are
difficult to obtain because of the current emphasis on crash programs
for masses of people.

"Only the personal knoledge of our work, our people, available
to local individuals and foundations, enables us to succeed.

"The program described here is also funded in approximately
similar erount by a second local foundation."

Program was titled: Training Program in Psychoanalytic Child
Therapy. It is experimental.
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1. "The grant aii-wared by the Greater Cleveland Associated Foundation
vas specifically for research into the causes and effective rehabili-
tation of students, with potential, who fail out of college. It has
been our experience that relatively fewt individual donors are willing
to make substantial gifts to a research program. As a result, we have
large amounts of data accumulated over the past five years which have
not received the statistical treatnent necessary to make it meaningful.
The foundation, on the other hand, is cognizant of the need for basic
research and supports it."

Grantee is: The Educational Development Center. Grantee received
more than $25,000 but less than $50,000.

5. "For our purposes, it !s more advantageous to receive financial
support from a local foundation rather than from the federal government.
The local foundation is knowledgeable of the institution to which it
gives support, and, in the case of the Jennings Foundation, maintains
a personal interest in the program to which it makes a grant.

"A main disadvantage in federal funding is that restrictions
often are harmful, as indicated below. For instance, some of the
most vital parts of the Baldwin W:allace Humanities Institution pro-
grams could not be supported by federal funds because of the all-
inclusive nature of our project. There is the added disadvantage
of a small college not being able to compete with the great uni-
versities of national reputation. In addition, federal funding in many
cases is for one year and there is no guarantee of support for sub-
sequent years. The foundation which has supported the Baldwin Wallace
program was able to render assistance for a four-year period." -- Dr.
Neille Shoemaker, Chairman, Humanities Div., Director, Humanities Institute.

Program received $55,000 in each of 1968 and 1969. It is an ex-
perimental program involving teacher education and development,
plus development of materials.

- 15 -
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6. "This program, supported in large part by the Martha Holden
Jennings Foundation, has enabled a young university to initiate a
graduate program in school administration for a carefully selecte.i
group of sixty school principals in urban and suburban Cleveland,
with the unified endorsement and support of superintendents from
thirty-three school systems. We have thus been able to establish
a program based on genuine current needs, ith regard to school
learning and school community relations, rather than go the
usual route of offering conventional courses to prospective prin-
cipals with no current leadership role. We will now be able to
follow this pattern wsth graduate'programs and in-service
education "courses" with public funds almost exclusively. In
substance, this has set us on the road to a problem oriented eur-
riculu with much public support. A side benefit has been our abil-
ity to attract a new professor of school administration from a
superintendency whose imagination has been captured by what we
have begun and the expanded possibilities growing out of it for
educational leadership improvement."

"As a final note, I have taken personal direction of two
programs in the College of Education because of their far reaching
potential value. One of them, funded by the U. S. Office of Edu-
cation, is designed to being the University, the Cleveland Public
Schools, and the citizenship spokesmen together for initiating
a school centered program for preparing teacher trainers. The
other is the privately supported Educational Leadership Practi-
cum. From the standpoint of this University, both the public
dollars and the private foundation dollars will have more impact
because of each other. The state and federal government could
not have responded so promptly, if indeedlat all, to the
strategic opportunity that developed by the ;mall subvention of
private philanthropy. Conversely, the stimulus grants of foun-
dations could not under.trite the expanding program to be
developed from public funding at the state level."

Program was titleF: Educational Leadership Practicw, for Public
School Principals. The administrator is Dean of the College of
Education in Cleveland State University.
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7. "All of the other procedures for seeking funds would have been
far more costly because far more time consuming. Disadvantages
of governm.ental fumding aae as follos:

1. They are increvasingly restricted and usually require an
Impossible degree of matching

2. They usually require application so long in advance
of actual funding as to seriously reduce flexibility
and responsiveness to cormunity needs

3. They consw.e an inordinate amount of staff tire be-
cause of bureaucratic detail

"The alternative of seeking funding would be to charge the
client the full cost of the program. In the case of teachers and
school districts, this is not feasible."

Program was titled: Contemporary Changcs in the Arts Program.
It was conducted within Case Western Reserve University. A single
foundation grant of less than $5,000 provided between 75 and 100
percent of its budget.

- 17 -
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8. (1) "Need an organization to organize a public fund-raising eam-
paign, ant it doesn't malke sense for special focus programs that
are on a relatively small scale.

(2) "The search and persuade process is too exhausting and corpora-
tions are not likely to be interested in innovative and ground
breaking programs as against other claims of a more traditional
nature.

(3) "Run into all kinds of idiosyncratic decision rules that repre-
sent unbelievably odd orientations to the granting of funds and
desirability of programs and perspectives on social needs and
benefits. l.oreover, ey few individuals can make a grant in the
$25,000 range, usually spread themselves out on marginally small
grants.

(4) "Local governments have no money to spend on other than
operating functions. They are deficit systems and will not risk
funds to get into social innovations.

(5) "State governments don't know what the hell urban needs are
or what local situations are like and have no real connections with
the local scene. Moreover, the personal idiosyncracies of partisan
politics will Just exhaust and disgust anyone trying to do anything.
An outside person has no leverage and ideas as such count for nothiz.g
in political in-fighting for advantage.

(6) "For the Federal government, what you do has to be consis-
tent with political program and policy of the "ins" at the tine.
Moreover, never know who decides and on what basis--unless you
have an inside connection who wires you into the cash flow
channels. Finally, like all political structures, there has to be
an advantage for the organization and its personnel independent of
the merit of the proposal. A politically exploitable potential is
the "kicker" required beyond the merit of the proposal."

Respondent's program was a series of Black Management Developient
Seminars conducted by Case Western Reserve University. TWo
foundations covered its total budget of between $10,000 and $25,000
in 1968.
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EAGLEBROOK SCHOOL
Deerfield, Massachusetts

August 20, 1969

The Honorable Russell B. Long, Chairman
Committee on Finance
United States Senate
Washington, D. C.

Dear Mr. Long:

Because Eaglebrook is an independent school largely supported by private
contributions, I am extremely concerned about some aspects of the tax
reforms presently being considered by the Congressional Committees
involved.

There is no question in my mind that some reforms are desperately needed.
However, measures that might reduce the incentives to support philanthropic
and educational institutions do not fit my definition of "reforms." 1 refer
specifically to the legislation that would place limitations on deductions for
gifts of appreciated property.

I know that as an independent school we are not alone in relying heavily
upon this specific source of income. During the past fiscal year we have
received approximately $82,500 from donations of appreciated stocks. Even
when this amount was added to our other sources of income we still ex-
perienced a deficit. Any measurable reduction of the $82,500 figure could
have been termed disastrous.

In addition, we have just embarked upon a major and urgently needed capital
improvement program, the cost of which will be several million dollars over
the next few years. Traditionally, support for such programs has come largely
in the form of appreciated property. At the present date we have pledges in
the amount of $210,000 that we know will be coming to us in this form.

On a national scale our figures are infinitesimal. It seems to me that passage
of any such limitations is likely to open a Pandora's Box of financial woes for
most of the nation's private schools, museums, hospitals, orchestras etc.
Certainly many of these may be forced to close their doors - or alternatively -
draw upon the public sector for financial support. It does not appear to me to
be in the national interest for Congress to take such a risk.

I fervently hope that alternative programs will be carefully considered that
might affect the necessary reforms without endangering the status of this
vitally needed source of support.

Sincerely,

OSC:RP 0. Stuart Chase, Headmaster
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ERICAN ASSOCIATION OF UNIVERSITY WOMEN 2401 VIRGINIA AVE., N.W. I WASHINGTON, D.C. 20037

September 12, 1969

The onorab.A RuseflaL
ChaL-%zLl Senate Finance Codnttee
United StaMU Senate
Wassingtonp D.C, 20510

Thi-ir Ssna ,v Logs

Thy. Anrican Association of Univeruity Women is omprised of
apprxianateI2 175,000 m n graduates of colleges arA universities#
o;-ar.' , .1.r 1 s60 looal branches and in fiftr state divisios. Tot
Pbaociaim has long been interested in the improtnt of our eol-
lr"g &id universities and in extonding opporbanitSes for higher eft-
,-- -n to el qualified young people. To that cndj, we have suWrted
wV FdeUc1-state education progum enacted by the Congess in reomt
y.arz# an! biwe endsavored to explain to the public the manning of thei..
pxp mw and the need for additional support of higher educOtlowl

a' w, o-both public and private.

To wrican Assoniation of Udiversitq Women Educational Founda-
tion est,1Hishad in 19580 is the aveme through which Association
ir,,b:rs ebarnel their charitable and public service funds. This Founda-
tio'e prnt,'ry sctivi Is the grant4g of scholarships and fellow-
-.dps t.." uo.a~n students, principally at the graduate and post-ductoral
l,vol, '!,? imo.-ies for this program - the present endowment is approx-
i-ately five million dollars - cone from contributions from AAL
. umally in dimes and dollars, not in hundreds of thousands

In presenting this statement, I ask, on behalf of the AMD, that
tbo S.at' Pinance Comittee give serious consideration to reducing the
!,rop..3oi. itu on foundation income We ask also that the Condttft

d-lAte f7m the House-paseed tax masure the provision to include ap-
p.CIAtion on donations of property to charities# collegeS, and other

j.-eraWt activities in the Unit on Tax Preferences and the Allocation
*fDuucttons,

We b3lievo these proposals vould have a deleterious ffect upon
the 'rt"lAgee and universities and upon charitable foundations supporting
eclacatix eL activitieso Our Association has long supported the posl-
tJ.en that both public tax support and private giving are essential to

ntnvce of a free and heaM&.t educational systea. We are deeply
cc. nnod that the above mentioned provisions in the House-paxsed tax
rofom bil wil reduce incentives to charitable givi go

Iembsra of the MUlW are fully aware of the need for tax rfom,
for a mrs equtable distribution of the tax burden# and for tke aloo-
in; of ioopholas which have permitted some towers to avoid thoir
eav of the burden, 14 applaud this Congress for undertaking the
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oeraus tk of rising ta legilatie. Yet we also ask that inetita-
tlo a fArmdations depedat upon chai table giving not be injured
in tJ. na of tax mfom

Sincerel yom,

Amripm. Awsesar&-Gcs.
Uni ly Wmu

274



' WWa /M wHIATOW. ILLINoIs eeIs,T . g.w.eaM.s.&e.-

SINCIF sl irN R HIST AND HIS KINQDON1"

office of Vag 11041116111

September 12, 1969

Th Honorable Russell B. Long, Chairman,
And Members of the Senate Finance Coittee
2227 Now Senate Office Building
Washington, D. C. 20510

SUBJiIC: WHRATON COLLAGE STATEMNT ON H.R. 13270

Gentlemen:

Wheaton College is a private, interdenominational, coeducational,

fully accredited liberal arts Christian college of 1700 full-time students

located in Wheaton, Illinois, about twenty-five miles due west of Chicago,

It offers courses leading to the bachelor's degree in arts, sciences and

music in six basic divisions of study, with majors in some thirty academic

fields. It has a graduate school of theology accommodating more than one

hundred students offering the Master of Arts and the Master of Divinity

degrees. Since its founding In 1860 with the motto "For Christ and His

Kingdom" it has had but five presidents and has sought to provide a liberal

education that introduces its carefully selected students to the organized

fields of learning and presents the Christian theistic view of the world

of man, and of man's culture in the light of Biblical and natural revelation.

Its faculty numbers 150, more than 40% of whom have earned doctoral degrees.

Students come to Wheaton each year from nearly every state and from some

30 countries. Regularly, 75% of its students come from outside the state

of Illinois. A third of Wheaton's graduates enter into some phase of

education professionally, and currently twenty-four alumni serve as presi-
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dents of institutions of higher education. Among its nearly 15,000 alumni,

perhaps Dr. and Mrs. William (Billy) Graham are best known and epitomize

the purpose of the College to encourage meaningful Christian service from

its graduates to mankind everywhere. Wheaton is conservative in its

theological position and, in harmony with its Christian faith, continues

to uphold, with sound scholarship, the principles upon which our nation

was founded.

In an effort to maintain its academic and religious independence

it has sought to gain its support from individuals, business interests,

foundations and local churches (representing most of the evangelical

denominations throughout the United States) rather than from Federal

funds. In the last two decades, due to that private support, fourteen

major buildings have been added to campus facilities increasing plant

assets by nearly $9,000,000. The buildings and plant expansion mentioned

above would not have been possible without the transfer of donor gifts

with substantial capital appreciation. We observe that donors' capital

appreciation is translated into essential educational facilities and current

operating funds.

We have carefully studied the provisions of the proposed Tax Reform

Bill (H.R. 13270). We are definitely in favor of those provisions of the

Bill which curb long standing abuses and inequities such as the provisions

dealing with the taxation of debt financed income and the extension of the

unrelated business income tax to churches and religious organizations. We

are also of the opinion, however, that certain provisions of the Bill, if

enacted into law, would substantially discourage the making of gifts to
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all educational and charitable institutions and would also have an

adverse effect by taxing gains on deferred gifts that have already been

made to such institutions. The following is a summary of those provisions

that we believe would have a detrimental effect on giving to our institution

and thus on our ability to educate young people to assume roles of leadership

and responsibility in our society.

