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FOREWORD 

With reductions in federal spending, the amount of federal 
aid to education, health, and social welfare--as well as to the 
public in general--is diminishing. As a result, many people 
are looking to private foundations for resources to help fill 
the gap. 

Private foundations are unique charitable tax-exempt organ- 
izations which, unlike other types of exempt organizations, are 
frequently controlled by an individual, family, or other closely 
controlled entity. Like other types of charitable tax-exempt 
organizations, however, they are required to permanently ded- 
icate their assets to public purposes, as opposed to serving the 
private financial interests of the controlling parties. The 
close control private individuals frequently maintain over foun- 
dation assets and operations has, over the years, given rise to 
congressional and public concern over how well foundations are 
living up to their mandate of serving public interests. Because 
of this concern, the Congress, as part of the Tax Reform Act of 
1969, enacted a series of rules governing the activities and 
operations of private foundations. To help assure compliance 
with these rules, the Congress (1) required foundations to make 
extensive disclosures on their returns filed with IRS and 
(2) stipulated that foundation returns, unlike other tax 
returns, were to be made available to the public to help in the 
oversight process. 

In June 1983, the Subcommittee on Oversight, House Commit- 
tee on Ways and Means, held hearings on the operations of foun- 
dations under the 1969 Tax Reform Act. The hearings demon- 
strated, among other things, the difficulty of measuring the 
effects of the 1969 act on foundations because of the lack of 
complete and consistent'statistical data. 

GAO participated in the hearings, at the subcommittee's re- 
quest, by developing and testifying on a statistical profile of 
private foundations in terms of certain economic characteristics 
indicating (1) the financial well-being of private foundations 
and (2) the degree to which foundations use their financial re- 
sources for charitable purposes. This staff study, which con- 
sists of the summary and comprehensive statements presented in 
testimony before the Oversight Subcommittee on June 28, 1983, 
contains the results of our statistical analysis. The data pro- 
vides a detailed profile of foundation operations for the most 
recent year in which descriptive IRS data was available for 
analysis-- 1979--and basic background information for certain 
other years. The sources of the data we used--essentially IRS 
return information-- and the limitations of the data are pre- 
sented in detail throughout. In summary, we used the most 
complete and best data available at the time we did our work. 



Our analysis helps to illustrate how foundations have fared 
under the 1969 Tax Reform Act; however, we did not consider the 
data available for analysis sufficient for us to draw firm con- 
clusions on the effects of the act on the private foundation 
community and those served by that community. More consistent 
and comprehensive data, collected over a sufficient period of 
time to facilitate trend analysis, is needed to fully assess the 
efficiency and effectiveness of private foundation operations 
and to measure the effects of the act. 

We prepared this study to provide (1) substantive informa- 
tion on the operations and activities of private foundations at 
a particular point in time and (2) a baseline for future sta- 
tistical analyses of private foundations. In this regard, it 
should be useful to researchers in the congressional, academic, 
and foundation communities. It should also be useful to legis- 
lators, administrators, the private foundation community, and 
the public in determining what information needs to be accu- 
mulated and analyzed for future oversight and administrative 
purposes. 
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UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, D.C. 20548 

FOR RELEASE ON DELIVERY 
EXPECTED AT lo:00 A.M. EDT 
TUESDAY, JUNE 28, 1983 

SUMMARY STATEMENT OF 

JOHNNY C. FINCH, ASSOCIATE DIRECTOR 

GENERAL GOVERNMENT DIVISION 

BEFORE THE 

SUBCOMMITTEE ON OVERSIGHT 

HOUSE COMMITTEE ON WAYS AND MEANS 

CONCERNING 

THE OPERATIONS AND 

ACTIVITIES OF PRIVATE FOUNDATIONS 

Mr. Chairman and members of the subcommittee: 

We are pleased to have the opportunity to assist your 
subcommittee in carrying out its oversight of private foundation 
operations and activities. In 1969, the Congress enacted a 
series of rules aimed at ensuring that only those private 
foundations operating for the public benefit enjoy favorable tax 
treatment, The primary purpose of my testimony is to draw a 
statistical profile of the private foundation community in terms 
of certain economic characteristics which illustrate how 
foundations are operating under those rules. Specifically, as 
requested by this subcommittee, we analyzed foundation return 
information to determine the financial well-being of private 
foundations and the degree to which private foundations use 
their financial resources for charitable purposes. 

Overall, our analyses of available data--primarily an IRS 
sample of private foundation returns for tax year 1979--indi- 
cates that the number of private foundations have increased from 
14,865 in 1962 to 31,866 in 1981 --a 114-percent increase. Their 
assets at market value have increased, over the same period, 
from about $16.3 billion to about $51 billion--a 213-percent 
increase. Their total annual receipts also increased from about 
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$1.9 billion to about $9.1 billion--a 379-percent increase. 
Concurrently, foundations' total annual expenses increased from 
about $2.7 billion in 1974 to about $4.8 billion in 1981--a 78- 
percent increase. Likewise, those expenses related to exempt 
purposes increased from about $1 billionlin 1962 to about $3.2 
billion in 1979--a 220-percent increase. 

Notwithstanding these increases, the data also indicates 
that foundations, on a percentage basis, are spending less of 
each year's receipts. For example, in 1974 foundations spent 
about 97 percent of their total receipts, as compared to about 
53 percent in 1981. Similarly, the percentage of total receipts 
disbursed for exempt purposes has also decreased--from about 86 
percent in 1974 to about 54 percent in 1979. 

As I previously mentioned, pri.vate foundation financial 
growth appears substantial when measured in actual dollars. 
However, an examination of available financial data in terms of 
constant dollars shows a less dramatic picture--a 13-percent 
increase: in fact, over the last 2 years, asset values declined 
about 5 percent. Even so, our analysis of available data showed 
that private foundations have earned and/or received sizable 
revenues and have annually retained more and more of these 
revenues. 

Earnings on assets, particularly as measured by adjusted 
net income, is particularly important to the financial well- 
being of foundations and their ability to continually fund 
charitable activities. In this regard, our analysis of return 
data for 1979 showed that foundation adjusted net income, 
expressed as a percentage of assets, was generally below 1979 
inflation rates, which ranged between 8 and 13 percent depending 
on the measure used. 

The limited financial growth of private foundation assets 
since 1962, as.measured in constant dollars, may in part be 
attributable to inflation and to the charitable purpose distri- 
bution provisions of the 1969 Tax Reform Act which required most 
foundations to make certain qualifying distributions for 
charitable purposes in an amount essentially equaling all 
earnings on their assets. This provision was changed effective 
in January 1982. Another reason for the decline in the real 

'During the hearings some foundation groups raised concerns 
about the data used to evaluate the effects of the Tax Reform 
Act of 1969 on the private foundation community. The addendum 
on pages 26 to 29 was developed fIrom available IRS data to pro- 
vide additional information about. these concerns. 
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value of foundation assets lies with the nature of those 
assets. In fact, our analysis showed that foundations have 
extensive holdings in the stock of for-profit businesses. Given 
this, the depressed stock market conditions that existed until 
recently may help explain the declining trend in the real value 
of foundations' assets over the last few years. 

Foundation investment and earnings practices are only one 
side of the foundations' economic orofile. The degree to which 
private foundations direct their resources to serve charitable 
ourposes is equally as important. 

In this regard, our analysis showed that of the $3.5 
billion of total expenses incurred by foundations in tax year 
1979, about $3.2 billion, or about 91 percent, were reported as 
disbursements for charitable purposes. Howeverl only about 
two-thirds of all foundations reported charitable purpose dis- 
bursements at about the 91-percent level or greater. Further- 
more, some reported disbursing very little for charitable pur- 
poses in comparison with their totai expenses. Similarly, about 
72 percent of all foundations reported charitable purpose dis- 
bursements equaling at least 90 percent of their adjusted net 
income and some reported disbursing little even though their 
adjusted net income was quite large. 

Yr . Chairman, the foreqoing information briefly summarizes 
the financial results of foundation operations--primarily for 
tax year 1979 --under the rules which Congress enacted in 7969 to 
govern foundations, Those rules were enacted to assure that 
private foundations serve public rather than private interests. 
Our statistical analyses of the financial aspects of foundation 
operations, standing alone, do not permit us to reach hard and 
fast conclusions as to whether foundations are properly bal- 
ancing their operations between serving the public and meeting 
their own financial needs and whether there is a need for more 
or less requlation. What the proper bja.lance should be can best 
be determined through the legislative process and public debate, 
as represented by hearings such as tzhese. We trust that the 
information we have presented today will assist the subcommittee 
and the Congress in making these determinations. 

I would now like to turn briefly to a related matter--the 
Internal Revenue Code provisions requiring private foundations 
to make extensive public disclosures :)n their returns. With re- 
ductions in federal spending, many people will look to tax- 
exempt private foundations for aid; thus the need for complete 
and accurate public reporting by foun4ations will become even 
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more important. In view of this, we recently evaluated how well 
IRS assures that private foundations compl 

s 
with the reporting 

requirements of the Internal Revenue Code. 

In summary, we found that private foundations generally 
comply well with those reporting requirements which IRS, through 
its actions, has identified as being necessary for tax computa- 
tion and enforcement purposes. Most foundations, however, did 
not comply as well with other statutorily required information 
that is useful to the public--information on grants, invest- 
ments, and foundation management. This is because IRS has 
devoted less attention to enforcing those requirements. 

To assure that the Congress' and the public's information 
needs for oversight and grant seeking purposes are met, we 
recommended that IRS make certain administrative changes to 
better enforce those tax exemption reporting requirements. IRS 
agreed with our recommendations and is taking actions to 
strengthen its enforcement prqgram. 

This concludes my sugary statement. I would be pleased to 
respond to any questions. 

2Public Information Reporting By Tax-Exempt Private Founda- 
tions Needs More Attention By IRS (GAO/GGD-83-58, Sept. 26, 
1983). 

3Following the hearings, Chairman Range1 requested that we 
respond to seven questions to complete the hearing record. Our 
response is included in this study as attachment XX. 
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UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, B.C. 20548 

FOR RELEASE ON DELIVERY 
EXPECTED AT lo:00 A.M. EDT 
TUESDAY, JUNE 28, 1983 

COMPREHENSIVE STATEMENT OF 

JOHNNY C. FINCH, ASSOCIATE DIRECTOR 

GENERAL GOVERNMENT DIVISION 

BEFORE THE 

SUBCOMMITTEE ON OVERSIGHT 

HOUSE COMMITTEE ON WAYS AND MEANS 

CONCERNING 

THE OPERATIONS AND 

ACTIVITIES OF PRIVATE FOUNDATIONS 

Mr. Chairman and members of the subcommittee: 

We are pleased to have the opportunity to assist your 
subcommittee in carrying out its oversight of private foundation 
operations and activities. In 1969, the Congress enacted a 
series of rules aimed at ensuring that only those private 
foundations operating for the public benefit enjoy favorable tax 
treatment. Today, your subcommittee wants to know how well 
those rules are working. 

Towards this end, the primary purpose of my testimony is to 
draw a statistical profile of the private foundation community 
in terms of certain economic characteristics which illustrate 
how foundations are operating under those rules. And, I also 
want to share with the subcommittee some of our observations 
regarding foundation practices in reporting statistical and 
other information needed for congressional, public, and IRS 
oversight. 

Specifically, as requested by the subcommittee, we analyzed 
foundation return information to determine: 



--the financial well-being of private foundations, as indi- 
cated by the rate of growth in their financial resources 
over the years, their major sources of revenues, the 
extent of their business holdings, and the rate of return 
on their investments and business operations: and 

--the degree to which private foundations use their 
financial resources for charitable purposes, as shown 
by the type of expenses they incur and the relationship 
between their expenditures for charitable purposes and 
their total expenses, as well as their earnings. 

To develop information on the foundations' financial 
resources and charity-related expenditures, we analyzed an 
available IRS computer data base containing a s?mple of returns 
filed by private foundations for tax year 1979. To supplement 
the data on foundation business holdings, we also analyzed 
microfiche records of the most recent returns available as of 
December 1982--primarily tax year 1981 returns--for private 
foundations reportinq assets of $1 million or more. While our 

IThis data base was the most recent and complete source of com- 
puterized data on private foundations available to us for anal- 
ysis within the time frames for this hearing. The data base 
was developed by IRS' Statistics of Income Division from a 
sample of private foundation returns processed by IRS during 
1980. The sample was stratified on the basis of size of total 
foundation assets and selected at rates that ranged from 7 
percent of foundations with assets of less than $25,000 to 100 
percent of foundations with assets of $10 million or more. 
There were 9,438 returns in the sample drawn from an estimated 
population of 29,845 private foundations. While we did not 
review IRS' methodology in detail, we did look briefly at the 
procedures IRS followed to sample, process, and analyze the 
data and found them to be generally sound. We also performed 
limited checks on the data to assess its reliability. It 
should be recognized, however, that any data analysis effort 
which is based on a sample is subject to a certain amount of 
sampling error. The size of this error generally depends on 
the size of the sample and how much the data varies for any 
given element. Our limited analysis shows that even though 
IRS' sample sizes are relativelv larqe, the data varies 
considerably. Therefore, the figures presented should not be 
considered precise ones, but rather indicators of the founda- 
tions' financial positions. On the other hand, because the 
sample size increased as book value of assets increased, 
greater reliability can be placed on the data for the larger 
foundations. 
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work involved extensive analysis of return information, I would 
like to emphasize that, as agreed with the subcommittee, we did 
not examine the books and records of foundations or discuss our 
analyses with foundation managers or their representatives. 

Given the importance of accurate and complete information 
to the oversight of foundation operations and the grant-seeking 
process, I would also like, as part of my testimony, to address 
the reporting practices of private foundations. We recently 
completed a review of IRS' administration of foundation 
reporting requirements imposed under the Internal Revenue Code, 
and our report will be issued shortly. As I will discuss in 
more detail later, we concluded from our review that IRS needs 
to do more to assure that private foundations fully comply with 
all information reporting requirements. IRS has agreed with our 
recommendations and has begun to implement them. This should 
help to assure that more complete information is available for 
both oversight and grant-seeking purposes. 

OVERALL PROFILE OF PRIVATE FOUNDATION 
FINANCIAL RESOURCES AND EXPENDITURES 

Private foundations are unique charitable tax-exempt 
organizations. Unlike other types of exempt organizations, they 
are frequently founded, financially supported, and operationally 
controlled by an individual, family, or other closely controlled 
entity. Like other types of charitable tax-exempt organiza- 
tions, however, they are required to permanently dedicate their 
assets to public purposes, as opposed to serving the private 
financial interests of the controlling parties. 

In general, private foundations serve public purposes in 
two ways. First, some make grants to other tax-exempt chari- 
table organizations, such as schools, hospitals, and community 
organizations, so that these organizations can provide needed 
public services. Second, some directly carry out charitable ac- 
tivities, such as operating museums, performing research, or as- 
sisting in community development. With reductions in federal 
spending, such as federal aid to education, health and social 
welfare, many people are looking to private foundations to help 
fill the funding gap. 

The close control private individuals frequently maintain 
over foundation assets and operations has, over the years, given 
rise to congressional and public concern over how well founda- 
tions are living up to their mandate of serving public inter- 
ests. Because of this concern, the Congress, as part of the Tax 
Reform Act of 1969, enacted a series of rules governing the 
activities and operations of private foundations. For example, 
the Internal Revenue Code contains minimum payout provisions 
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that foundations must comply with in determining how much to 
spend on charitable activities. Similarly, the Code imposes 
requirements governing foundation business and investment 
practices, such as restrictions on self-dealing, business hold- 
ings, and jeopardy investments. Within these rules, foundations 
must decide how much of their revenues should be spent to carry 
out the charitable purposes of the organization and how much 
should be retained and invested to sustain the organization so 
that it may continue to provide charitable services in 
future years. 

In this regard, our analysis of available data indicates 
that the number of private foundations have increased from 
14,865 in 1962 to 31,866 in 1981 --a 114-percent increase. 
Their assets at market value have increased, over the same 
period, from about $16.3 billion to about $51 billion--a 213- 
percent increase. Their total annual receipts also increased 
from about $1.9 billion to about $9.1 billion--a 379-percent 
increase. Concurrently, their total annual expenses increased 
from about $2.7 billion in 1974, the earliest year for which 
data was available, to about $4.8 billion in 1981--a 78-percent 
increase. Likewise, those expenses related to exempt purposes 
increased from about $1 billion in 1962 to about $3.2 billion in 
1979, the most recent year for which data was available--a 220- 
percent increase.2 

Notwithstanding these increases, the data also indicates 
that foundations, on a percentage basis, are spending less of 
each year's receipts. For example, in 1974 foundations spent 
about 97 percent of their total receipts, as compared to about 
53 percent in 1981. Similarly, the percentage of total receipts 
spent for exempt purposes has also decreased--from about 86 
percent in 1974 to about 54 percent in 1979. 

While the data indicates that foundations are retaining 
more of their receipts each year, this does not necessarily mean 
that the foundation community is not complying with the minimum 
payout provisions of the Internal Revenue Code. From 1969 
through 1981, the minimum payout provisions were keyed to 
adjusted net income which, as defined by the Code, excluded both 
donations received and long term capital gains realized. As I 
will discuss later, our analysis of 1979 return information 

2During the hearings some foundation groups raised concerns 
about the data used to evaluate the effects of the Tax Reform 
Act of 1969 on the private foundation community. The addendum 
on pages 26 to 29 was developed from available IRS data to pro- 
vide additional information about these concerns. 
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shows that, in the aggregate, the receipts retained by private 
foundations roughly approximated the amount of donations they 
received. 