I. SPECIAL LIMITATIONS IMPOSED ON GIFTS OF APPRECIATED PROPERTY.

We are opposed to those provisions of the Bill which would discriminate

against gifts of appreciated property. These provisions include the special

percentage limitation on the deductibility of gifts of appreciated property,

(i.e., 30% of contribution base instead of 505) and the limitation on the

contribution deduction for gifts of future interests of appreciated property.

There ts no sound basis for placing a more restrictive limitation

on such gifts. Similar limitations have been considered in the past and

have been rejected because it was recognized that charitable gifts of appre-

ciated property should be generally encouraged. (S. Rep. No. 1567 75th

Congress, 3rd Session 1938). Last year approximately 50% of the total

gifts received by the College were gifts of appreciated property. These

gifts were essential to meet the expense of current operations. A reduction

in annual gifts of appreciated property would certainly limit and curtail

the educational program of the institution.

The limitation on the deduction of gifts of future interests of

appreciated property (i.e., the Donor's cost basis) will severely handicap

current and future programs of educational institutions. As a practical

matter this provision may completely eliminate the use of gift annuity

contracts and life income contracts when appreciated property is involved.
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During the last two years the College received $2.2 million under gift

annuity contracts and Just over $1 million under life income agreements.

Although these are classified as deterred gifts the College received sub-

stantial present benefits from these gifts. Because of the sound investment

policy and actuarial experience last year, the College was able to use

approximately 25% of the total amount of each deferred gift annuity received

for current operations. In addition the College was able to make plans for

future programs knowing that fixed amounts of principal had been irrevocably

designated and set aside for the use and benefit of the College. These

are distinct present benefits, benefits which would be lost if the present

provision was enacted into law. During the past two decades the College

has received more funds from deferred gifts of appreciatdd property than

any other form of gift.

II. CHARITABLE DEDUCTION FOR ESTATES AND TRUSTS. The proposed

Bill contains a provision limiting the annual charitable deduction for

estates and trusts to amounts which are actually paid to charity. The

effect of this provision is to impose a tax on realized gains from property

which has been irrevocably set aside and designated for charitable purposes.

This provision Is apparently supposed to encourage current distributions

to charity; however, in actual operation it will have the effect of reducing the

net amount available to charity. Since this provision is applicable to life

income trusts already in existence, and since these trusts are irrevocable

and not subject to change, there can be no increase in current distributions;

instead a tax will be imposed annually on realized gains thus reducing the

net amount available for charitable purposes. The property received under

a charitable remainder trust has the same cost basis in the hands of the
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Trustee as it had in the hands of the Donorl therefore, the tax will be

imposed not only on the gain realized after the transfer has been made

for charitable purposes, but also the unrealized gain attributable to the

period when the property was in the hands of the Donor. This not only

imposes an undue tax burden on the institution but also will result in

additional accounting and other problems for those institutions adminis-

tering charitable trusts.

It is also possible that this provision would be applicable to

the typical life income agreement, and the common fund held by many

institutions for the administration and investment of funds received under

life income agreements. If the rule were applicable to theme situations it

might also be applicable to other segregated endowment or other income

funds held by charitable institutions. The enactment of this provision

without well defined exceptions or limitations to cover the foregoing

described inequities will result in an undue tax burden and hardship for

charitable institutions.

III. THE UNIT TRUST, LIMITED TAX PREFERENCE AND BARGAIN SALES.

The Unit Trust concept, which has been used in the proposed Bill as

a standard for qualifying charitable remainder trusts, is a concept which

is untried and has many uncertainties. For example, it would appear that under

this rule any transfer of appreciated property to a Unit Trust would result

in a taxable sale or exchange with the Donor being taxed on the difference

between the value of his annuity or fixed payment interest in the trust and

the cost basis of the property transferred. There is no apparent coordination

between this provision and the provision requiring a taxpayer making a gift

of a future interest of appreciated property to elect either to pay a tax
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on the full appreciation or use his cost basis as the charitable deduction.

We submit that the abuses which are intended to be corrected by this pro-

vision can be more simply corrected by requiring independent trustees, i.e.,

that Is a Trustee other than the Donor for all charitable remainder trusts

and requiring all such trust agreements to contain restrictions on the

investing powers of the Trustee.

The limited tax preference and allocation of deduction provisions

are extremely complicated. The charitable deduction, the unrealized

appreciation in gift property and the unrealized portion of long term

capital gains, all figure in the computation. As a result it will be

extremely difficult to advise a prospective Donor of a major gift as to

the tax Implications of that gift. A charitable gift is a voluntary act

and it has been our experience that although the tax incentive is not

the sole Incentive for making a gift, it is important to each Donor. If

the Donor is uncertain as to the tax implications of his gift or if there

is a possibility that he may incur a tax as a result of the gift or in

some way reduce his other deductions by reason of the gift, then he will

be persuaded to fatal inaction and the gift will never be made.

The provision dealing with the taxation of bargain sales will have

a detrimental effect on gift annuity transactions. We submit that if this

provision is retained, there should be added a special exception for gift

annuity transactions similar to the exception which was added to the

provison dealing with debt financed income.

Historically, endowment funds have undergirded private college

finances and have provided long-term strengths. In recent years deferred
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giving programs have complemented and supplemented the inadequacy of

endorent funds. We think that the aforementioned provisions of

H.R. 13270 would place in Jeopardy our entire Deferred Giving program

(particularly the Life Income Contract and Gift annuity programs) and

would severely reduce the incentives for gifts for current operations.

Respectfully submitted,

President
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STANFORD UNIVERSITY
STANFORD, CALIFORNIA 94303

OFFICE OF THE CHANCELLOK

September 12, 1969

The Honorable Russell B. Long
Chairman, Comittee on Finance
2227 New Senate Office Building
Washington, D. C. 20SI0

Dear Senator Long:

I an sorry that my request to testify in person was denied, but I understand
why the number of witnesses has to be limited.

The need for tax reform has long been apparent; it has been the subject of
much discussion. It is regrettable, therefore, that H.R. 13270 seems to have
been passed with undue haste. Despite its several commendable provisions, it
delivers a seriously damaging blow to the historic tradition of philanthropy
and therefore jeopardizes the financial health of great institutions without
providing even approximately commensurate revenue benefits.

In my judgment, the suggested treatment of gifts of property, specifically the
inclusion of philanthropic gifts with the other items set forth in the provisions
for Limited Tax Preferences and subsequently in the Allocation of Deductions,
is wrong,--fatefully wrong. The deductibility of charitable gifts which benefit
society as a whole is not the same as the other items in the LTP category. The
philanthropic donor does indeed derive some tax benefit from his gift, and the
Treasury suffers some loss of revenue because of it,--but the giver's net worth
is reduced and society's welfare enhanced.

The provisions relating to the charitable remainder trust, which eliminate the
advantages of the normally heretofore approved deduction for the gift and the
charitable remainder, will cause incalculable damage to higher education. Many
persons, if not most, who are philanthropically inclined, will refrain from
making such contributions. They will retain appreciated property and, in
consequence, there will be no benefit to the Treasury through capital gains
tax, nor will the institution be able to inaugurate programs in the assurance
that it can finance those programs with the dollars it has in hand in the
expectation of later gifts.

Finally, the announcement in August that April 22 was the effective date for
charitable remainder trusts, life income contracts, gift annuities, short term
trusts and bargain sales, introduced a retroactive provision which adversely
affects both institution and donor, each of whom acted in good faith in entering
into these transactions, only to discover that the tax result of the gift would,
if the Bill were to be passed in its present form, be altered.

The net effect of the Bill will be to stop the flow of major philanthropic
giving. If some of the restrictive provisions to which I have referred are
enacted into law, privately supported institutions will diminish in quality and
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strength; higher education will become dependent on more tax dollars; and the
healthy mix of private and public support which has provided the distinction
and broad base of our nation's higher education will be lost. Such loss is
not in the best interest of this nation.

I take the liberty of enclosing a statement I made to Secretary Douglas Dillon
on 29 November 1961, when I served as spokesman for a number of colleges and
universities. I still believe strongly in that statement.

Sincerely yours,

lace Sterling

Enclosure
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Mr. Secretary:

We appreciate greatly your courtesy and interest in receiving us this afternoon.

Educators at every level, including those in higher education, speak today of
"the crisis" in education. And well they might, because there is one. But
informed people are aware of this fact, and we have not come here to belabor it.

Nor have we come to plead that all educational institutions are altogether
virtuous or are the sole custodians of virtue. We deplore lack of virtue among
ourselves when it is manifest, and are eager and willing to exercise self-
discipline to correct errancy and abuse. In the field of taxation, we seek the
opportunity to cooperate with your office to identify and eliminate such abuses
as may exist.

We have come, however, to plead with all the earnestness at our command the
high value to all of United States Higher education, both public and private,
of a tax structure which is congenial and conducive to generous gift support of
higher education. If a given institution has erred, or should err, in a way
which is abusive to its privileged tax status, we would urge on you the wisdom
and propriety of not penalizing the many for the fault of the one or the few.
We are confident that ways can be found of disposing of the bathwater while
preserving the baby in good health.

We cannot over-emphasize the value of gift support to higher education: It is
literally vital to the private sector; it is essential reinforcement to the
public sector.

We would plead also that unresolved tax issues affecting the flow of such gift
support be resolved with all reasonable speed. Until there is such resolution
and clarification, the flow of gifts will be retarded by a prospective donor's
understandable uncertainty and concern as to the tax consequences of his gift.
We make this plea with genuine appreciation of the magnitude and complexities
of the responsibilities of your office.

Finally, we would urgently request that your office discuss with representatives
of higher education such tax changes or clarifications affecting gifts to
education as your office may have under consideration, before official
conclusions are drawn and decisions made. And we respectu-ly suggest that the
discussion we request be arranged with and through the American Council on
!ducat ion.

Let me express again our gratitude for the opportunity you have accorded us of
making this representation to you.

J. hE. Wallace Sterling

29 November 1961
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STATEMENT ON TAX REFORM ACT OF 1969
TO COMMITTEE ON FINANCE OF
THE UNITED STATES SENATEr

Presented by

ASSOCIATED COLLEGES OF

Beloit
Carleton
Coe
Colorado

Cornell
Grinnell
Knox
Lawrence

THE MIDWEST:

Macalester
Monmouth
Ripon
St. Olaf

(See Exhibit 1-A)

and

GREAT LAKES COLLEGES ASSOCIATION:

Albion
Antioch
Denison
DePauw

Earlham
Hope
Kalamazoo
Kenyon

Oberlin
Ohio 'esleyan
Wabash
Wooster

(See Exhibit 1-B)

* 3ubitted by Shar'y C. Umbeck, Presidents Knox College.

September 16, 1969
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SUMMARY OF

STATEMENT ON TAX REFORM ACT OF 1969
TO COMMITTEE ON FINANCE OF

THE UNITED STATES SENATE

Introductory Remarks ....................... Page 1

Limit on Tax Preferences and Allocation
of Deductions ............................ Page 3

Comments on Charitable Contribution of
Appreciated Property ..................... Page 4

Comments on Future Interests Gifts ......... Page 5

Comments on Effective Dates ................ Page 6

Comments on Requirements for Filing Returns Page 6

Comments on Bargain Sales .................. Page 7

Comments on Unrelated Debt Financed
Income (Clay-Brown Provisions) ........... Page 7

Exhibits in Support of Arguments ............--
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we commnd ind support those positive efforts of the Congress
to improve tax administrationn and to support eouitv in appli-
cat ion of the laws of the land. We support the idea that some
type of minimum tax be levied on the income of all individuals
who share tile bounties of America. 'e support legislation de-
signed to prevent the manipulation of the tax laws regarding
tax exemption and charitable contributions for the sole purpose
of achieving tax benefit. No one should achieve greater wealth
bv such use of the tax laws.

1. e support elimination of the unlimittd char-
itable deduction coupled with raising the
general limitation on all contribution deduc-
tions to 50W. of the contribution base provided
that the severe restrictions proposed as to
gifts of appreciated property are removed as
explained below.

2. WeL support the provision which would eliminate
abuses in the gifts of short-term income In-
terests and in the gifts of the use of property
and in the gifts of inventory or other property
which, if sold, would give rise to ordinary
income.

3. le support provisions which would eliminate the
possibility Af a taxpayer realizing more actual
dollars by means of making a charitable gift of
a short-term capital asset than he would realize
by the sale of such an asset.

However, in the efforts at tax reform contained
in H.R. 13270 we see measures of critical adver-
sity to the long established policy of encourag-
ing, by means of tax incentive, private philan-
thropy to support charitable and educational
enterprises in the providing of essential public
services which must otherwise be paid for by
increased taxes.

There is no question that the demand for the provision of higher
education to our citizens will continue to escalate. If private
philanthropy is seriously curtailed, those colleges and univer-
sities independently supported will suffer erosion in their
effectiveness; many will disappear.
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The long established policy of tax incentive to private higher
education has been often reinforced by the United States
Congress. The Senate Finance Committee in 1938 vigorously
recognized this:

"Representations were made to the Comittee
by officials of educational and charitable
institutions that the effect of such a pro-
vision would be to discourage the making of
charitable gifts in property. The Committee
believes that charitable gifts generally are
to be encouraged and so has eliminated the
provision of the House Bill."l

Likewise, later revisions of the Internal Revenue Code raised
the limitation on the deductibility of such gifts from 20% to
30% of adjusted gross income.

Tftis national attitude has helped the private sector and many
nominally public institutions to grow with the nation, to provide
a multi-faceted system of higher education which has greatly
benefitted our people individually and the nation as a whole.
Additionally, this encouragement of private philanthropy has
forestalled additional costs in the public sector. Were it not
for the privately supported institutions, the tax supported
public colleges and universities would have to provide the
facilities and programs to accommodate an additional two million
students expected to enroll in private schools this fall.
Enrollment in the 24 colleges of our associations has climbed
from 28,100 to 40,100 in the past ten years.

In place of easing the tax burden, the opposite effect will
prevail if private charitable giving is curtailed. Had these
24 colleges not existed, to provide the programs offered by
them during the past decade would have required, in addition
to endowment income, tuition and fees, at least $342-,70,
in tax revenues to supplant private gifts received.

It should be emphasized here that for a century and a half
the role of the 24 colleges listed above has been highly sig-
nificant in the broad spectrum of American life. Our graduates
have provided leadership in public and private life, in the
professions, in the arts and letters, and in the sciences.
Exhibit 2 illustrates this point. Hence, from the point of

I (S. Rep. No. 1567, 75th Cong. 3rd Seas. 1938)
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view of national self-interest, to discourage voluntary private
philanthropy to such institutions is self-defeating.

In particular, we oppose the inclusion of the appreciation in
value of property donated to charity in the "Limit on Tax
Preferences" and "Allocation of Deductions."

In our judgment, two aspects of the attempts of the
"House of Representatives to levy some minimum income
tax would, if adopted, have immediate and probably
disastrous effect on charitable giving to colleges
and universities, and especially to those privately
supported.

The "Limit on Tax Preferences" is drawn to foster the
fair distribution of our taxes. The language of the
section treats the means by which some individuals
exclude a large portion of their economic "income"
from tax. (We underline the word "income.") The
tax preferences as listed in H.R. 1370 are:

1. Vqax-exempt interest on State and
local bonds.

2. The luded one-half of net lo

3/Depeiton of reap rty beyond

straight I a'V1epreiiation.

4. Ec farm lo see. -

/ 5. AppretteaA' e '0ie of pr e y
donated to a

It is tob noted Items 1-4 o e are truly cash
producing to e t~A~ef They a ituntaxedidollars
Ito his cish flo 0 i reted to
property producin income qr/ t9  perty sold and ex-

\changed f r dolla).. They, we luded income. For
the purpose of a loatingjdduc qi-C, additional
Snon-taxed tem is e-f form o ert
killing expenses and deot;on aowances.) Obvious y,

Items 1-4 are designed to- eal wi h the inVwbsition f
a dklnimum tax onjr1 forms )f income.

Howevb. , Item 5 abdv*L sno income. It should ot be

treated s a "non-taxed" item of income in th
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"Allocation of Deductions" nor as an item of pref-
erential income in the "Tax Preferences." Giving
away appreciated property produces no economic in-
come. True, the tax laws provide charitable contri-
bution deductions for the market value of property
given to charity. Such tax posture should be main-
tained. Controlling the tax incentive should be
handled solely within the 50% limitation on char-
itable contributions proposed by H.R. 13270, and
the 50. limitation should include the appreciated
value of donated property -- including tangible
personal property where valuation is reasonably
acceptable.

Genuine philanthropy to colleges and universities has
produced none of the serious buses to which the two
new proposals are directed. The very illustration
used in the "Report of the Committee on 'Ways and
Means . . . to Accompany H.R.13270 . . ." clearly
demonstrates the areas where major abuse occurs --
the exclusion of real economic items iuch as the
non-taxed one-half of long-term capital gain and the
allowance of interest deductions for capital used to
finance such capital gain. (See Page 80 of the
Committee Report, House Report No. 91-413, Part 1.)

Gifts of appreciated property constituted in excess
of 20% of total private gifts to our 24 colleges.
The actual voldme of such gifts has been $66,610,000.
over the past ten year period. (See Exhibit 3)
As presently cast, the limit on Tax Preferences"
and "Allocation of Deductions" proposals will
severely affect this important source of voluntary
giving in support of our educational programs.

We are also in opposition to the harmful effects of the pro-
vision regardt, n"Charitable Contribution of Appreciated
Property."

Adverse proposals regarding the treatment of appre-
ciation in value of property donated to charity are
found in Sec. 201 (a), (c) and (d) of the bill and
Secs. 170 and 83 of the proposed code revisions under
the broad title of "Charitable Contributions of Appre-
ciated Property." We appreciate the recognition of
the House of Representatives that this matter is of
vital concern to colleges and universities which,
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along with certain other charities, were excluded to
a degree from the treatment proposed in this section.
However, if the "Limit on Tax Preferences" and "Allo-
cation of Deductions" sections do not also exclude
gifts of appreciated property to colleges and univer-
sities (and the other named charities), their exclu-
sion under Sec. 201 (c) will be largely illusory!
As indicated above, gifts of appreciated property are
highly significant to our 24 colleges.

Furthermore, with regard to gifts of future interests,
the beneficial exclusion in Sec. 201 (c) was not ex-
tended. We speak now of the ordinary life income con-
tract reserving a legal life estate in property to the
donor with the remainder going to the college or
university.

These gifts are highly significant to the development
of college endowments and resources. They are most
likely funded by gifts of appreciated securities or
real estate -- both property with readily ascertain-
able market values

To deny the deductibility of the appreciation in
value in these cases is not consistent. It would
also practically foreclose this area of "deferred
giving development" to colleges and universities.
Ten-year summaries indicate that the 24 colleges
have received in excetis of $20,000,000 in the gift
value of remainder interests under life income con-
tracts.* The full market value of the properties
transferred exceeds this gift remainder value. It
is this total value which will be eventually available
to the colleges at the expiration of the life income
interests involved. If there are areas of abuse re-
garding these gifts, such abuse can be corrected by
tightened appraisal requirements.

Sec. 201 (a) (8) likewise is excessively restrictive be-
cause it would limit a charitable contribution deduction
for an ordinary remainder interest after a life estate
in property to such an interest conforming to the sec-
tions governing gifts in trust. Where the college or
university is the trustee or in the case of legal life
estates and remainder interests (and their counter-
parts in personal property), the actuarial value oi
the remainder to the institution based on market
values of the property involved should be retained
in its present form as a charitable contribution.

*See Exhibit 4
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These gifts, upon the decease of the donors, will
provide scholarship endowment and other program sup-
port, thanks to the generosity of those donors who
have parted voluntarily with a share of their wealth.
Problems of valuation of the charitable remainder in-
terests can be successfully attacked primarily by
means of correct property appraisals and by means of
periodic modification of actuarial and discount tables.

We strongly oppose the effective dates for the various sections
of the Tax Rform Act of 1969 as proposed therein.

For the convenience and fairness to taxpayers and
donee institutions, all effective dates in the Tax
Reform Act of 1969 should be the date of the final
enactment of the law. Gifts made prior to that
date should not be affected by any type of retro-
activity. Philanthropy has already been adversely
affected by the confusion of the proposed effective
dates. Provisions of the law should be prospective
in application and should not disturb the gifts
already established under gift agreements entered
into prior to the effective date of enactment.

'te oppose, in their present form, the provisions of the Tox Re-
form Act of 1969 which require the filing of annual returns.

Sec. 101 (d) of H.R. 13270 would require the filing
of annual returns. 1ith regard to such filing by
privately supported colleges and universities, there
is no basic objection. 'Je encourage fair and effic-
ient administration of the tax laws. However, we
vigorously oppose the idea that information contained
in such returns should be made public. Je receive
many anonymous gifts. The public disclosure of such
a donor's name would require the college to break an
article of trust between it and the donor. Additionally,
the disclosure of the salaries paid to faculty and others
would break a long-standing principle of confidentiality
regarding these matters. As far as colleges and univer-
sities are concerned, we see no worthwhile objectives to
be gained by such disclosures. In our opinion, there
has been no abuse in gifts to colleges and universities
to warrant disclosure of donor lists and salary sched-
ules. Required Information is already available in
taxpayer returns. As to institutional returns, the
basic doctrines regarding the right to privacy should
prevail.
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WJe find the following matters of smaller direct significance,
yet needful of revision:

1. Bargain Sales.

It is now doubtful that the proposed law would
exclude the discounted cash value of a gift
annuity contract as the bargain sale price of
securities or real estate used to fund an
annuity. The additional treatment of bargain
sales to a charitable organization (Sec. 201
of H.R. 13270) should expressly exclude from
its purview the gift annuity.

2. Unrelated Debt-Financed Income.

Sec. 121 (d) of H.R. 13270 contains the com-
monly called "Clay-Brown" provisions. An
obligation to pay an annuity is excluded from
the definition of "Acquisition Indebtedness."
This exclusion must be broadened so that it
applies to the contractual obligation of an
institution to pay to a donor the income from
property under a life income agreement. So
long as the life tenant continues to live,
all income under such contracts is paid to
the life beneficiary who then pays income tax
thereon. The college acts solely as a conduit
in its position as charitable remainderman.
There should be no tax consequence to the
college under these circumstances.

295



BELOIT
CARLETON
Cog
COLORADO
CORNELL
GRINNELL

KNOX
LAWRENCE
MACALESTER
MONMOUTH
RIPON
IT.OLAF

1969
1970

ACM Academic
and Service

Programs
11T A&OCIATIO OCLIO OF TlH VIWST

£

296

l' All IIT'I I-A



URBAN

OTHER PROGRAMS

ACM faculty members are encouraged to pursue
study and research Into the cultures ad civilize.
lions of Asia. Africa. the Middle East. Latin
America. Eastern Europe. and the Soviet Union
through The Nll.Wseelern Stide Pogiam. The
three major aspects of this program are: provision
of grantufor faculty study and research, seminars.
and the strengthening of library holdings.
Through The dlsnce ldicaliom tudy, ACM is
making a comprehensive summation of practices.
developments, and trends in science leaching at
its colleges. It will investigate innovations in cur-
ricula and leaching techniqus; it will seek to de.
termine science faculty problems.
Through Institluional Reseach ACM seeks to
know more about its students, alumni, faculties
and facilities at all twelve colleges. As systematic
data collection increases, answers to many ques-
tions-from cost analysis to the impact of the
college on the student-will be possible
The Video Tape Program has made available al-
most 400 hours of unrehearsed and spontaneous
classroom activity for use in teacher education.
For the teacher trainee this program is an invalu-
able aid in filling the gap between academic
theory and actual practice. Student-teachers have
the opportunity to see and learn by actual observa-
lions of different teaching-learning situations.
The Washigton, D.C. Off1c Is maintained to in.
terprl the nation's capitol and federal activity to
our colleges and its programs. The director of this
office provides us with reports from the Washing.
fon scene and expedites ACM and member col.
lege proposals. She provide administrative ser.
vices for ACM staff and faculty in Washington.

THI UR OTU O RGA

This program gives the student academic and
first-hand knowledge of many of Ihe monumental
problems of the city- its politics, economics, and
racial strife; its metropolitan, suburban, and inner
city dilemmas, its problems of city planning, urban
renewal, and educational development; its cruise
In transponation. pollution, crime and delinquency
The students live in the city against the back-
ground of Chicago's rich cultural resources, land-
mark architecture, and museums Formal class
work includes the Core Course, an intensive ex-
aminaton of the city. the Seminar on "Power and
Justice": and an individual study project Each
student also works pen time in a social agency.
community organization, business firm, or govern-
ment office,
Length of Program One semester.
Prerequisila Students who will be sophomores.
juniors, or seniors may apply

THI URUN TEACHING PROGRAM

Conducted in cooperation with the Chicago Public
School System, this program gives ACM under-
graduates the opportunity to student-teach In
inner city schools and to study in seminars con-
cered with the education and sociology of an
urban environment The Urban Teaching Program
provides the student with two leaching experi.
ences, to permit contrasts between socio.
economic levels of student populations, and ethnic
origins of school neighborhoods In addition to the
teaching program, the student is involved ,.1 two
seminars in Urban Education and Urban Sociology
These include field trips, lectures by urban spe-
cialists, and discussions with visiting scholars
Length of Program' Fall or spring semester, or
winter Quaffer
Prerequisites: The usual for practice.teachng.
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ARTS AND HUMANITIES

Advanced student in t humanities join a con-
munity of shols in the humanities as "Sudent
Fellows". They live i Chicago and study at New-
berry, one of America's great research libraries.

e holding of which Include some HO vol-
umes and more otn tour million manuscripts in
go history. literature, philosophy and mus of
Western civilization trom the Middle Ages to fth
present. Each yew ft Somhar is devoted to a
selected historical period, in 19WO I il the
Penaissance. Students mee with other scholars
and faculty members carrying on research at the
Library to discus their research activities. The
students work with close guidence from two ACM
facutly members.
Length of Program One semester
Prerequisites Working background in haory
or literature; Wof or slnor statu

111 NW "N A1T1 PROROlA

An apprenticeship with an individual artist of in
an arts organization form the coe of th pro-
gram originated by no Greet Lakes Colleges
Association. Students, Ive in Now York City and
view tho val and perormng aria In this great
art center. Participants will have ready wae io
a vast number of o final works of art. io a varly
of dramatic and musical events, and Io special re-
search collections. A weekly seminar oA*s on
exhibits. perfomarices. and collections which No
students have viewed during the week. A student
may elect a supervi ed independent study pooect.
Each student is individually placed in his W-
prent ceship, where he may expect to spend
twelve or more hours weekly.
Length of Program: One Quarter or one semese.
Prerequisites: Moat students will be upperclaes
Najors in the arts. au t is not required.

ntSU stu Iemma

Students pft.Pt" in thie program ae a-
posed to he ctw te contemporary "eofet g
socosl stra. and Vie politic pWoe of Ila.
Participants receive their initial trwion9 in kidis
Studies during a quarw e01 at C41001 CoI-
NW.g They Vien tel 0 Deccan College in Poona,
India. a cultural end educational center About 120
miles from Bombay While lIving abroad each
studefni continues hig language instruction in the
Morath dialect pursues an inependent rsesich
project. and participates in a sminer In the
course of the swma, sludonts will msot with
poliicians Kademicins. and loa officials Stu-
den"t will hve the oppouniy io ravel t o
area of India during Viei study there
Length ol Program. Sns mnths
Prarequmos.es All #dntb Ong 00led af ACM
colleges are eleitift.