I would now like to discuss the statistical analyses we did 
to profile the financial well-being of private foundations and 
then discuss the degree to which private foundations use their 
financial resources for charitable purposes. 

THE FINANCIAL WELL-BEING AND -- 
RESOURCES 0~ FOUNDATIONS -- 

To carry out their charitable activities, private 
foundations need to have a sound financial resource base. These 
resources have traditionally come from donations received by the 
foundations, as well as earnings on investments, 

As I previously discussed, the mcirket value of foundation 
assets, expressed in actual dollars, increased substantially 
over the period 1962 through 1981. When expressed in constant 
dollars, however, the percentage of growth is not as substan- 
tial. In fact, over the last few years, asset values declined 
slightly. Even so, our analysis of available data showed that 
private foundations have earned and/or received sizable revenues 
and have in recent years retained ;~n increasing part of these 
revenues. 

Investments make up a large and important part of private 
foundations' financial resources. In fact, our analysis showed 
that foundations have extensive holdings in the stock of for- 
profit businesses. Given this, the depressed stock market con- 
ditions that existed until recently may help explain the de- 
clining trend in the real value of fclundations' assets over the 
last few years. 

Earnings on assets, particularly as measured by adjusted 
net income, are also important to the financial well-being of 
foundations and their ability to continually fund charitable 
activities. In this regard, our analysis of return data for 
1979 showed that foundation adjusted net income, expressed as a 
percentage of foundation assets, was generally below 1979 infla- 
tion rates, which ranged between 8 and 13 percent, depending on 
the measure used. This situation may help explain why private 
foundation disbursements for charitable purposes--expressed in 
constant dollars --did not increase significantly over 1974 
levels. We also noted that, in general, foundations that had a 
more balanced mix of investments ln corporate stocks and bonds 
and in cash investments and U.S. Government obligations had 
higher rates of return than foundations that had more 
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concentrated corporate investments or other investments. Also, 
larger foundations generally earned a slightly higher rate of 
return than smaller foundations. 

Extent of private foundation asset growth 

It is difficult to determine long-term trends in private 
foundation growth for two reasons. First, data relating to 
private foundations has not been consistently or continuously 
kept over the years. Second, changes in the tax exemption laws 
make comparisons imprecise. Within these limitations, however, 
IRS' Statistics of Income Division published three studies on 
private foundations which covered selected years between 1962 
and 1979. Attachment I to my statement contains selected data 
from these studies, as well as other data which we developed for 
1980 and 1981 based on information available from IRS' master 
file. 

As shown in attachment I and as previously discussed, 
private foundation financial growth appears substantial when 
measured in actual dollars. However, an examination of the 
financial data in terms of constant dollars shows a less 
dramatic picture. To obtain estimates in terms of constant 
dollars, we applied the Gross National Product Implicit Price 
Deflator to the current dollar data. Based on these estimates, 
foundation assets, at fair market value, increased from about 
$23 billion to $26.1 billion over the 19-year period--a 13- 
percent increase. Over the last 2 years, however, these assets 
have shown about a 5-percent decline. Similarly, for the period 
1962 to 1979, foundation disbursements for exempt purposes, in 
constant dollars, increased from about $1.4 billion to about 
$2.0 billion-- a 43-percent increase. However, since 1974, these 
disbursements also showed a 5-percent decline. On an annualized 
basis this represents about a -7 percent compounded growth rate 
for assets over the 19-year period and about a 1.9 percent 
compounded growth rate for charitable disbursements over the 
17-year period. 

The limited financial growth of private foundation assets 
since 1962, as measured in constant dollars, may in part be at- 
tributable to inflation and to the charitable purpose distribu- 
tion provisions of the 1969 Tax Reform Act. Those provisions 
required most foundations, during the period 1969 through 1981, 
to make certain qualifying distributions for charitable purposes 
in an amount essentially equaling all earnings on their assets. 
Thus, foundations could not invest part of their adjusted net 
income to counteract the detrimental effects of inflation. 
However, recent legislation which changed this requirement 
should improve the financial growth pattern of private 
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foundations.3 In qeneral, most foundations are now required to 
make charitable distributions in an amount equal to 5 percent of 
their investment assets. 

Another reason for the decline in the real value of founda- 
tion assets lies with the nature of those assets. Foundations 
have extensive holdings in corporate stocks. In fact, our re- 
view of the most recent foundation returns shows that some 
foundations have most of their assets invested in a single com- 
p-v. Until recently, of course, stock market prices have been 
depressed and this has been reflected in the fair market value 
of foundation assets. With the current advancement of stock 
prices, the fair market value of their assets should increase. 

Foundation revenues have exceeded expenses 

Even though foundations have shown limited growth in terms 
of constant dollars over the years, our analysis showed that 
they have earned and/or received substantial revenues and have 
retained more and more of them. For example, in 1974 private 
foundation revenues exceeded total expenses by $75 million. 
This surplus amounted to about 3 percent of total revenues. In 
comparison, the surplus in 1979 amounted to about $2.5 billion, 
or about 41 percent of foundation revenues and in 1981 grew to 
$4.3 billion, or about 47 percent of foundation revenues. 

To determine the sources of foundations' revenues, as well 
as the number of foundations whose revenues exceed expenses and 
the primary source of those revenues, we compiled a summary 
income statement using financial data available from IRS' sample 
of private foundation returns for tax year 1979. 

As shown in attachment II, in tax year 1979 foundations 
reported revenues totaling about $6 billion. The largest source 
of these revenues--passive income, such as dividends, interest, 

3The Tax Reform Act of 1969 generally required foundations to 
make certain charitable or other exempt purpose distributions 
in an amount at least equal to the greater of their adjusted 
net income or a specified percentage--subsequently fixed at 5 
percent --of the value of their investment assets, less certain 
taxes and adjustments. The Economic Recovery Tax Act of 1981 
repealed the adjusted net income requirement on the basis that 
the rate of return that assets generally earn represents a real 
income portion and a portion to compensate for the effects of 
inflation. As a result, the effect of requiring foundations to 
pay out all adjusted net income in qualifying distributions was 
to gradually reduce the real value nf private foundation 
investment assets. 
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rents, and royalties --accounted for about $2.6 billion. The 
second largest source--donations--accounted for about $2.3 
billion. The third largest source of revenues--the net gain 
from asset sales-- accounted for about $.8 billion of $1.1 
billion in other income. In addition, foundations reported 
about $50 million in income from unrelated business activities. 

The attachment also shows that foundations reported spend- 
ing about $3.5 billion, or about 58 percent, of their $6 billion 
in total revenues. About 55 percent of all foundations reported 
revenues exceeding expenses, about 6 percent reported revenues 
equaling expenses, and about 39 percent reported deficits. 

In general, our analysis showed that larger foundations 
were more likely to have revenues exceeding expenses. In the 
aggregate, the excess of foundation revenues over expenses, at 
least in 1979, roughly approximated the amount of donations 
received by private foundations. However, for the largest 
foundations analyzed --those with assets exceeding $10 
million-- the excess of revenues over expenses exceeded donations 
received while smaller foundations actually used some of the 
donations to fund their activities. In fact, when comparing the 
revenues and expenses of various size foundations, we noted that 
foundations' reliance on donations to fund their activities 
increased as the size of the foundation decreased. 

Foundation investments 

Foundations hold a vast amount of financial resources to 
support their charitable activities. The use to which these re- 
sources are put has long been a concern of various congressional 
committees. This concern led to the enactment of section 4943 
of the Internal Revenue Code which limits the extent to which 
foundations can own for-profit businesses.4 Currently, several 
bills are pending before the Congress to amend this provision. 

4Generally, under section 4943, a foundation and all disqual- 
ified persons, such as the foundations' officers, directors, 
substantial contributors, and certain of their relatives, may 
not own together more than a 20-percent interest in a busi- 
ness. This section also provides a series of transitional 
rules for foundations which held stock on May 26, 1969. These 
transitional rules prescribe time periods for foundations to 
divest their excess holdings based on the extent of their hold- 
ings in 1969. One such divestiture period ends on May 26, 
1984. 
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To assist this subcommittee in reviewing the investment 
practices of private foundations and evaluating how foundations 
have operated under section 4943, we developed detailed informa- 
tion on foundation investments from two sources. 