Ti MAI ITSU1 PRO""

Students wtth an interest in the hOr. cWtire,
and contemporary events *I Egypt and t Middle
East study or one or more some s a ie
Aenican UnIversity in C4wo. The kwma curi-
culum includes a Core Course in Modern Abrabic
St Hitwy of th Middle Eat Cooq u411
Ari, am two elective courses. ACM stu&ant
five in uiversly qua te rs with others in te AUC

student body. A ses of teisld trips and meetings
with local oprt acquai the student with t0
people and the cultural background of his
imdte environment-Cairo, and Egypt. Su-

dents are encouraged to spend Iwo semeslefs ot
AUC skice one semeer will gove them only a
broad overview of this vest field of study.
Length of Program One or two someers.
Prerequs. Students who wdi be Sophomores,
Nun~or, or aenors at ACM collges ay apply
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INTERNATIONAL SfVG

"a6 OU~T I COUM 114111111111111

A ina. pr lat. coeducallional. tlberal il col.
loe on the westrn cosel of Afric (in Liberia)
provides lthe s in loor one of ACM's most un
usual programs Recefl 0aue0 end tocultv of
ACM -20- ec e om many African

cWM "_V-G tis rtechlng reepoE.
sabite. faculty ndll ACM graduates frequently
do research adyis, and carry on administrative
dulie Paicipents receive as tpend 4 termina-
tio lownce omr their work m much th same
manner as Pefe Corps volunter Cuttmfgton
has a student population of 23. 1t oradualse
serve as teachers en princopels m Liberis t grow-
ing elemnt ary end secondary schools as nurses.
end in moprtnt governmental and busonets pol
two
LentM of Program Two fr Per ACV gradwaet,
one rea for faculY
Prerequwefe College gfaduon or tecufrl, steus

"aS pfimmpm SAlM

Localed at ACM headgarlotr in Chitago th
Peroodical Sark contains backfoles of I 5tO school.
arty tournalis aind perooiicals as many as possible
m microform The service provwes a paper-pfint
out of mcioform hoinsngs wltich is put in the
mail on th aey the recee to receive vie tle
typewriter at the Bank The journal availability of
each of our libraries is there considerably eo-
tended The Sank is en fforl to resolve cooper.
ttvely a common problem wh.ch rone of out
ACM libraries is able to Accompleh satieleclortly
on its own the unpredictable nees of current and
changing programsloi the face Of prolitfetling
knowledge publicai ons, end student ,ndivtoual
study programs

THE SlMfLE APPCATIOW MWTIIOS I"11111

C11101111"AWSM FOILD ITUDIII

This program otters undergraduate students the
opportunity tMO an interdisciplinary study

fNO rlM4iaI sociy of Costa A" l Re-
search teams consisnig of faculty members and
studente CAr" out Investigations of social end
biological problems Topica may include the prob-
lems of tropical food production, a St"d of rural
political acivity, international trade relating to
agriculture anod Meeoscamerican archaooy tn
cdn excavalton at a selected site lIColta
Rica The Main hediqualterr fon the program are
in San Jose. although students normally spend
considerable time in the field
Length of Program 1 Ue16 1 live arid on1-hlf

Pieretou ife Completion of two vests of college
work. knowledge of Spanish language
rocomomene

Students interested in being considered for ad
mission &It more than o ACM college may take
advantage ot this unique admissin preduoi.slu
The student files only one application with his first
choice col"ea. his secondary school provides only
one copy o0 is high school transcript and record
form. end he pays only one applatif fIe If the
tude nt is not accepted b hi hl choice college

(in pest yeam nearly 70 per cent of SAM a
plicants were), his application is immediately tor-
warded to thO admissions office of his second
choice college, and eo on SAM is recommended
only for candidates who are prepared to stale
which of the ACM colleges is his first choice and
to list other collages in order of preference
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111 &no~ i umliI
UIsOucOoY Q6OKOOV 1 IN1

McCaw muOAn

to uneevel the Veoir. history of te area arud
Socaman Montana that is the a ot students
P.i.6pa0bin this program en cooperatin aith
Meows State Univesity students ae iftuoisui;*d
to geology in a held setting wfvich stretchesll trom
ONe letone to QWacie, and lrom the Craly Moun
lam$is to the Catiers of the Moon Students spend
about Ithee days a week en the fieW Thee* trips
of about tour days each are Wokn during th
s"mme program Pareiceparnt loi en CAMPUS a
ciliesnd Use Montana le googy lecture
rooms and laborlitoy facilities
Lenghl of Program eOhl weeks
Prerequislte Ht h school gradua On and
admissOn to an ACM college or Completion of

one eir of an ACM college

TIN W aaigua 111.O AllW O

Students interested en pursuing enrhperdent study
in science live and work in the ourary Waters
Canoe Country of northern Minnesota, twenty
meles from the neatest rod Opeatig Irom a
base camp. students of botany. zoology. Wac

" ad geology explore the wilderness re.
( w1it and canoe. learn basic technqIul o1

COWldresor'h and cary on individual study prl-
ects The feti station is located on Basswood
Lake an area containing a great variety of plant
tile, over 700 distinct spOce have been collected
Zoology students have experiences in trapping.
en brd observation and in prpeling mammal
Specimens The lakes are rich en aquatic flora aM
invertebrate fauna and regional rock types aro
varied en this area
Length of Program f #we of nine weeks in the
summer
Prerequisites At least on elementary course in
fthe discipline to 00 studied

5luderts maulorig in Iiowogy hemisly. geookgy
Of pOySis stdwy in a 19608101 orilened Onviron
nrIt l4d aim 1 research 11e4i1S3 on the Sall
of the ArgotwA National LIaboay localed 25
mies, Southwest of Chicago The Argonne Se
meeier ma"s of posSuefe for undergraduales to
work with scieolis who are doing research oa
curnrl Problems usimgl th most Modern sco.
lt instruments The sil spends aboul one.
Wuarier of his lime wotrkng m i descepwlrWry semi.

nat en bi ogy. chemistry, of physics, one quarter
firm working inan interdisciplinary sqrnenar, anid
about one halt lw king on his own reewatch
pro jectl as I student J0 ti Iefsearch scientist

the laboratory Ille
Length of Program Studlents, so& orolduill. faculty.
fifteen monts
Plreuigglos Junoir 01 senor t atus, maoing
in a science

ARTS AND HUMANITIES

CNSlOUWS IKAIN MIS CMAIIVI SOAMATKI

Students interested in speech. drama, acting and
directing and in producing and wlilig plays lot
children. work and study in a une educalknl
theatre program in Evanston. Iinois The se.
rnnmtr-loig program has livo components: two
courses en Children i Theatre and Cieatie Dram,
a practicur inlernshp in "Theat e 6 of Even.
slon, a children's tItalre. a practlcum serving 4S
a teacher ee to a creative dramatics teacher In
the Evanston public school system's elementary
and junor high schools, the preparlion and tout.
ing ot scenes Ifom plays. and the Semenar, which
includes an independent study preclt Thes pro.

taf &gives as excellent properation for ltchiN
tatnllics of working with children en community

centers youth groups or settlement hou s
Length of Program One semester
Prerequisites All suden is enrolled i ACM
Collages ore elg96e
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MMVle edUc.ItionaI achievement and contribution to the national
welfare are measured by many indices, the following statistics
indicate the heavy impact of the colleges in the Associated
Colleges of the Midwest (A.C.M.) and in the Great lAkes Colleges
Association (G.L..C.A.). This impact is fostered by the voluntary
support of private philanthropy.

I
PRODUCTION oF H.P, DEGREE

Of the 100 undergraduate colleges having the highest
I)ercenitage of male graduates receiving M.D. degrees
from 1950-59, we find A.C.M. and G.L.C.A. having nine
institutions represented. Three were in the top 50.1

it
PRODUCTION OF COLLEGE TEAQUIUS

Turning to the production of college teachers, we find
A.C.M. and G.L.C.A. colleges effective in proportion
fir beyond their numbers. In a study of 17,749 faculty
members2, 14 A.C.M. and G.I..C.A. colleges were among
the top 50 Institutions in the number of college
teachers produced per 1,000 full-t ime undergraduates.

This study also pointed out th.t of 14,550 college
tc.chers surveyed, 30.8 per cent received their under-
graduate degrees at private institutions.

III
PRODUCTION OF Ph.D. DEGREES IN SCIENCE

The A.C.M. and G.L.C.A. colleges know themselves aA
comparatively smaller, privately supported institutions.

3 lWll.um A. Manuel and Mirion E. Altenderter, Baccalaureate
Origins of 1950-1959 Medical Graduates. Public Health
Monograph No. 66 (Washington: U. S. Government Printing
Office, 1961), pp. 18-19.

2Allan 0. [Ifnister, A Report on the Baccalaureate Orixins
of College Faculties (Washington: Association of American
Colleges, 1961), pp. 30-31.
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1
iage 2

Y4 t , I lih produ, t iton oA ,chtlar ,uag th ti ir gr.ad-
utr,. is s. timparat ivtiv vvrv high.

Iookiig -it b (;,.I .A (()I I ger Ii ()hio)1  during tIhe
ptrrimd 19f0-66, we find 3S2 of their ba(t alaurvate
dvi-,rte graduatt. receiving the Ph.D. in Scltta.te
(Kll |tigv, (chtemist. rv, IhvItiK, and ,thvn.at 1, s) The
.avtr.IgI, comhntd 4.nro11 nKlnl if ttlae six (il t'ge
t t, t 'ld I1,001 .anim .. liv.

I)u iig tha ,im' perI)a'd threv I argi'r ut ive'rs it It "
h.aviig ,n avr.rage rtnbinvd tvir 11 natt (of 'J(,hbh

.anu. IIv~prou~M."(1 Ioa I t I auaiva i* whoi ru~ivivced
thu, PhD. in the .,abvve ,-ten es

I V

IitMIt)T TION ()F SE.INAKY SU1J IN1S

In ,a lIlv l do ment study3 of pre-suminary educa-
ion, excluding Honira CatholIic seminarians, privately

supported inst itutitins )rtduievd 7)% of heminarv %tu-
dents viro lld in 19b0-61. One A.C.M. college
ranked in the top 1'$ of such inst itutions.

V
1HOI'(T]ION OF WO)I)KOW WI ISON FF1 I.WS

withoutt regard to the nwnbir of students enroll lId
111d without regard Lo sOUrLe of control (public
or privatt.), there were 12 A.C.M. and (;...C.A.
colleges ,among those 65 collegv.s and universities
having 10 or more graduates elected '4oodrow '"lson
Fellows in the period 1945-60.

1 Antitoch, Dnison, Kenvon, Ohio Wesleyan, Oberlin, Wooster.

2 Ohit State Univtrsity, Ohio University, University of Miami (Ohio).
Kith R. Bridston and Nwight W. Culver, Pre-Seminary Education

(Minneapolis: Augsburg Publishing House, 1965), p. 204.

Data tabulated from D)irectory of Fellowship Awards for the
Acdrmic Years 195/46 960/61 (Princeoton, ) Jer p4ey:
Wouudrow W/ilson National Felilowship Foundation, 1960O), pp. 4,76-83.
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EXHiIBIT 2
Page 3

VI
PRODUCTION OF DANFORTH FELLOWS

Again, without regard to the number of students en-
rolled and wi-Thout regard to source of control,
there were 12 A.C.M. and G.L.C.A. colleges among
those 53 colleges and universities having 5 or more
graduated elected Danforth Fellows in the period
1952-62.

1 Data tabulated from The Annual Report of the Danford Founda-
tion, 1961-62 (St. Louis: The Foundation, 1962), pp. 25-66.
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EXHIBIT 3

VALUE OF GIFTS OF APPRECIATED PROPERTY
TO A.C.M. AND G.L.C.A. COLLEGES

1960 - 19691

$
(Millions)

9.

8.

7.

6.

5-

4.

3.

2

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969

Total value of gifts of appreciated property for the ten-year

period: $ 66,610,000.
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EXHIBIT 4

VALUE OF FUTURE INTEREST GIFTS RECEIVED
BY A.C.M. AND G.L.C A COLLEGES

1 9 6 0-1 96 9 1

ions)

IF
1960 1961 1962 1963 1964 1965

Total value of future
period: $19,572,000.

1966 1967 1968 1969

interest gifts received during the ten-year

306



VASSAR COLLEGE
POUCHKEPSE. NEW YORK W6OI

01If, ,$,/'M ,. B ...0,. I,

STATEMENT CONCERNING H.R. 13270

To the Honorable Russell B. Iong, Chairman
Committee on Finance, United States Senate:

My name is Alan Simpson, and It Is as the President of Vassar College in
Poughkeepsie, New York, that I make this statement to you and to the other
members of the Senate Finance Committee on the deleterious effects H.R. 13270
would have on the financial operation of our college.

Vassar College, a private, non-denominational, four-year fully accredited
liberal arts college, is financially supported by and dependent upon student
tuition and income from charitable contributions. During the 1968-69 fiscal
year, income from endowments established by earlier charitable contributions
amounted to $997 per student, and current outright gifts made to the college
were $435 per student. Thus, total Income from charitable contributions was
$1,432 per student or 37.2 percent of the total income received by the
institution.

These gifts were used for current general operating expenses, including the
operations of academic departments and scholarships and other student aid.
I want to emphasize that 33 percent of Vassar students require some financial
aid, and a large percentage of this necessary aid comes from charitable contri-
butions from alumnae and friends of the college.

During that same fiscal year, 1968-69, Vassar received gifts from private
sources totaling $3,965,525. Included in this total were 181 gifts of
securities with a market value of $1,424,918, which is 36 percent of the
total. Gifts in the form of annuities and life income contracts amounted
to $575,052 of which $426,355, or 74 percent, were gifts in the form of
securities, At the present time, we have 669 life Income contracts and
annuities on our books, with a total book value of $4,973,407. Obviously
this type of deferred giving is particularly appealing to our alumnae since
It assures them of income during the remaining years of their lives and then
makes it possible for their Alma Mater to benefit from their personal gener-
osity upon their death.

Despite this kind of generosity over the past years, Vassar College now
finds it essential to embark upon a major effort to raise $50,000,000 to
help meet ever-increasing operating expenses and to provide for long deferred
plant rehabilitation and for sorely needed additional scholarship funds. The
ravages of inflation on the college are best demonstrated by the fact that
although Vassar had a balanced condition In 1967-68 and only a minor deficit
in 1966-67, our operating deficit for the past year was $1,289,000. Our
long-range projections show annual estimated deficits of well over $1,500,000,
without the additional support from charitable contributions expected from
our new fund drive.
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Vassar College
Statement concerning H.R. 13270 - page 2

Clearly, then, our financial problems are severe and growing. Any tax legis-
lation that discourages gifts of securities with appreciated values will
only make our fund-raising efforts more difficult. Moreover, removing many
of the tax benefits from life income contracts and seriously reducing the
tax benefits of annuities would be another severe blow to our college. Ab
I have said, such forms of giving are highly favored by those of our alumnae
who need life-time income but also hold their college in such high regard
that they wish it to receive their financial stake after they no longer
require it.

I should like to close this statement with a formal request to you that our
present tax laws be amended in such a way as to keep the avenues for chari-
table contributions for support of education simple, clear and forthright.
Such private support is chiefly for the benefit of the students of today
and of the future. To remove or seriously alter the tax benefits of such
contributions will only make private institutions dependent upon the support
of the State and the Federal Governments. In the end, education will suffer,
and the burdens upon the ordinary taxpayer over the long run will be increased.

Respectfully submitted,

Alan Simpson
President

September 13, 1969

!
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Senator Paul Fannin
Room 140, Senate Office Building
Washington, D.C. 20510

Re: Relationship of proposed changes in
Federal Income Taxes to small museums

Dear Senator Fannin:

On behalf of the two Phoenix Museums (the Phoenix Art
Museum and the Heard Museum of Anthropology and Indian Art),
I want to express serious concern over two proposed changes
in Federal Income Tax laws as they relate to small museums.
Those changes are: (1) the 7 1/2% tax on a museum's invest-
ment income and, even more importantly, (2) the application
of the income tax to gifts to museums.

SUMMARY:

The effect, especially of proposal (2), will be to keep
the great art and anthropological treasures of our culture
in private hands and away from the public, and, to seriously
cripple or prevent the growth of the collections of smaller
museums.

To understand why these results are inevitable, there
are a few MUSEUM FACTS and a few TAX FACTS which must be
understood .

MUSEUM FACTS:

1. The Phoenix Art Museum operates on a total budget
of less than $200,000 a year and the Heard Museum of Anthro-
pology and Indian Art operates on a total budget of less
than $100,000 a year. In both cases, most of the budget
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Senator Paul Fannin
Page two

goes for salaries and maintenance. In neither case are
there more than pennies (if any) for acquisitions. I under-
stand this to be the situation existing in most small
museums in the country.

2. The budgets for our two Museums are raised by small
contributions averaging less than $50 apiece from private
citizens in the Phoenix area.

3. Rarely can small museums afford to make significant
additions to their collections by purchase. Thus, over 98%
in value of the present collections of both Phoenix museums
is the result of gifts from private donors. If these collec-
tions are to grow, this same pattern (gifts) will have to
continue in the future.

4. Both museums are attempting to build endowment funds
which will generate some operating monies for future years.
At this point both funds are small and the income therefrom
is minuscule.

TAX PACTS:

S. Under present tax laws, if you purchased an Andrew
Wyeth painting many years ago for $10,000 now worth $40,000
and chose to give it to the Phoenix Art Museum, you could
get a $40,000 tax deduction as the result of your gift.

6. Under the proposed tax laws, you would have three
choices:

(a) You could give the painting to the Phoenix Art
Museum deducting only your cost of $10,000 and pay
no tax. Thus you would lose the benefit of $30,000
of appreciated value.

(b) You could give the painting to the Phoenix Art Mus-
cum taking a charitable deduction for its true
market value of $40,000, but, the $30,000 increase
in value would be added to your income for income
tax purposes.
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Senator Paul Fannin
Page three

(c) You could will the painting to the Museum or to
a relative or friend. If you took the latter
course, after you died, the relative or friend
would acquire the painting by inheritance at its
market value ($40,000). The relative or friend
could then give the painting to the Phoenix Art
Museum, take the full $40,000 charitable deduc-
tion and pay no tax.

From the Museum's point of view and from the point of
view ot the public who would like to see that painting, the
unfortunate result is that the gift at least would be
delayed and, perhaps, might never be made.

7. Under present tax laws, if many years ago you pur-
chased a block of Valley Bank stock for $10,000 which today
is worth $40,000 and you would like to give it to the Museum,
you could take a $40,000 charitable deduction and pay no tax
on the appreciated value of the stock.

8. Under proposed tax laws, you could still make the
gift and take the deduction' and suffer no tax consequences,

provided at least 50% of your income was subject to taxation.
in computing the 50%, however, the $30,000 appreciation in
that stock would be considered as income. Again, however,
you could will that stock to the Museum or to a relative or
friend. And, in the latter event, that relative or friend
would inherit the stock at its true market value ($40,000)
and would be able to make the gift to the Museum, taking
the full $40,000 deduction and paying no tax.

Once again, the result is obvious, and, from the point
of view of small museums, disastrous. The gift, at least,
will be postponed, and, may never be made.

CONCLUSION:

Under the proposed revisions, the owner of art or stock
still could take advantage of the appreciated value without
changed tax consequences. But, to do so, his gifts to museums
either would be seriously delayed (until his death),or,perhaps,
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never made. It will be the museums, and, therefore, the
public who will suffer.

It is respectfully submitted that this is not a reason-
able approach.

Sincerely,

Edward Jacobson
EJ/lh
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SENATE FINANCE COMMI V FEE

TAX REFORM BILL OF 1969 - IiR 13270

Statement by Howard W. Johnson
President, Massachusetts Institute of Technology

Provisions Relating to Charitable Deductions

SUMMARY

[ill as written will inevitably have an adverse impact on

future financial support of educational institutions.

A. Private philanthropy's share of roughly one-half
of the total of support of educational institutions
will be impossible to meet if Hill is enacted in
its present form.

B. We believe it is possible to meet the objectives of
the Bill (curbing of abuses) without the damage to
genuine charitable giving which would be caused by
withdrawing tax incentives and imosimng penalties.

II. Principal Provisions adversely affect ." "itional support.

A. Treatment of apprect.,tion (of , 4 .. ed property.

1. 30% limitation whereas 50% limit on other gifts -

Limitation applied to totl value rather than amount
of appreciation.

2. Appreciation as tax preference - This, together
with the provision for allocation of deductions
automatically reduces incentive for charitable
giving, and takes back deductions otherwise
granted and makes intelligent planning for future
gifts impossible.
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3. Appreciation element not deductible in gifts
of future interests unless theoretical gain
taken into income.

B. Treatment of Charitable Remainder Trusts.

1. Income tax and gift tax deductions are disallowed
and gains realized by trust are taxed unless trust
qualifies as Annuity Trust or Unitrust - This, in
effect, requires charitable remaindermen to
guarantee return to life tenant irrespective of
yield.

2. Ex post facto application to existing trusts would
have effect of freezing portfolios or imposing
gains tax, which will be borne by the charity,
whereas no such tax would have been imposed
under the law in effect when the trusts were
created.

3. Life income contracts - Ambiguities in the bill
which raise so many dangers may eliminate
support from this source.

4. Estate tax - Imposes Annuity Trust and Unitrust
Rules and retroactively applies rules preventing
self dealing, etc., to existing trusts whose
governing instruments cannot be changed.

III. Miscellaneous Provisions.

A. Private Foundations - Severe provisions will reduce the
substantial support of educational institutions now being
received from foundations.

B. Reporting requirements - Disclosure endangers anonymous
gifts.

C. Unrelated Debt Financed Income - The Bill should exempt
income from low income housing projects or at least
exempt income from projects financed or Insured by state
or municipal authorities.

314



SENATE FINANCE COMMITTEE
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Statement of Howard W. Johnson'
on Provisions Relating to Charitable Deductions

President of Massachusetts Institute of Technology

315



I



SENATE FINANCE COMMITTEE

Statement by Howard W. Johnson
on the Tax Reform Bill of 1969

(Ii. R. 13270)

Mr. Chairman and Members of the Committee:

My name is Howard W. Johnson, President of the Massachusetts

Institute of Technology, It is a privilege to submit this statement and to

join with many of my colleagues across the country in warning of the

dangers of certain provisions of Bill I. R. 13270 which can be extremely

hurtful to the future of higher education in the United States.

In commenting on these, hirtful provisions, I want to make it

clear that I do not stand in opposition to tax reform, and 1 recognize the

formidable task the Congress faces in seeking to accomplish it. I

recognize the need to curb tax abuses and to stop any subversion of laws

designed to encourage philanthropic giving.

But cannot these objectives be reached without drastically

discouraging private philanthropic giving? I think that they can; and

I am convinced that they must if our private institutions are to secure

the resources they need, not only to grow in strength but to survive.

1 want first to underscore the urgency and magnitude of the

current financial needs of our universities. Indeed, if you exclude the

problem of finding a basis for a renewed spirit of concerned citizenship

317

33-758 O- e9 -- No. 7-. -21



-2-

and involvement among the young, there is no problem facing higher

education more critical than its financial one. As the head of a large

private institution, I am keenly aware of the steadily rising cost per

student and the mounting difficulties in finding adequate resources.

It should be especially clear that the flow of Federal dollars to

educational institutions in recent years has not reduced the need for

private funds in our private institutions. Private institutions will and do

require both public and private funds, and those of us who have respon-

sibilities for the financial integrity of private institutions have counted

and planned on increasing amounts of gifts, grants and bequests from

private sources. All our forward planning, which we have undertaken

with great care, has been done on this basis.

The recent Report of the Carnegie Commission on Higher

Education calls for private sources to support the same fraction of the

total cost of education as in the past -- roughly half. The question

before us is whether the private sector will be able to provide its share

of the total cost which will rise from approximately $20 billion to more

than $30 billion annually by 1976-77. To achieve this will be difficult under

even favourable conditions; it will be impossible if we surround philan-

thropy with harsh constraints and regulations.

Looking at certain provisions of the Tax Reform Bill I am con-

vinced that they are unwise and severely damaging to the future of all our
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educational institutions. At this time when almost all institutions of

higher learning are faced with mounting financial problems and towering

capital needs, we must make sure to do all that we can to strengthen and

not weaken the support given them to meet these needs and resolve these

problems.

The provisions of the Bill which will have most serious and

adverse effects on charitable giving -- aside from those provisions

relating to private foundations, on which separate comment is to be

presented to the Committee by my associate, Dr. James R. Killian, Jr.,

and others - - are (i) the treatment of donated appreciated property,

particularly in conjunction with the allocation of deductions, and (ii) the

provisions relating to charitable remainder trusts.