First, our analysis of IRS' data base of a sample of 1979 
foundation returns showed that foundations hold substantial in- 
vestments in stock of for-profit businesses. As shown in 
attachment III, about one-half of all foundations in 1979 re- 
ported holding corporate stock amounting to about $15.7 billion 
at book value. The larger foundations were more likely to hold 
corporate stocks. For example, about 88 percent of foundations 
with assets exceeding $10 million at book value held corporate 
stocks amounting to about 50 percent of their total assets. In 
comparison, about 50 percent of the foundations with assets 
ranging from $25,000 to $100,000 held corporate stocks amounting 
to about 31 percent of their assets. 

Second, to obtain further information on foundation stock 
holdings, we reviewed microfiche copies of the most recent 
foundation returns available as of December 1982--primarily tax 
year 1981 --which reported assets in excess of $1 million. Of 
the 3,851 returns reviewed, 365, or 9 percent, reported owning 2 
percent or more interest in a for-profit business. We used the 
a-percent figure because of the de minimis rule on excess busi- 
ness holdings, as specified by section 4943 of the Code.5 
Although IRS does not require foundations to report any further 
information on the nature or extent of these holdings, they are 
required to report the identity, market, and book values of all 
stock held. Attachment IV is a listing of these 365 founda- 
tions, their two largest stock holdings, and the extent to which 
these holdinqs account for the total fair market value of the 
foundations' assets. 

As shown in attachment V, the largest stock holding of 
these 365 foundations, in the aqgregate, amounted to about $8.3 
billion, or about 43 percent of their total assets. To place 
this in better perspective, the $8.3 billion represented about 
16 percent of the $51 billion in total assets--at fair market 
value-- held by the 31,866 private foundations recorded on IRS' 
master file for tax year 1981. 

51n general, the excess business holdings provisions of 
section 4943 only apply if a foundation owns at least 2 percent 
of the voting stock and at least 2 percent of the value of all 
outstanding shares of all classes of stock, regardless of the 
ownership by disqualified persons. 
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Also, as this attachment shows, many of the 365 foundations 
had a substantial portion of their total assets in the stock of 
a single business. For example: 

--116 foundations held corporate stock of a single busi- 
ness amounting to 50 percent or more of the fair market 
value of each foundation's total assets. This stock, in 
the aggregate, was valued at about $7 billion. 

--27 foundations held corporate stock of a single busi- 
ness amounting to 95 percent or more of the fair market 
value of each foundation's total assets. In the aggre- 
gate I this stock was valued at $1.5 billion. 

Furthermore, 14 foundations each had a largest holding worth 
$100 million or more. In the aggregate, this totaled $4.5 
billion, or 23 percent of the 365 foundations' total assets. 

While many foundations have a substantial portion of their 
assets in a single stock holding, this does not necessarily mean 
that these foundations will have excess business holdings as de- 
fined by section 4943 of the Code. To determine if a foundation 
has business holdings which may, :n the future, constitute an 
excess holding, other information is needed. This includes, 

--percentage interest of the business owned by the 
foundation, 

--percentage interest of the business owned by all 
disqualified persons, 

--classes of stock held by the foundation and 
disqualified persons, ar.d 

--dates the interests were acquired. 

Since private foundations are not required to report this infor- 
mation on their returns, 
of the foundations' 

we were unable to determine whether any 
largest holdinqs may, in the future, 

constitute an excess business holding. 

Foundation earninqs 

In order to continually fund charitable activities beyond 
the level of donations they may receive, private foundations 
need to earn a reasonable rate of return on their investments. 
One measure of a private foundation's financial ability to make 
charitable distributions is adjusted net income. 
speaking, 

Generally 
adjusted net income, as defined by section 4942(f) of 

the Internal Revenue Code, is the amount by which a private 

14 



foundatign's revenue exceeds the expense of earning that 
revenue. During 1979, the Code essentially required most 
foundations to make certain charitable distributions in an 
amount at least equal to their adjusted net income. 

To measure the return foundations earned on their assets, 
we analyzed their adjusted net income first as a percentage of 
the fair market value of their total assets .and, second, as a 
percentage of the book value of their total assets excluding 
those assets identified on the balance sheet sections of their 
returns as being held for directly carrying out charitable 
purposes. We did this analysis using the information available 
from IRS' sample of foundation returns for tax year 1979. 

As shown in attachments VI and VII, 45 percent of all foun- 
dations earned adjusted net income at a 5- to 8-percent rate 
when measured against either fair market value of total assets 
or book value of assets, excluding those being held for directly 
carrying out charitable purposes. Also, using the same 
measures, about 20 percent earned adjusted net income at a 
0- to l-percent rate. While the frequency of this 0 to 1 
percent return rate was substantially influenced by the earnings 
of small foundations, some large foundations also had a similar 
return rate. For example, about 4 percent of the 2,930 private 
foundations with $1 million to $10 million book value of assets 
and about 6 percent of the 483 foundations with assets valued at 
$10 million or more earned adjusted net. income at a rate of 1 
percent or less, 

61n general, on the revenue side, adjusted net income in- 
cludes all amounts derived from, or connected with, property 
held by the foundation, such as income attributable to amounts 
set aside, income from all exempt functions, and income from 

Tany unrelated trade or business activity. Deductible expenses 
are those foundation operating expenses which are paid or 
incurred to produce or collect those revenues. However, 
expenses associated with property used for exempt purposes 
which exceed the revenues derived from that property are not 
allowed as a deduction. Rather, the expenses would be 
accounted for as a disbursement for charitable purposes. Also, 
by definition, adjusted net income does not include long term 
capital gains or losses nor gifts, 
received by the foundation. 

grants, or contributions 

Y 
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During 1979 most foundations' earnings rates, as calculated 
from return information, were below inflation rates.-l Since, 
as I previously discussed, foundation asset values have not 
appreciated significantly in terms of constant dollars, earnings 
rates lower than inflation would lessen the ability of private 
foundations to make progressively larger charitable purpose dis- 
tributions, at least in terms of constant dollars. Considering 
earnings from this perspective helps to explain why foundations' 
disbursements for charitable purposes--as measured in constant 
dollars --have shown a S-percent decline from 1974 levels, as 
shown in attachment I. 

Factors affecting foundation earnings 

Given the range of private foundation earnings rates that I 
just discussed, and the importance of those earnings rates to 
the support of charitable activities, we wanted to determine if 
differences in the types of assets held by private foundations 
affected the rate of return earned. Accordingly, using IRS' 
sample of 1979 returns, we compared the types of assets held by 
foundations --excluding assets reported as being held to directly 
carry out charitable activities --with the rates of return earned 
by foundations with those assets. In addition, since larger 
foundations would be more likely to employ professional invest- 
ment advisors, we also considered foundation size in performing 
our analysis. 

To summarize the results of our analysis, I would first 
like to discuss how foundation size relates to earnings return. 
Attachment VI, which summarizes the rates of return earned by 
various size foundations, shows somewhat of a mixed picture, 
with larger foundations generally earning a slightly higher rate 
of return than smaller foundations. For example, 22 percent of 
the foundations with assets of $10 million or more earned a 
higher rate of return than the 5- to 8-percent return earned by 
most foundations. In comparison, 19 percent of the foundations 
with assets of from $25,000 to $100,000 earned more than the 5- 
to 8-percent rate of return. Further, in comparing these same 
two size categories of foundations, only 13 percent of the 
larger foundations earned less than the 5- to 8-percent rate 
while 28 percent of the smaller foundations earned less. 
Likewise, within the 5- to 8-percent range, 40 percent of the 
larger foundations earned a 7- to 8-percent return while only 28 
percent of the smaller foundations earned a 7- to 8-percent 
return. 

_------ 

'The inflation rate for 1979 as measured by the Consumer 
Price Index, Producer Price Index, and GNP deflatcr (fourth 
quarter 1979 over fourth quarter 1978) was 12.9 percent, 12.7 
percent, and 8.0 percent, respectively. 
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Similarly, the types of assets held also affected the rate 
of return. In general, as shown in attachment VIII, foundations 
with a more balanced mix of cash investments and U.S. Government 
obligations and corporate stocks and bonds earned a better re- 
turn than foundations with greater proportional holdings of cor- 
porate stocks and bonds and lesser proportional holdings of cash 
investments and U.S. Government obligations. Further, those 
with the greatest proportional holdings of "other" investments 
or assets (the IRS data base does not further identify these) 
qenerally earned the lowest rate of return. 

For example, we compared the kinds of assets held by foun- 
dations earning 5 to 8 percent (the rate of return earned by 
most foundations) with foundations earning a 19-percent return 
or more (the highest return rate analyzed) and with those earn- 
ing a O-percent return (the lowest return rate analyzed). As 
shown in the attachment: 

--Foundations earning 19 percent or more had proportion- 
ately more cash and U.S. Government obligation invest- 
ments than the 5- to 8-percent earners or the O-percent 
earners --26 percent versus 17 percent and 9 percent, 
respectively. 