Due to the tax incentives afforded under the present law, a very

substantial part of present charitable giving to private institutions is in

the form of appreciated securities. At M. I. T., for example, nearly

$31, 000, 000, or 27 per cent, of all donations received over the past four

years have been in securities and approximately 38 per cent of gifts from

individuals have been securities. We have no knowledge of the donors'

cost basis, but it is a reasonable presumption that all these securities

had significantly appreciated in value while held by the donors. The new

law presents a clear danger to this important source of giving.

The allocation provision of the new law will also present a serious

bar to charitable giving. If there is merit -- and, of course, there is --

to the policy of encouraging charitable contributions by affording deduc-
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tons, it simply does not make sense to grant the deduction on the one

hand and then limit or take it away with the other under the guise of an

allocation. This is inconsistent with the policy which dictates the in-

creasing of the limitation on charitable deductions to 50 per cent of the

contribution base. It is inconsistent with the often reaffirmed policy of

the Congress as it has evolved over a long period of time.

The Bill's treatment of Charitable Trusts poses an even greater

threat and, because of its application to existing trusts, unjustly penalizes

them. Charitable remainder trusts and life income plans have been and

are a substantial source of contributions. At M. I. T., gifts over the past

four years through charitable remainder trusts and life income plans have

constituted in excess of six per cent of total contributions; and we had,

before this Bill, expected this source of contributions to continue to grow.

The Bill would sharply curtail or possibly eliminate future support from

this source and would burden existing trusts at the expense of charitable

remaindermen.

An equally severe blow to charitable giving would be dealt by the

Bill's treatment of testamentary trusts and Intervivos trusts, the property

of which is includable in the taxable estate. Under present law, an estate

is given a deduction for the remainder interest which goes to a charity.

Such trusts and bequests are most important sources of contributions. Of

total contributions received by M. I. T. from individual contributors over

the past four years, about two-thirds was derived from these sources.
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Clearly, we would be sorely hurt by this Bill, for the combined

effects of the various sections relating to charitable trusts and bequests

seriously limit deductions for gifts which can take effect only in the

future. This strikes a very sensitive nerve in the make-up of private

philanthropy because often the only feasible way a gift may be made is by

providing that the charity will benefit only after the death of the donor

and/or other persons to whom the donor has a prior responsibility. It is

for this reason that such a substantial portion of giving has come through

bequests and charitable remainders.

Let me turn now to a more specific and detailed examination of

some of the particulars of the Bill. In view of the very wide scope and

complexity of the Bill's "charitable provisions" (private foundations,

unrelated income, charitable deductions, charitable remainders, tax

preferences, allocation of deductions, etc. ), I shall deal only with those

aspects of these provisions that I deem most hurtful and troubling. I shall

present not only a critique but make some suggestions for modifications.

GIFTS of APPRECIATED PROPERTY

The changes proposed by the Bill with respect to donated appre-

ciated property which we find objectionable are:

I. 30% Limitation

Whereas other gifts to qualifying charities

would be subject only to a limitation of 50%

of the "contribution base", the deduction for
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gifts of appreciated property would be limited

to 30% of such base. We feel that there is no

necessity for this special limitation in the light

of other provisions in the Bill which restrict the

use and the abuse of the opportunity to make

gifts of appreciated property, such as the pro-

vision Section 170 (e) (IRC) applicable to prop-

erty, the disposition of which would result in

ordinary income, the provisions relating to

tangible property, etc.

Moreover, as written, this 30% limitation

appears to apply to the full value of any gift of

appreciated property regardless of the amount

of appreciation. If the special 30% limitation

is to remain in the Bill, it should certainly be

applied only to the appreciation element and not

to the entire value of the appreciated property.

For example, a donor who gives property with

a value of $50,000 and a cost to him of $40,000

should get no less tax benefit than one who makes

a $40, 000 cash gift. Nor should two donors who

give property of equal present value be penalized

to the same degree where the cost basis to one

is $50 and to the other $50, 000.
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2. Gifts of Future Interests

No current income tax deduction would be

allowed with respect to the amount of appre-

ciation in property given as a future interest

(as for example the remainder interest in a

trust) unless the donor includes such appre-

ciation in taxable income. In view of the

other provisions relating to charitable trusts

discussed below, we see no reason for this

special limitation.

3. Appreciation as a Tax Preference

Among the tax preferences over which

certain deductions must be allocated is the

appreciation on any donated property. We

recommend that at the very least such appre-

ciation be eliminated as a tax preference for

the purpose of allocating deductions (as in the

case of certain tax-exempt interest). Other-

wise the appreciation will have a serious

effect in reducing the tax value to the contrib-

utor, not only of charitable deductions, but of

most other deductions and will make it impos-

sible for him to determine before the end of his
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taxable year the true tax effect of his contribution.

This factor is of real concern to substantial givers

and would have a particularly adverse effect on

extended pledges for contributions to be made

over a period of years.

4. Charitable Gifts as Allocable Deductions

The allocation provision will present a

serious hindrance to charitable giving. The

effect of applying the allocation of deductions

provision to the appreciation in charitable gifts

of property as a tax preference must automati-

cally reduce the tax benefit of charitable and

other deductions even though the appreciation

is the only tax preference which the taxpayer

has. The greater the appreciation the more the

deductions are decreased. If a taxpayer with

$130,000 of gross taxable income donates

securities having a fair market value of

$40, 000 and a cost of $10. 000, a deduction of

$40, 000 would be allowed under present law.

Under the Bill, the deduction would be prorated

between taxable gross income and so-called

tax preference income and would thus be reduced
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by 13. 3%. * Not only would this reduce the

charitable deduction but the other deductions,

which must also be prorated, would be reduced

by the same percentage. Thus, though the tax-

payer realizes no economic gain from the gift,

the net effect would be a significant increase in

his taxes.

Moreover, as noted above, because of its

interrelation with the tax preferences, the

donor will be unable to compute the tax effect

of even a cash gift until the year end when the

entire amount of his tax preferences (including

such items as capital gains**) has been finally

determined.

* $ 30,000 (appreciation) - $10,000 13 3%
$130,000 (gross income) + $20,000

• The capital gain is perhaps the most variable factor among the pro-
posed tax preferences, the tax burden on which would be markedly
increased by those provisions of the Bill which eliminate the alter-
native tax, and increase the holding period to twelve months. The
treatment of the capital gain deduction as a tax preference imposes
a real penalty by reducing other deductions and we submit that the
donor should not be doubly penalized by a reduction in the charitable
deduction.

325



-10-

CHARITABLE REMAINDER TRUSTS

Under the present law, a donor who creates a trust with income

to himself and/or a member of his family for life and the remainder to

charity, is entitled to a deduction for the discounted value of the chari-

table gift for income and gift tax purposes. Also, by virtue of Section 642

which affords a trust a deduction for amounts permanently set aside for

charity, if the trust sells the corpus, the gain, if any, is not taxed since

it is so set aside for charity. These charitable remainder trusts and life

income plans (where the charitable institution is in effect the trustee)

have been and are a substantial source of contributions.

The particular changes in this area which would be effected by

the Bill are:

1. As noted above, no current income tax deduc-

tion will be allowed for the amount of appre-

ciation in property given to such a trust unless

the donor includes the appreciation in taxable

income.

2. Intervivos gifts to such trusts would no

longer qualify for a deduction to the grantor

for income and gift tax purposes and the trusts

themselves would be denied exempt treatment

of gains realized by the trust, even though
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clearly set aside for charity, unless the trust

qualifies as an Annuity Trust (one which affords

a guaranteed annual amount to the donor) or a

"Unitrust" (one which pays to the donor or other

life beneficiary, at least annually, a fixed per-

centage of the fair market value of the assets).

The expressed reason for the new concept of

the Annuity Trust and the Unitrust is to assure

that the charity will ultimately receive its full

remainder interest. In fact, the proposed pro-

visions would have the opposite effect. Most

existing trusts with charitable remainders

provide for the income to be paid to the life

beneficiary and the remainder to the charity.

Under such trusts, the charitable remainder-

man bears the risk only of fluctuation in the

value of the principal for the duration of the

preceding life estate. Under the Bill, the

charitable remainderman would bear not only

that risk but also the risk of fluctuations in

income from the property since it would, in

effect, be guaranteeing payments not measured

by the yield.
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The charity could be required to use other

revenues or even its capital to pay the life

beneficiaries and, if the yield on the prop-

erty declines from the rate used in comput-

ing the charitable deduction, the charity

would net substantially less than it would

under a trust created under current law.

By withdrawing the deduction for amounts

permanently set aside for charity unless the

trust meets the Annuity Trust or Unitrust

requirements, the charity would now be pre-

sented with the unfortunate alternatives of

either (i) guaranteeing a fixed return to the

life beneficiary, potentially at a loss to the

charity in the event that the fixed return ex-

ceeds the earnings, or fixing the rate of re-

turn so low as to be totally unattractive and

thereby making it virtually impossible for the

prospective donor to consider a gift, or

(ii) bearing the cost of capital gain taxes in the

event of a sale to diversify or otherwise im-

prove the portfolio.

3. A very real inequity in these provisions re-

sults from their application to existing trusts.
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Hereafter, deductions for amounts set

aside for charity by an existing trust with a

charitable remainder would no longer be avail-

able unless such amounts are currently paid

out to the charity, which in many cases of

existing trusts cannot be done under the gov-

erning instrument. Thus, though the trust

was drawn under a law that gave it freedom

from tax on gains, it would hereafter be taxed

on the gain on the disposition of the property.

The net result will be that either the portfolio

will be frozen or the tax will be incurred, in

which case it will be borne by the charity since

the remainder will be reduced by the amount

of the tax. We strongly urge that such tax not

be applied to existing trusts.

At the very least, if the tax is to be given

retroactive effect to existing trusts, the law

should provide that the cost basis of the assets

should be the fair market value of the property

as of 12131/69 (as the Bill provides in the case

of certain private foundations) so that at least

gains accrued to date will not be taxed. Unless

that is done, the provision as it stands will
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impose an additional undue burden on the

charity or trust, as in most cases it will not

have and cannot obtain records from which

to ascertain the donor's basis so that it will

likely be charged with a basis of zero.

4. One of the many complexities and ambigui-

ties introduced by the Bill is its effect on

life income contracts. Under a typical life

income contract, the donor merely enters

into a contractual arrangement with a univer-

sity whereby, in exchange for a transfer of

property, the university agrees to pay the

donor for life or a term of years the income,

either from the property or the appropriate

percentage of income from a pooled fund in

which this property is placed. Under the

meaning of the Bill, is this a gift or a sale

and, if it is a gift, is it a gift of a future inter-

est?

If the transaction is a trust and a gift of a

future interest, then (i) presumably the amount

paid to the donor will have to conform to the

so-called Annuity and Unitrust standards, L e.

the university would have to guarantee either a
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certain amount or a certain rate of return

irrespective of the actual yield, (ii) no cur-

rent deduction would be allowed with respect

to the amount of appreciation, If any, in the

donated property unless the donor elected to

include the appreciation in taxable income*,

and (iii) the university as "trustee" would be

liable for taxes on capital gains when and if

the property were sold unless the arrangement

met the Annuity and Unitrust rules.

If it is not a trust but an outright transfer

or sale so that thereafter the property belongs

to the university, then (I) does the donor real-

ize a taxable capital gain on such sale, (ii) is

it a so-called "bargain sale" so that the bar-

gain sale provisions are applicable, and (iII) is

it by chance "debt-financed" property so that

income therefrom is unrelated income. The

provisions dealing with unrelated income

would appear to be sufficiently ambiguous and

broad that they could include life income con-

tracts.

If this is the result, the Bill would, as a practical matter,

put an end to gifts made under life income contracts.
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5. Not only does the Bill change the rules as to

deductions of gifts to these trusts, but, under

the heading of "Private Foundations", it would

impose many of the same punitive taxes and

regulations on trusts with charitable benefi-

ciaries which are made applicable to private

foundations. The 7-1/2% investment income

tax and the "penalty" taxes (self-dealing, etc.)

are imposed on those trusts which have only

charitable beneficiaries and the "penalty"

taxes are imposed on trusts in which only a

portion of the beneficial interests are held by

a charity. Like many other provisions of the

Bill, some of these rules would be applied to

trusts already in existence, even though the

trusts were drawn (and in many cases cannot

be changed) in reliance upon laws which af-

forded them freedom from such taxation and

penalties.

As in the case of private foundations, the

only apparent relief from these penalty taxes

is under a provision Section 4947 which provides
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that the Secretary "may", not "shall", abate

the unpaid portion of a tax if the trust distributes

all of its net assets to a specified type of charity.

6. Estate Tax Deductions

Under present law, an estate is given a deduc-

tion for a remainder interest which goes to

charity. The proposed Bill would deny that

charitable deduction in computing estate taxes

for gifts or bequests in trust unless (i) the

trust qualifies as an Annuity Trust or Unitrust,

and (ii) the governing instrument expressly pre-

vent self-dealing, speculative investments, etc.

These new estate tax rules are applied retro-

actively to intervivos charitable remainder

trusts, the corpus of which is includable in the

gross estate for estate tax purposes. Because

of the incapacity of testators in some cases and

because of the time that would be required to

make the necessary changes of wills in practically

all cases, many trusts under wills could not be

changed to meet the requirements of the new law

before death occurs. Also many intervivos trusts, the

property of which is includable in the estate of the

donor, cannot be changed because they were

created under instruments which are irrevocable

and unamendable. In such cases, though the bulk
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of the property will inevitably go to the

charity, the estate will be denied the chari-

table deduction, even though such deduction

was allowable under the law at the time that

the instrument was executed. Again, the

burden of this tax will fall on charity except

in those cases where the governing instrument

provides that the tax is to be borne by non-

charitable beneficiaries, in which case it may

very well wipe out such beneficiaries even

though at the time the trust or will was drawn,

the charitable remainder qualified for the

charitable deduction.

At the very least, these provisions should

be made inapplicable to existing trusts and

testamentary trusts which cannot be amended and

in addition the statute should extend ample time

(perhaps one year after enactment) to permit

appropriate changes in wills and trusts which can

be amended.

7. Gift Tax Deduction

As noted above, the [ill would also disallow a

deduction for gift tax purposes for remainder

interests given to a charity except in those cases
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where the charitable remainder qualifies as an

Annuity Trust or Unitrust and the trust instru-

ment expressly prevents certain acts (self-

dealing, etc). This would present a major ob-

stacle to charitable giving. The gift of a remain-

der interest in property is the most attractive

way of making a charitable gift because it does

not involve an immediate cash outlay. We be-

lieve, however, that there are few donors who

could be persuaded to make such a gift if at the

same time they were required to make substan-

tial payments of gift taxes to the government,

especially when such tax is occasioned by a gift

which is irrevocably to go to charity.
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MiSCHI,LANEO(IS II1OVLSIONS

Other provisions of the Bill which are of concern to educational

institutions include:

1. Private Foundations

I understand that the many and complex pro-

visions relating to Private Foundations will be

commented upon in later testimony and I will,

therefore, not deal with them here except to

reiterate that institutions of higher learning,

such as Massachusetts Institute of Technology,

have in the recent past depended to a very

substantial extent on contributions from such

foundations. The proposed new taxes, partic-

ularly the punitive ones, which, if enacted,

may well spell the end of such foundations,

can only serve to reduce the much needed

revenue that has been forthcoming from that

source.

2. Reporting Requirements

Under the Bill all exempt organizations would

he required to file certain returns and reports

unless excused from so doing by the Commis-

sioner of Interpal Revenue if he determines
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that such filing is not necessary to the efficient

administration of the law. Included in the infor-

mation required to be filed are the names and

addresses of all substantial contributors. In addi-

tion, each contributor who transfers income-

producing property having a value in excess of

$50, 000 must file a report of such transfer if the

transferee is known by the contributor to be an

organization which is subject to the tax on

unrelated income.

_ We have no quarrel with an obligation to file

reports that furnish information needed by the

IRS to administer the law but we do not believe

that such reports should require naming anony-

mous contributors. The filing and the publication

of such information would place yet another hurdle

in the path of charitable giving.

3. Unrelated Debt- Financed Income

The Bill includes a provision which would

subject income from certain debt-financed

property to the tax on unrelated income

(Section 514). Due to social pressures, a num-

ber of educational institutions, including

Massachusetts institutee of Technology, are
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inaugurating programs for the building of low-

cost housing which can be financed only through

debt. These projects will not be related directly

to the institutions' educational function with the

result that the only exemption accorded to this

type of income is that debt obligations insured

by the FHA are not taken into account in com-

puting debt-financed income. In view of the need

for low-cost housing and of the fact that the uni-

versities are obliged to undertake this as a pro

bono, public matter, we suggest that the exemp-

tion should be broadened to include all debt-

financed projects for construction of housing

for low and moderate income groups. At the

very least, thq exemption should be broadened

to include situations where the debt is insured

by state or municipal authorities under arrange-

ments similar to those with the FHA.

In sum, all the various items in the Bill which I have discussed

impose very real obstacles to continued philanthropic support of education

at a time when such support has become more necessary than ever to

enable private institutions to meet their growing financial needs. I hope
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most earnestly, therefore, that the Congress will give proper weight to

this concern in its review of the proposed tax bill and seek to achieve a

means of reaffirming strongly the traditional role of private philanthropy

in our society within a framework of tax reform.

Howard W. Johnson, President
Massachusetts Institute of Technology
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GARLANO JUNIOR COLLEOK

40* COMMOWNWALT AVENUE

September R, 1' 69

ilonorable Russell B. Long, Chairman
Committee on Finance, United States Senate
2227 New Genate Office Building
Washington, D. C., 20510

Dear Senator Long,

The Trustees, the Faculty and the Administratio:, of arland Junior Collego
in Boston wish to communicate to the Conittee nn Piance of the ,r.itcd
States Senate their profound concern over certain provisions in the .ax
Reform Act of 1969, H. R. 13270, as reported out b: the ',ays and 'eans
Committee of the House, These provisions, if passed intn lew, would cut
off the major sources of the private gifts that support no large a negT:fnt
of higher education in this country. They would be a disastrou *low to
Garland Junior College and to every institution in the nation, public at
well as private.

Two provisions in the proposed act are the most damaging. The, are:

1) the imposition of new limitations on t.ax deductions fer
Gifts of Appreciated Property to qualified clarities, and

2) the curtailment of tax deductions for ,'ifts of Remainder
Interests - Life Income Contracts.

Gifts in these two categories are of vital importance to educational in-
stitutions, and we therefore urge the committee not. t.o pans ,ea:-uren that
will curtail them, but rathr to encourage arnti facilitate iem iii ever
way.

While we fully appreciate and applaud the intention of the ,',erer. to . :t.
an end tio abuses of the lax lawtt, wo reaffirri ,:r fAith : 'H- ',h,)rnoup'y
imerican way of private support for indoera-ti, tit inr.tt.utior.:, A:.! W. hel-P' v
it should continue unhampered. This system 1 ,to .,jv,:-. the Un-;'tii . ,ates ,,"'
greatest universities and colleges in the world.

.nerely your.,

! re r 41, I t,
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SUOARY OF STATEMENT ON TAX REFORM
ACT OF 1969 BY THE ASSOCIATION OF
INDEPENDENT CALIFORNIA COLLEGES AND
UNIVERSITIES TO COIITTEE ON FINANCE
OF THE UNITED STATES SENATE*

The attached statement is submitted on behalf

of the Association of Independent California Colleaes

and Universities. The Association represents the

accredited four-vear independent institutions of higher

education in the State of California. Itp member

institutions educate more than one quarter of all

California students in four-year and araduate programs.

The Association and its member institutions

are deeply concerned with the grave conseauences which

would fall upon all independent , nonprofit educational

institutions should the flouse-passed bill. H.R. 13270,

be enacted into law without modification, for certain

provisions presently provided therein would render a

crippling, if not fatal, blow to all such institutions.

These provisions are the ones which would erroneously

classify certain charitable contributions as an item

of tax preference for purposes both of limitation on

such items and the allocation of deductions and also

the ones which would seriously undermine the ability

of the colleges and universities to obtain property

subject to life estates.

* Submitted by Robert Burns, President.
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Under the House-passed bill, a charitable

contribution of apreciated property would be classified

as a "tax preference" both for purposes of determininq

the limitation on such preferences and the allocation

of deductions. Also, the personal deductions which are

subject to allocation include a taxpayer's charitable

contributions. The very complexities of these provisions

would of themselves discourage gifts. Certainly, the

provisions in present law and in the House-passed bill

which place direct percentage limitations on charitable

contributions impose an effective and efficient restriction

thereon. For this reason alone, there is little

justification for further limiting the deduction for

charitable contributions by classifyin gifts of

appreciated property as a tax preference. Moreover,

unlike the other tax preference items, a taxpayer

realizes no economic benefit from making such a gift.

In the case of a gift to charity, a taxpayer must bear

a financial burden without the promise of a corresponding

financial benefit. It is thus obvious that when a

taxpayer approaches his ceiling on tax preferences,

he will attempt to conduct his affairs in such a way

as to avoid as much as possible the loss of any deduction,

and that, of all the so-called tax preferences, the

2.
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contribution of appreciated property to a charity will

be the first which he will reduce or eliminate because

it is the only one which promises him no financial

benefit and will result in a cost to him in any event.

Moreover, the inclusion of charitable gifts in the

deductions which would be disallowed as a result of an

allocation of deductions produces an even greater

discrimination against charitable gifts because here,

too, the taxpayer would often forego making such gifts

in lieu of reducing or eliminating those items of tax

preference which promise him financial reward.

There are several provisions in the House

bill which would or could have an effect on aifts

involving charitable remainder trusts, annuities, and

life income contracts. Essentially, each of these

three types of gifts allows a donor to make an immediate

gift to a charity but retain an assured income for life.

The importance of these gifts cannot be over-emphasized.

In the case of many independent nonprofit educational

institutions the annual value of these qifts represents

25 to 501 of the contributions which they receive each

year. For these most important reasons, we ask the

Committee to modify those provisions in the bill discussed

below which would or could have an adverse effect on

these three types of gifts:

3.
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(a) Subsection 121(d) of the bill should

be clarified to make it inapplicable to income-

producing property acquired by an exempt organiza-

tion in exchange for a life income contract;

(b) Subsection 201(c) of the bill should

be amended so as to make it inapplicable to aifts

of future interests;

(c) Subsection 201(e) of the bill should

be modified to be made clearly inapplicable to the

three forms of qifts mentioned above;

(d) The concents of "charitable remainder

annuity trusts" and "charitable remainder unitrusts"

should be removed from the bill by appropriate

amendments to Subsections 201(e), (h), and Mi)

of the bill; and

(e) None of the provisions in the bill relating

to charitable gifts should be made retroactive

to a date prior to the date of enactment.

Since 1917 congress has encouraged deductions

for contributions to nonprofit educational organizations

because it has recognized the significant and essential

role which such organizations play in the continuing

development of our society in this great nation. If

the House bill is passed into law without the modifica-

tions requested above, Conqress will discourage, and in

4.
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some cases completely eliminate, the very gifts which

it hts historically sought to encourage. We do not

believe that upon reflection, Congress would desire

such a result because it conflicts with its historic

position and would deal a serious blow to higher education.

5.
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STATEMENT ON TAX REFORM ACT OF 1969
BY TIE ASSOCIATION OF INDEPENDENT
CALIFORNIA COLLEGES AND UNIVERSITIES
TO COMMITTEE ON FINANCE OF THr UNITED
STATES SENATE

This statement is submitted on behalf of the

Association of Independent California Colleges and

Universities and each of its member insti .utions. It

addresses itself to those provisions in the "Tax Reform

Act of 1969," I.R. 13270, relating to the limitation on

tax preferences, allocation of deductions and charitable

contributions.

The Association of Independent California

Colleges and Universities represents the accredited

four-year independent institutions of higher education

in the State of California. Its members range in size

from small institutions with student enrollments of a

few hundred, such as California Baptist and Dominican

College of San Rafael, to such large institutions as

Stanford University and University of Southern Cali-

fornia with enrollments of over ten thousand. One

great strength of this group lies in its diversity--not

only in terms of size, but also in the ability of each

institution to follow its particular philosophy of edu-

cation, regardless of size. Thus, these institutions

afford a richness of choice to students and play a major
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role in maintaining a pluralistic, decentralized and

open society.

The member institutions of the Association

educate more than one-quarter of all California students

in four-year and graduate programs. This year they have

enrolled 98,000 students and will award more than 10,000

undergraduate baccalaureate degrees and over 7,000 ad-

vanced degrees. Their graduates have gone on to contribute

their diverse talents to all parts of our complex society,

both public and private.

Such independent higher education does not mean

exclusiveness. This year our members will be providing

scholarship assistance to 25 per cent of their students

and other financial assistance to an additional eight per

cent. These independent institutions enroll a higher

percentage of black students than do the four-year public

institutions of California. This positive approach to

the needs of underprivileged and minority groups evidences

concern for critical social problems, willingness to be-

come involved, and ability to adapt to such needs.

The Association and its member institutions

hereby express their deep concern with the grave conse-

quences which would fall upon all independent nonprofit

educational institutions should the House-passed bill,
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H.R. 13270, be enacted into law without modification,

for certain provisions presently provided therein would

render a crippling, if not fatal, blow to all such in-

stitutions. These provisions are the ones which would

erroneously classify certain charitable contributions as

an item of tax preference for purposes both of the limita-

tion on such items and the allocation of deductions and

also the ones which would seriously undermine the ability

of the colleges and universities to obtain pronertv

subject to life estates.
In order for it to appreciate fully the serious

threat which these provisions in the House bill pose to

educational institutions, we believe that the Committee

should be aware of the present and future financial needs

and problems of our members.

Our members had total assets in excess of 1-1/2

billion dollars in the fiscal year 1966-67 and had educational

budgets aggregating 211 million dollars. The sources of

funds which satisfied the demands of these educational

budgets for that year were:

Tuition and fees, 48% .............. $101000,000
Private gifts and grants, 18% ....... 38,000,000
Endowment income, 10% ............... 21,000,000
Other sources, 24% .................. 51,000r00

Total, 100% $211,000,000

In addition to those budgetary operating expenditures,
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capital expenditures were made in the amount of $73

million during the same year. Thirty-three per cent of

these capital expenditures were funded by private gifts.