--Foundations earning 19 percent or more had proportion- 
ately fewer assets in the category "other" investments or 
"other" assets than the 5- to 8-percent earners or the O- 
percent earners --8 percent versus 9 percent and 19 
percent, respectively. 

--Foundations earning 19 percent or more had proportion- 
ately fewer corporate stocks and bonds than the 5- to 
8-percent earners; however, so did the O-percent 
earners --58 percent versus 71 percent and 62 percent" 
respectively. 

Also, as shown in attachments IX through XIII to my prepared 
statement, these observations generally hold true for the var- 
ious size foundations included in our analysis. 

Our observations, however, must be qualified. The data 
base we analyzed did not contain data on (1) the rate of return 
on investments over several years, {2) the degree foundations' 
investment strategy complemented their charitable goals, or (3) 
the degree of risk assumed by foundations to earn the rate of 
return. Further, our analysis did not. account for foundation 
earnings from long term capital gains because that source of in- 
come is excluded by law from the definition of adjusted net 
income. In addition, foundations c~I.d earn a very high rate of 
return without, for example, havinq a balanced mix of assets. A 

17 



foundation could invest essentially all of its resources in cor- 
porate stocks paying high dividends in relationship to the ac- 
quisition price and have essentially no investments in interest 
bearing cash deposits or U.S. Government obligations. Moreover, 
the rate of return can be substantially affected by changes in 
market conditions which can occur frequently. Thus, to reach a 
final judgment as to the merits of an individual foundation's 
investment strategy requires information not available on foun- 
dation returns. 

CHARITABLE AND OTHER 
EXPENDITURES OF FOUNDATIONS 

Foundation investment and earnings practices are only one 
side of the foundations' economic profile. The other side in- 
volves how foundations spend their financial resources. I would 
now like to discuss the statistical analyses we did to profile 
the financial expenditures of private foundations, particularly 
as they relate to charitable endeavors, 

Foundations are recognized as exempt from federal income 
tax because of their charitable purposes. To determine the 
degree to which private foundations direct their resources to 
serve charitable purposes, we analyzed IRS' sample of foundation 
returns filed for tax year 1979 to ascertain the type of ex- 
penses foundations incurred and the proportion of these expenses 
that were for charitable purposes. We then analyzed the 
relationship of charitable expenses to adjusted net income to 
determine the degree to which foundations applied their income 
to support charitable purposes. 

In general, our analysis showed that of the $3.5 billion of 
total expenses incurred by foundations, about $3.2 billion, or 
about 91 percent, were reported as disbursements for charitable 
purposes. The $3.2 billion of charitable purpose disbursements 
included $2.8 billion in contributions made to others and $.4 
billion of expenses associated with making the contributions or 
delivering other charitable services. To better put these ex- 
empt purpose disbursements in perspective with the available 
foundation financial resources, which I have previously dis- 
cussed, the $3.2 billion represents about 7 percent of total 
foundation assets at fair market value, about 54 percent of 
total foundation revenues, and about 123 percent of foundation 
adjusted net income. 

Although, on an overall basis, about 91 percent of total 
foundation expenses were reported as disbursements for chari- 
table purposes, only about two-thirds of all foundations re- 
ported charitable purpose disbursements at about that level or 
greater. Furthermore, some reported disbursing very little for 
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charitable purposes in comparison with their total expenses. 
Similarly, about 72 percent of all foundations reported chari- 
table purpose disbursements equaling at least 90 percent of 
their adjusted net income and some reported disbursing little 
even though their adjusted net income was quite large. The 
following sections of my testimony provide the details of our 
analysis and also explain how a foundation on the one hand can 
K eport little in the way of charitable expenses yet on the other 

and apply essentially all of its resources to charitable 
purposes. 

Extent of foundation charitable expenses 

To profile the degree to which private foundations direct 
their resources to serve charitable purposes, we analyzed their 
expenses to determine the types incurred and the extent to which 
these expenses were reported as disbursements for charitable 
purposes. We also performed similar analyses for a broader mea- 
sure of foundation charitable activities--qualifyiny distribu- 
tions. 

Private foundations, as shown in attachment XIV, incurred 
expenses totaling about $3.5 billion during tax year 1979. Of 
this total, foundations reported disbursing about $3.2 billion 
(91 percent) for charitable purposes. Charitable disbursements 
are defined by IRS to include gifts, grants, and contributions 
made to public charities and all necessary and reasonable admin- 
istrative expenses paid by the foundations for religious, chari- 
table, scientific, literary, educational, or other public 
purposes. In general, the remaining $.3 billion was spent to 
produce income-- including revenues earned while delivering 
charitable services --or to conduct other activities to sustain 
the foundations.8 

8The data base analyzed contained detailed information on 
categories of total foundation expenses and the portion of 
these expenses allocated by the foundations as disbursements 
for charitable purposes. IRS requires foundations to report 
disbursements for charitable purposes on a cash basis and to 
report total expense data as recorded in the foundations' books 
and records. However, IRS does not require disclosure of 
accounting principles used for reporting total expenses or the 
basis for allocations to disbursements for charitable 
purposes. Furthermore, foundations incurring expenses while 
engaging in charitable activities which produce revenues are 
instructed to report these expenses as charitable purpose 
disbursements only to the extent the expenses exceed the 
revenues earned. 
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We analyzed the $3.5 billion of total expenses to identify 
the types of expenses incurred and the extent to which those 
expenses were reported as part of the $3.2 billion in exempt 
purpose disbursements or the $.3 billion in expenses for other 
operations. In summary, as the attachment shows: 

--About $2.8 billion (about 79 percent of total expenses) 
was given as contributions to others to carry out 
charitable purposes. About 81 percent of'all foundations 
reported making these charitable purpose contributions. 

--About $269 million (about 8 percent of total expenses) 
was spent compensating officers, directors, and other 
employees, of which about $72 million (about 2 percent of 
total expenses) was attributable to officers and direc- 
tors compensation. Overall, about $220 million, or about 
82 percent of all compensation was reported as disbursed 
for charitable purposes. However, only about 9 percent 
of all foundations reported compensating their employees, 
and only 19 percent reported compensating their officers 
and directors. 

--About $89 million (about 3 percent of total expenses) 
was spent paying taxes, of which about $13.7 million, or 
about 15 percent, was reported as disbursed for 
charitable purposes. These amounts were probably paid to 
state and local governments, although the returns did not 
specify the nature of these payments. About 72 percent 
of all foundations reported paying taxes, and 18 percent 
reported some of these taxes as charitable disbu?sements. 

--About $81 million (about 2 percent of total expenses) was 
spent on outside professional services, such as account- 
ing, legal, and investment services, of which about $30 
million, or about 37 percent, was reported as disbursed 
for charitable purposes. About 47 percent of all 
foundations reported paying for outside professional 
services, and 28 percent reported some of these services 
as charitable disbursements. 

--About $235 million (about 7 percent of total expenses) 
was spent on "other" expenses of which about $181 
million, or about 77 percent, was reported as disbursed 
for charitable purposes. About 77 percent of all 
foundations reported "other" expenses, and about 49 
percent reported some of these "other" expenses as 
charitable disbursements. Further details on these 
expenses were not available from the data base analyzed. 

In addition, some foundations reported relatively small amounts 
of interest, depreciation, and rental expenses. 
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Althouqh in the aggregate about 91 percent of total founda- 
tion expenses was reported as being for charitable disburse- 
ments, not all foundations reported makinq charitable disburse- 
ments at this level, As shown in attachment XV, only about 73 
percent of the foundations which reported some expenses reported 
disbursements for charitable purposes amounting to 90 percent 
or more of total expenses. Furthermore, some foundations' char- 
itable disbursements seemed small in relation to their total ex- 
penses. For example, of the 3,426 foundations which incurred 
expenses totaling $100,000 to $l,OOO,OOO, about 55 reported 
making no charitable purpose disbursements and another 47 repor- 
ted makinq charitable purpose disbursements amounting to only 1 
to 39 percent of total expenses. Also, a few of the larger 
foundations reported making small charitable purpose disburse- 
ments in relation to their total expenses. 

The results are similar when using a more encompassing mea- 
sure of charitable purpose expenditures --distributions qualify- 
ing as charitable expenditures under the Internal Revenue Code's 
minimum payout provision. In general, such qualifying distribu- 
tions as defined in Section 4942(q) of the Internal Revenue Code 
include the charitable purpose disbursements I previously de- 
scribed, plus amounts paid for program related investments, 
amounts paid to acquire assets used directly to carry out 
charitable purposes, and amounts set aside for specific 
charitable purpose projects. These latter amounts would 
qenerally not be fully recognized by the foundation as expenses 
durinq the year. As shown in attachment XVI, only about 74 
percent of the foundations which reported some expenses reported 
making qualifying distributions equaling or exceeding 90 percent 
of total foundation expenses. However, we estimate that of the 
3,426 foundations reporting expenses totaling $100,000 to $1 
million, about 48 made no qualifying distributions and another 
46 made qualifying distributions of only 1 to 39 percent of 
total expenses. Also, there were some larger foundations in the 
two categories just discussed. 

It should be noted, however, that some foundations might 
have been applying more of their expenses to charitable purposes 
than was reported as exempt purpose disbursements or qualifying 
distributions. To the extent that a foundation's charitable 
activities produce revenues, such as charging for services 
provided to the public or operating a museum which charges 
admission, the foundation is required by IRS to report the 
associated expenses-- up to the level of revenue earned--as an 
expense for computing adjusted net income. Foundations are 
instructed not to classify those expenses as disbursements for 
exempt purposes. Accordingly, the IRS data base we used does 
not permit an analysis of this type of situation, nor does any 
other historical data maintained by IRS, 
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Foundation charitable expenses in 
relationship to earnings 

We also examined the relationship between foundations' 
charitable purpose expenditures and earnings. Again, we used 
two measures of charitable purpose activities--qualifying dis- 
tributions and disbursements for charitable purposes. We then 
expressed them as percentages of adjusted net income--a measure 
of earninqs that the Congress had defined as the amount avail- 
able for funding charitable purpose activities. 

As in the case of our analysis of the oercentage of founda- 
tion expenses used for charitable purposes, we found that the 
majority of foundations reported disbursing or distributing 90 
percent or more of their adjusted net income for charitable pur- 
poses. As shown in attachments XVII and XVIII, of the founda- 
tions reportins some adjusted net income: 

--about 59 percent reported making disbursements for 
charitable purposes equal to or exceeding their adjusted 
net income, 

--about 60 percent reported making qualifying distributions 
equal to or exceeding their- adjusted net income, and 

--about 12 percent reported such disbursements or 
distributions as amounting to 90 to 99 percent of their 
adjusted net income during the tax year. 

A few foundations disbursed or distributed little in rela- 
tionship to their adjusted net income. For example, of the 
2,691 foundations which earned adjusted net income of at least 
$100,000: 

--About 49 foundations, or almost 2 percent, made 
charitable purpose disbursements of less than 10 percent 
of adjusted net income and another 54, or about 2 
percent, made such disbursements equaling 10 to 30 
percent of adjusted net income. 

--About 40 foundations, or about 1 percent, made qualifying 
distributions of less than 10 percent of adjusted net 
income and another 46, or about 1 percent, made such 
distributions equalinq 10 to 30 percent of adjusted net 
income. 

It should be noted that these are 1 year disbursement and 
distribution statistics, and may not be indicative of the multi- 
year spending patterns of the foundations. For tax year 1979, 
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the Internal Revenue Code required most foundations to make 
qualifying distributions in an amount at least equal to their 
adjusted net income less certain taxes and adjustments. 
However, the Code also authorized foundations to apply any 
excess qualifying distributions from the 5 preceding years to 
their qualifying distribution requirement. In addition, the 
Code authorized foundations to make the required qualifying 
distributions during the year following the year of the earn- 
ings. The data base we analyzed did not contain sufficient in- 
formation to allow us to determine how these multi-year con- 
siderations affected private foundation expenditure patterns. 
Accordingly, our analysis was limited to the foundations' tax 
year disbursements for charitable purposes and qualifying dis- 
tributions. 

PUBLIC INFORMATION REPORTING 
BY TAX-EXEMPT PRIVATE FOUNDATIONS -- 

- NEEDS MORE ATTENTION BY IRS 

As we have discussed today, foundations hold vast resources 
dedicated to public purposes and provide considerable contribu- 
tions to support charitable organizations. Accordingly, the In- 
ternal Revenue Code requires private foundations to make exten- 
sive public disclosures on their return:; filed with IRS. Such 
information is useful to grant seekers f:or identifying those 
foundations most likely to fund their proposals and to IRS, the 
Congress, and the public for monitoring foundation activities. 
This subcommittee's inquiry is a good example of the uses of and 
need for such information. 

With reductions in federal spending, such as federal aid to 
education, health, and social welfare, many people will look to 
tax-exempt private foundations to help f'ill the gap; thus the 
need for complete and accurate public reporting by foundations 
will become even more important. In view of this, we recently 
evaluated for the Chairman of the House Government Operations 
Subcommittee on Commerce, Consumer, and Monetary Affairs, how 
well IRS assures that private foundatlorts comply with the re- 
porting requirements of the Internal Revenue Code. On May 11, 
1983, we testified before that subcommittee on our findings, 
conclusions, and recommendations. 
report shortly.g 

We expect to issue our final 

In summary, we found that private:? tounrlations generally 
comply well with those reporting requi.rr:aments which IRS, through 

gPublic Information Reporting By Tax-Exempt Private Founda- 
tions Needs More Attention By IRS (GAO,/GGD-83-58, Sept. 26, 
1983). 
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its actions, has identified as being necessary for tax computa- 
tion and enforcement purposes. Most foundations, however, did 
not comply as well with other statutorily required information 
that is useful to the public--information on grants, invest- 
ments, and foundation management. This is because IRS has de- 
voted less attention to enforcing those requirements. 

Specifically, our analyses of foundation returns filed at 
three service centers showed that: 

--About 79 percent of the foundations' returns did not 
report complete information on grants paid during the 
year. Most significantly, about 59 percent did not 
report complete grant purpose descriptions and about 72 
percent did not report grant recipient addresses. 

--About 31 percent of the foundations' returns did not 
report complete information on asset holdings. Most 
significantly, about 28 percent did not adequately 
describe all securities and other assets. 

--About 41 percent of the foundations' returns did not 
report complete information on those responsible for 
managing the foundation. Most significantly, 32 percent 
reported no information. 

To assure that the Congress" and the public's information 
needs for oversight and grant seeking purposes are met, we re- 
commended that IRS make certain administrative changes to better 
enforce those tax exemption reporting requirements. IRS agreed 
with our recommendations and is taking actions to strengthen its 
enforcement program and improve its management information sys- 
tem. These actions should help to assure that the public's 
oversight and grant-seeking information needs are met. 

CONCLUDING REMARKS 

To assure that private foundations serve public rather than 
private interests, the Congress enacted an extensive set of 
rules governing the operations of tax-exempt private founda- 
tions. ToZ,'ly, I have summarized the financial results of foun- 
dation operations --principally in tax year 1979--under those 
rules. 

Although sizeable revenues are flowing into foundations, 
and although foundations are retaining increasing portions of 
these revenues, the data, when measured in constant dollars, 
shows that the market value of foundation assets has declined in 
recent years as have foundation disbursements for charitable 
purposes. Even so, the majority of money paid out by the 
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private foundation community as a whole has been for charitable 
purposes --about $3.2 billion of $3.5 billion in total expenses 
for 1979, of which $2.8 billion was for grants or contribu- 
tions. Also, the charitable disbursements of many foundations 
equaled or exceeded their adjusted net income--the amount 
generally deemed available for funding charitable activities. 

Mr. Chairman, we believe that within the context of the 
law, a balance must be struck between the benefits to be derived 
from the operational freedom of private foundations and the need 
for regulation to assure that public purposes are served. Our 
statistical analyses of the financial aspects of foundation 
operations, standing alone, do not permit us to reach hard and 
fast conclusions as to whether foundations are properly bal- 
ancing their operations between serving the public and meeting 
their own financial needs and whether there is a need for more 
or less regulation. What the proper balance should be can best 
be determined through the legislative process and public debate, 
as represented by hearings such as these. We trust that the in- 
formation we have presented today will assist the subcommittee 
and the Conqress in making these determinations. 

This concludes my statement. 
to any questions.1° 

I would be pleased to respond 

10Following the hearings, Chairman Range1 requested that we 
respond to seven questions to complete the hearing record. 
Our response is included in this study as attachment XX. 
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ADDENDUM 

During the June 1983 hearings held by the House Ways and 
Means Subcommittee on Oversight, some participants said that the 
rules enacted by the 1969 Tax Reform Act were severe impediments 
to the contribution of private funds to create new grant-making 
private foundations. In particular, they were concerned that 
the information being considered by the subcommittee could lead 
to an opposite and, in their opinion, erroneous conclusion. 
Their concern with the data being considered was that it (1) ag- 
gregated information from both grant-making and nongrant-making 
foundations and (2) treated previously established charities as 
new foundations if they were subsequently reclassified by IRS as 
private foundations. To provide additional information about 
these concerns we developed this addendum from available IRS 
data after the hearings. 