(Remaining sources were: Federal Government, 10%; Loans,

37%; and other sources, 20%.) If it were not for these

private institutions and the private gifts which estab-

lished and now support them, either the taxpayinq

public would have had to provide for these expenditures

or the quantity and quality of education would have been

greatly diminished.

The Association conducted a thorough analysis

of the projected needs of its members for the ten-year

period beginning with 1968 and ending with 1978. This

study indicated that, because of expected increases in

costs per student as well as in enrollments, the Associa-

tion's members must add 10 to 12% each year to their

incomes. In the absence of additional revenues beyond

that which can presently be anticipated, the prospect

is for income to fall increasingly short of operating

requirements--by a total for all members of as much as

$36 million by 1973 and $96 million by 1978. Actually,

the need for increased operating revenues has already

assumed considerable urgency. During the period 1957-

1965, an average of four member institutions '3e.r year

experienced operating deficits of more than $50 oer

4.
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full-time student. Eight institutions had deficits in

1966. In 1967 the number jumped to 14. As a matter of

fact, the deficit of 96 million dollars projected for

1978 might never be reached because a number of our in-

stitutions may well be forced to close their doors in

the face of continued and growing deficit operations.

It is obvious that, in order to avoid these projected

deficits and the closing of some of our member institu-

tions, it will be necessary to raise considerable funds,

a significant part of which we expect to receive by way

of private donations.

We point out that the operations of our meWers

and those of similar institutions throughout the United

States serve two purposes: not only do they help to

fulfill the tremendous and critically important educa-

tional needs which this country must satisfy to continue

to grow and prosper, but they also perform this function

at little expense to the taxpaying public. Had these

institutions not been established and had they not grown

as they have, the direct burden on the taxpayers would

be enormous. Congress has historically recognized these

facts and for the past fifty-two years has provided tax

incentives which have encouraged donations to these

institutions. This is why we were not only alarmed but

5.
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also startled by some of the alleged reform proposals

pertaininq to charitable contributions which are reflected

in H.R. 13270.

We wish to make it quite clear that our members,

without exception, believe that no donor should profit

from his gift. Thus, there are certain provisions in the

bill which we do not challenge because we recoqnize the need

for true tax reform. There are, however, other provisions

in the House-passed bill which cannot be classified as
"reform" measures. Moreover, these latter provisions would hav..

disastrous impact upon all of our institutions.

Under the Iouse-passed bill a charitable con-

tribution of appreciated property would be classified

as a "tax preference." The bill in effect imposes a

limitation by way of a ceiling on the maximum amount of

tax preferences which an individual could claim as de-

ductions in any one year. That ceiling would equal 50%

of a taxpayer's adjusted gross income plus his tax nre-

ferences. For this purpose, the items of tax reference

are: (1) the excluded one-half of net long-tern capital

gains; (2) tax-exempt interest on state and local bonds

(included in limited tax preferences gradu31X!l ' over tle

next ten-year period); (3) the excess of acc.lerated

depreciation over straight-line depreciation; (4) certain

6.
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farm losses; and (5) charitable contributions of anpre-

ciated property. However, in no case would an individual's

deductible tax preferences be reduced below $10,000.

The House bill also provides that an individual

must allocate certain personal deductions between his

taxable income and his allowable tax preference items

(to the extent that the latter exceed $10,000) with a

resultinq nondeductibility of that portion of such dc-

ductions allocable to the latter. For example (and ig-

noring the $10,000 floor), a taxpayer whose income is

divided equally between his taxable income and iis tax

preference income would be allowed to claim only one-

half of his otherwise allowable personal deductions.

For this purpose, the tax preference items are generally

the same as those five listed in the preceding naraqraph

(with certain adjustments) plus the excess of intangible

drilling expenses over the amount of expenses which

would have been recovered through straight-line depre-

ciation and the excess of percentage depletion over cost

depletion. However, for purposes of allocation, tnese

items of tax preference are taken into consideration

only to the extent that they have not exceeded the ceil-

ing thereon which was described in the preceding .)aragraph.

The personal expenses which must be allocated include in-
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terest, taxes, personal theft and casualty losses, medical

expenses and the charitable deduction.

Initially, we must express our alarm with the

obvious complexities of these provisions without even

conenting on their substance. Just by examining these

complexities, a taxpayer may well be discouraged from

making charitable contributions. Moreover, and more

importantly, the classification of gifts of appreciated

property as a tax preference for purposes of both the

limitation on tax preferences and the allocation of de-

ductions provisions is illogical and inequitable.

Present law and the provisions in the House-

passed bill place certain direct percentage limitations

on cnaritable contributions which act as a simple but

effective restriction upon the amount of contributions

which a particular taxpayer may claim as a deduction.

For this reason alone, there is little justification

for further limiting the deduction for charitable con-

tributions by classifying gifts of appreciated property

as a tax preference.

Unlike the other tax preference items, a tax-

payer realizes no economic benefit from makinq a gift

to charity. In fact, those other items add nontaxed

ca3h dollars to his income. On the other hand, in the
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case of a gift to charity, the taxpayer must bear the

financial burden without the promise of a corresponding

financial benefit. It is thus obvious that, when he

approaches his limitation on tax preferences or faces

a reduction of his deductions for personal exiendi-

tures, he will attempt to conduct his affairs in such

a way a3 to avoid as much as possible that limitation

or the loss of any deductions. Of all the so-called

tax preferences, the contribution of appreciated

property to a charity will be the first which he will

reduce or eliminate because it is the only one which

promises him no financial benefit and will result in

a cost to him in any event. moreoverr, the inclusion

of charitable gifts in the deductions which would Le

disallowed in the event of an allocation of deductions

would result in an even greater discrimination against

charitable gifts because here, too, the taxpayer would

often forego making such gifts in lieu of reducing or

eliminating those items of tax preference which promise

him financial reward.

Since 1917 Congress has encouraged deductions

for contributions to nonprofit educational organiza-

tions because it has recognized the significant and
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essential role which such organizations play in the

continuing development of our society in this great

nation. however, and as pointed out above, by classify-

ing gifts of appreciated property as an item of tax

preference for purposes of the limitation on such

items and the allocation of deductions and by in-

cluding charitable gifts in those personal deductions

which are subject to allocation, Congress will dis-

courage the very gifts which it has historically sought

to encourage and unfairly discriminate against those

who make them. As a result of such a classification,

Congress would create frequent situations in which a

donor would find itselff unable to make a gift which

he would have otherwise made with significant cost to

himself under oresent law. We do not believe tnat,

upon reflection, Congress would desire such a result

because it conflicts with its historical position and

would deal a serious blow to higher education.

The final area of proposed changes in the

present tax law which so profoundly concerns us relates

to those provisions which would or could have an effect

on gifts involving charitable remainder trusts,

annuities, and life income contracts. A charitable

10.
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remainder trust, simply stated, is the placing of

property in trust with the income thereon payable, to

the donor for life and the remainder given to a

clarity at his death. The annuity is a contract by

which the recipient charity agrees to pay an annuity

to the donor for his lifetime as a result of his mak-

ing a gift to that charity. The life income contract

is an agreement by which the charity pays to the donor

an annual income over his lifetime at the rate of the

average annual net yield earned by the charity on that

part of its pooled investment fund which is propor-

tionate to 'the value of the donor's gift. Essentially,

each of these three types of gifts allows a donor to make

an immediate gift to a charity but retain an assured

income for life. Also, in the great majority of cases,

tne donor not only reserves a life income to himself

but also reserves a life income for his surviving spouse

or minor or handicapped dependents.

Obviously, these types of gifts are advantageous

both to the donor and donee. The donor is able to satisfy

his desire to aid a charity by making the gift at present

and yet be assured that he will have an income for life.

The charity is presently assured of receiving funds and
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is ther fore able to plan accordinalv. The importance of

these gifts cannot be over-emphasized. In the case of

many independent nonprofit educational Institutions the

annual value of these gifts represents 25 to 50% of the

contributions which they receive each year.

That the provisions in the House-passed bill would

discourage or eliminate these gifts is not open to

question. For example, one of our member institutions

which expected to receive such a gift which would have

eventually resulted in the receipt of at least tWo and

one-half million dollars is no longer assured of re-

ceiving that gift. Another was to receive such gifts

totaling one and one-quarter million dollars and now

faces the loss of those gifts. In such cases, the

negative impact of the 11ou3e-passed bill has been the

reason why the gifts were not completed. For these

most important reasons, we ask the Committee to modify

those provisions in the bill discussed below which

would or could have an adverse effect on these three

types of gifts:

(a) Subsection 121(d) of the bill pro-

vides that certain debt-financed income would

be subject to tax if it arises with respect to

property acquired with borrowed funds and the

production of the income therefrom is unrelated
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to the purpose constituting the basis of

the recipient organization's tax exemption.

This tax, however, is inapplicable to

income-producing property acquired in ex-

change for a gift annuity when certain tests

are met. While it is unlikely, considering

the purpose of these provisions, that they

should or would apply to gifts subject to

life income contracts, the question is not

free from doubt. Therefore, we request that

this subsection of the bill be clarified to

make it inapplicable not only to income-

producing property acquired in exchange for

an annuity but also to that acquired in ex-

change for a life income contract. In this

respect, we point out that the reasons for ex-

cluding an annuity from application of these

provisions would be equally applicable to the

exclusion of a life income contract.

(b) Subsection 201(c) of the bill in the

case of certain specified gifts of appreciated

property requires the donor either to include

such appreciation in his taxable income or
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reduce his deduction by the amount of such

appreciation. This choice applies to a charit-

able contribution of a future interest. In the

experience of our member institutions, very

few gifts of remainder interests involve any-

thing other than appreciated property. Ob-

viously, if the donor must pay a tax and yet

part with the property, he would not make such

a gift. Therefore, if this provision were en-

acted into law, this area of deferred giving

would be foreclosed resulting in a severe blow

to the revenues of private nonprofit educational

institutions and thus to society as a whole.

(c) Where a taxpayer makes a sale of prop-

erty to charity at less than its fair market

value with the difference between the fair

market value and the sales price representing

a gift, Subsection 201(e) of the bill requires

an allocation of his basis between the sale

and the gift. Again, it would appear that this

provision is not meant to apply to the three

forms of gifts mentioned above, and such an

application would be inappropriate. However,
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in order to remove the doubt which would

otherwise cloud these methods of giving, we

request that this provision be amended to

exclude clearly such gifts.

(d) Subsections 201(e) and (h) of the

bill provide that no deduction will be allowed

for purposes of the Federal income and estate

taxes, respectively, for a gift of a charitable

remainder interest of property subject to a

prior estate in trust unless the trust is

either a "charitable remainder annuity trust"

or a "charitable remainder unitrust" as those

terms are defined in Subsection 201(i) of the

bill. Allegedly, these particular provisions

were incorporated in the bill to provide

assurance that the trust would not be administered

in a manner which would jeopardize the value

of the remainder interest to go to the charity.

However, the particular means which the House

chose to provide'such protection would result

in discouraqing gifts. Therefore, we request

that these provisions be deleted from the

bill and that any substitute provisions simply

provide that a deduction will be allowable for a
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gift of a remainder interest where'the char-

ity acts as the trustee, for this would pro-

vide the protection desired. We also point

out that it is unlikely that more than a few

donors would make gifts of charitable re-

mainders under the provisions included in

the House bill because the definitions of an

annuity trust and a unitrust exclude trusts

where more than one life estate is involved;

thus, because most donors wish to provide for

their surviving spouse or handicapped or

minor dependents, they would seldon make such

gifts.

We further note that certain provisions pertain-

ing to charitable trusts are unfairly and unreasonably

retroactive. Subsection 201(e) is applicable to gifts

made on or after April 23, 1969# even though donors

were not put on notice that such provisions might be

enacted into law until August 1, 1969, the day upon which

the House bill was reported out of the Committee on Ways

and Means. In fact, several of our member institutions

received gifts after April 22, 1969 from donors who

were relying on the provisions of present law.
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Subsection 201(h) would deny a charitable deduction for Federal

estate tax purposes with respect to certain existing charitable

remainder trusts. Subsection 201(f) would deny the deduction

now available for purposes of the Federal income tax to existing

trusts in the amount of any capital gains which are permanently

set aside for charity. Both of these subsections would be

applicable even if the trust was established lonq prior to Auqust

1, 1969 and was irrevocable as of that date. The retroactivity

of all three of these provisions is patently unreasonable

and unfair and would result in undue hardship on all parties.

The bill has been carefully studied by the
legal advisors of our member institutions as well as

the legal counsel of the Association of Independent

California Colleges and Universities. It is our con-

sidered opinion that the House-passed version of the

"Tax Reform Act of 19691 might well have the most

profoundly detrimental impact on independent higher

education in the United States in its history. This

restrictive measure would come, not at a time of

lessening demand or need, but during a period of un-

precedented challenge and constantly widening horizons.

We urge you, therefore, to consider with the

utmost care the present tax incentives to charitable

giving before making any changes. It is essential

that, in your understandable zeal and well-warranted
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concern to distribute the tax burden more equitably

and to correct present abuses, you do not penalize

the private sector of higher education which has con-

tributed so much to the unique fabric that is our

American society.
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