As specified in our testimony, we did not consider the IRS 
data available for analysis to be sufficient for us to draw 
firm conclusions. One of our concerns is that the data avail- 
able did not permit us to make pre-act and post-act comparisons 
to evaluate the impact of the 1969 act on the number and growth 
of newly established foundations--either grant-making or 
nongrant-making --or the amount of private funds contributed to 
establish new foundations. 

Even so, given the concerns expressed above, we tried to 
develop some indication of the degree to which contributions 
have resulted in the creation of new foundations. In doing so, 
we used the best data available at the time we did our work. In 
essence, our analysis showed that the number of tax-exempt 
organizations recognized by IRS as private foundations have con- 
tinued to increase since 1969, but the rate of increase, parti- 
cularly for grant-making foundations, has been substantially 
less than the rate for the lo-year period prior to the act. On 
the other hand, foundation growth as measured by the percentage 
increase in contributions received has, over recent years, ex- 
ceeded the growth in the U.S. economy as measured by the Gross 
National Product. The following paragraphs present a detailed 
description of our analysis. 

In 1981, IRS' Statistics of Income Division completed a 
study of private foundations, in part, to identify the year in 
which private foundations obtained their tax exempt status. 
The study was based on a sample of returns filed by private 
foundations for tax year 1974. Those returns required each 
foundation to report, among other information items, the date 
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the foundation obtained its tax exemption letter from IRS and 
the amount of charitable grants made during the year, The fol- 
lowing table, which we compiled from the IRS sample estimates, 
shows the number of foundations that obtained tax exemption 
prior to the act and during the first 5 years after the act. 

Date of 
exemption 

Grant-making Nongrant- 
foundations making 

Number Grant Amt. foundations 
($000) 

Total 
foundations 

No year 
reported 730 19,194 443 1,173 

Before 1920 
1920 - 1939 
1940 - 1949 
1950 - 1959 
1960 - 1969 

1970 
1971 
1972 
1973 
1974 

(a) W W 
331 365,129 70 

1,774 343,355 297 
5,506 649,744 555 

10,077 433,734 2,017 
909 41,662 338 
802 20,011 290 
763 39,814 318 
539 22,666 270 
522 17,444 334 c- _- 

(a) 
401 

2,071 
6,061 

12,094 
1,247 
1,092 
1,081 

809 
856 

Total (b) 21,956 1,953,060 4,933 26,889 

a/Estimates are not shown separately because of the limited - number of sample returns on which they were based. 

b/Estimates are based on all sampled returns. 

As shown in the preceding table, an estimated 6,061 foundations 
(5,506 which reported making grants) obtained tax exemption 
during the 1950s; 12,094 (10,077 which reported making grants) 
obtained tax exemption during the 1960s; and 5,085 (3,535 which 
reported making grants) obtained tax exemption during the first 
5 years of the 197Os-- the first 5 years after passage of the 
act. 

In 1982, the Statistics of Income Division completed a 
second foundation study in which it updated the tax year 1974 
sample data with tax year 1979 sample data. In tax year 1979, 
however, foundations were not required to report the date that 
they obtained tax exemption. Thus, we could not update the 
analysis shown in the preceding table. We were, however, able 
to make some comparisons of the return estimates for the 2 
years. These comparisons, as shown in the following table, 
indicated some increase in the number of tax exempt foundations. 
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The post-1974 increase, however, was substantially less than 
would be expected when compared to the results of IRS' first 
study as shown by the preceding table. 

Description 1974 1979 
Percent 
increase 

Number of foundations: 
Grant-making 21,956 22,564 3 
Nongrant-making 4,933 5,416 10 

Total 26.889 27,980 

Although the data indicates that both qrant-making and 
nongrant-making foundations are increasing in numbers, it should 
be recognized that the data reported in the preceding two tables 
is based on the year IRS officially recognized an organization 
as a tax-exempt private foundation and not necessarily on the 
year in which the foundation was created. For instance, in 1964 
IRS sent out questionnaires to determine the exempt status of a 
number of organizations which had been filing exempt orga- 
nization returns without having applied to IRS for recognition 
of their exempt status. As a result of this mailing and subse- 
quent contacts, a number of foundations received exemption 
letters from IRS during the period 1964-1969 even though many of 
these foundations were organized prior to 1964. Also, in later 
years, some organizations classified as public charities were 
subsequently determined by IRS to be private foundations. Data 
is not available to identify the number of public charities that 
have been so reclassified by IRS and reported in the preceding 
tables. Conversely, data is not available to identify the num- 
ber of newly established foundations. 

Likewise, data is not available on contributions of private 
funds to create new private foundations. Data is available, 
however, on the total amount of contributions made to private 
foundations during certain years. As shown in the following 
table, contributions received by private foundations increased 
by about 88 percent from 1974 to 1979. To place this percentage 
increase in perspective, the increase in contribution dollars 
received by foundations has exceeded the financial growth of the 
U.S. economy as measured by the Gross National Product. 

Description 1974 1979 
Percent 
increase 

Contributions Received 
by Foundations 
($ millions) 

U.S. Gross National 
Product ($ billions) 

1,217 2,282 

1,379 2,358 

88 

71 
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Of the $2.3 billion contributed to private foundations during 
1979 as shown in the preceding table, about $2 billion was con- 
tributed to grant-making foundations and the remainder to 
nonqrant-making foundations. We could not further analyze this 
data because comparable contribution data is not available for 
1974. 

In developing the preceding tables, we presented data on 
both grant-making and nongrant-making foundations when avail- 
able. We did this because limiting consideration to only those 
foundations which reported making a grant during the tax year 
would understate (1) the value of the charitable expenditures 
made by the foundation community and (2) the potential for char- 
itable expenditures by the foundation community as indicated by 
the amount of their financial resources. To illustrate, of the 
estimated 5,416 foundations which did not make a qrant during 
1979, 2,854 (S3 percent) reported on their returns that they 
spent a total of about $253 million in making qualifying distri- 
butions-- amounts spent during the year in support of charity as 
defined by the minimum pay-out provisions of the Internal Reve- 
nue Code. In addition, of the estimated 2,562 foundations which 
reported making neither grants nor qualifying distributions, 
about 71 percent had assets totaling about $302 million: 49 per- 
cent earned revenues totaling about $111 million; and 28 percent 
received contributions totaling about $92 million. 
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ATTACHMENT XIX 

U.S. GENERAL ACCOUNTING OFFICE 
OBJECTIVES, SCOPE, AND METHODOLOGY 

FOR PROFILING PRIVATE FOUNDATIONS 

ATTACHMENT XIX 

In response to a March 11, 1983, request from the Chairman 
of the Subcommittee on Oversight, House Committee on Ways and 
Means, our objectives were to determine 

--the financial well-being of private foundations, as 
indicated by the rate of growth in their financial 
resources over the years, their major sources of 
revenues, the extent of their business holdings, and 
the rate of return on their investments and business 
operations: and 

--the degree to which private foundations use their 
financial resources for charitable purposes, as shown 
by the types of expenses they incur and the 
relationship between their expenditures for charitable 
purposes and their total expenses, as well as their 
earnings. 

To develop information on the foundations' financial 
resources and charity-related expenditures, we analyzed an 
available IRS computer data base containing a sample of returns 
filed by private foundations for tax year 1979. This data base 
was the most recent and complete source of computerized data on 
private foundations available to us for analysis within the 
time frames for this hearing. 

The data base was developed by IRS' Statistics of Income 
Division from a sample of private foundation returns processed 
by IRS during 1980. The sample was stratified on the basis of 
size of total foundation assets and selected at rates that 
ranged from 7 percent of foundations with assets of less than 
$25,000 to 100 percent of foundations with assets of $10 million 
or more. There were 9,438 returns in the sample drawn from an 
estimated population of 29,845 private foundations. While we 
did not review IRS' methodology in detail, we did look briefly 
at the procedures IRS followed to sample, process, and analyze 
the data and found them to be generally sound. We also 
performed limited checks on the data to assess its reliability. 

It should be recognized that any data analysis effort which 
-is based on a sample is subject to a certain amount of samplinq 
error. The size of this error generally depends on the size of 
the sample and how much the data varies for any given element. 
Our limited analysis shows that even though IRS' sample sizes 
are relatively large, the data varies considerably. Therefore, 
the figures presented should not be considered precise ones, 
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but rather indicators of the foundations' financial positions. 
On the other hand, because the sample size increased as book 
value of assets increased, greater reliability can be placed on 
the data for the larger foundations. 

In analyzing the data base for presentation at these 
hearings, we prepared numerous schedules and charts which are 
reproduced in the preceding attachments. The following 
summarizes the purposes of those charts and, where appropriate, 
the rationale used for selecting certain financial indicators to 
profile foundation activities, as opposed to other indicators. 

--Attachment II is a summary income statement that we 
compiled to show the sources of foundation revenues, as 
well as the number of foundations whose revenues 
exceeded expenses and the primary source of those 
revenues. For ease of presentation, we consolidated 
the revenue data reported on foundation returns into 
four categories--donation, passive income, business 
income, and other income. The donation category 
includes gross contributions, gifts, and grants 
received by the foundations, as well as dues and 
assessments. Passive income includes revenues from 
interest, dividends, rents, and royalties. Business 
income represents gross profits from busipess 
activities, and other income includes net gain or loss 
from asset sales not included in business income and 
the category "other" income. The expense category was 
similarly consolidated. Attachment XIV contains the 
detailed line items from the foundation returns 
comprising the four general expense categories listed. 

--Attachment III is a summary chart that we compiled to 
show the type of assets held by foundations at year 
end. Book value rather than market value was used to 
compile the schedule because the return only requires 
foundations to report this information based on the 
method the foundation uses in keeping its books and 
records. As with revenues and expenses, we consoli- 
dated similar assets reported on foundation returns for 
ease of presentation. Savings and interest bearing 
accounts and other cash accounts were consolidated as 
were net accounts receivable and net notes receivable. 

--Attachments VI and VII are summary charts that we 
compiled to measure the return foundations earned on 
their assets. The earnings measure we selected was 
adjusted net income. Generally speaking, adjusted net 
income, as defined by section 4942(f) of the Internal 
Revenue Code, is the amount by which a private 
foundation's revenue exceeds the expense of earning 
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that revenue. We selected this measure because during 
1979, the Code required most foundations to make 
certain charitable distributions in an amount at least 
equal to their adjusted net income, less certain 
adjustments. On the asset side we used two measures 
for comparison. We used book value of assets because 
the value of depreciable assets and land held for 
charitable purposes could be identified on the return 
and eliminated from the computation. On the other 
hand, since the book value of assets may differ 
substantially from the market value of assets, we also 
computed the earnings return based on foundation total 
asset market values. To compute the return rate for 
each foundation, we divided their adjusted net income 
by their asset values at year end. 

--Attachments VIII through XIII are a series of charts 
that we compiled to show whether differences in the 
type of assets held by private foundations affected the 
rate of return earned. The earnings return 
computations were based on asset book value at year end 
rather than market value because the foundation return 
instructions specify that the asset data is to be 
reported based on the method the foundation uses in 
keeping its books and records. As in attachment VI, we 
also excluded those assets which were identified as 
being held for charitable purposes to minimize the 
affect those assets may have had on the earnings return 
computation. The value of those assets are reported in 
attachment III. In computing the rate of return, we 
followed the same procedures used in compiling 
attachment VI. However, in addition to the overall 
chart in attachment VIII, we prepared five additional 
charts-- attachments IX throuqh XIII--to account for the 
various foundation sizes. 

--Attachment XIV is a detailed breakdown of foundation 
expenses that we compiled to show the types of expenses 
incurred and the extent to which these expenses were 
reported as disbursements for exempt--charitable--pur- 
poses. Charitable disbursements are defined by IRS to 
include gifts, qrants, and contributions made to public 
charities and all necessary and reasonable administrative 
expenses paid by the foundation for religious, charit- 
able, scientific, literary, educational, or other public 
purposes. We selected charitable disbursements as a 
measure of the foundations' charitable activities because 
of the broad nature of the measure and the fact that it 
could be applied to foundations regardless of the method 
of their operation. Some foundations make grants to 
others to carry out charitable activities, some directly 
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carry out charitable activities, and some do both. 
Therefore, if we considered only grants made by 
foundations, we would not account for all of their 
activities. Also, charitable purpose disbursements is 
the only measure reported on foundation returns that can 
be related to the various kinds of foundation expenses. 
However, as with any measure, it is not without some 
drawbacks. Some foundations might have been applying 
more of their expenses to charitable purposes than was 
reported as exempt purpose disbursements. To the extent 
that a foundation's charitable activities produce 
revenues, such as charging for services provided to the 
public or operating a museum which charges admission, the 
foundation is required by IRS to report the associated 
expenses --up to the level of revenue earned--as an 
expense for computing adjusted net income. Foundations 
are instructed not to classify those expenses as 
disbursements for exempt purposes. Accordingly, the data 
base analyzed does not permit an analysis of this type of 
situation, nor does any other historical data maintained 
by IRS, 

--Attachment XV is a chart that we compiled to show the 
extent to which private foundations make charitable 
purpose disbursements in relation to their total 
expenses. This attachment, which supplements the 
overall data reported in attachment XIV, ranks the 
foundations according to their disbursements for exempt 
purposes as a percentage of their total expenses. 

--Attachment XVI is similar to attachment XV in that it 
ranks foundations according to the degree to which they 
engage in charitable activities. However, it was 
compiled from a different measure of charitable 
activity-- distributions qualifying as charitable 
expenditures under the Internal Revenue Code's minimum 
payout provision. In general, such qualifying 
distributions as defined in Section 4942(g) of the 
Internal Revenue Code include the charitable purpose 
disbursements previously described, plus amounts paid 
for program related investments, amounts paid to acquire 
assets used directly to carry out charitable purposesI 
and amounts set aside for specific charitable purpose 
projects. These latter amounts would generally not be 
fully recognized by the foundation as expenses during 
the year. As with exempt purpose disbursements, 
measuring foundations' charitable activities by their 
qualifying distributions also has some drawbacks. 
Certain foundations may be reporting information on 
their returns which would indicate their qualifying 
distributions were quite small in relationship to their 
total expenses, -yet be using essentially all of their 
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assets for charitable purposes. Furthermore, as with 
the disbursements for exempt purposes, the data 
represents 1 year disbursement and distribution 
statistics, and may not be indicative of the multi-year 
spendinq patterns of the foundations. For tax year 
1979, the Internal Revenue Code required most 
foundations to make qualifying distributions in an 
amount at least equal to their adjusted net income, less 
certain taxes and adjustments. However, the Code also 
authorized foundations to apply any excess qualifying 
distributions from the 5 preceding years to their 
qualifying distribution requirement. In addition, the 
Code authorized foundations to make the required 
qualifying distributions during the year following the 
year of the earninqs. The data base we analyzed did not 
contain sufficient information to allow us to determine 
how these multi-year considerations affected private 
foundation expenditure patterns. Accordingly, our 
analysis was limited to the foundations' tax year 
disbursements for charitable purposes and qualifying 
distributions. 

--Attachments XVII and XVIII were compiled to show the 
extent to which foundations apply their earnings-- 
adjusted net income as previously described--to the 
conduct of charitable activities as measured by charit- 
able purpose disbursements--attachment XVII--and quali- 
fying distributions--attachment XVIII. These two 
measures of charitable activities are described in 
detail in previous sections. Roth attachments rank the 
foundations by the amount of their charitable activity 
as a percentaqe of their adjusted net income. 

To assist the subcommittee in reviewing the investment 
practices of private foundations and evaluatinq how foundations 
have operated under section 4943 of the Internal Revenue Code, 
we also analyzed microfiche records of the most recent 
foundation returns available as of December 1982--primarily tax 
year 1981 returns-- for private foundations reporting assets of 
$1 million or more. 

Generally, under section 4943, a foundation and all _ 
disqualified persons, such as the foundations' officers, 
directors, substantial contributors, and certain of their rela- 
tives, may not own together more than a 20-percent interest in a 
business. This section also provides a series of transitional 
rules for foundations which held stock on May 26, 1969. These 
transitional rules prescribe time periods for foundations to 
divest their excess holdings based on the extent of their hold- 
ings in 1969. One such divestiture period ends on May 26, 
1984. 
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In general, the excess business holdings provisions of 
section 4943 only apply if a foundation owns at least 2 percent 
of the voting stock and at least 2 percent of the value of all 
outstanding shares of all classes of stock, regardless of the 
ownership by disqualified persons. 

Of the 3,851 returns reviewed, 365, or 9 percent, reported 
owning a 2 percent or more interest in a for-profit business. 
We used the 2 percent figure because of the de minimis rule on 
excess business holdings, as specified by section 4943 of the 
Code. Although IRS does not require foundations to report any 
further information on the nature or extent of these holdings, 
foundations are required to report the identity, market, and 
book values of all stock held. Attachment IV is a listing of 
these 365 foundations, their two largest stock holdings, and the 
extent to which these holdings account for the total fair market 
value of the foundations' assets, Attachment v is a summary 
chart of the line item information shown in attachment IV. 

III addition to the previously described work, we also 
reviewed available IRS historical data on foundation financial 
resources. However, it should be noted that it is difficult to 
interpret this information or to determine long-term trends in 
private foundation growth for two reasons. First, data relating 
to private foundations has not been consistently or continuously 
kept over the years. Second, changes in the tax exemption laws 
make comparisons imprecise. 

Within these limitations, however, IRS' Statistics of 
Income Division published three studies on private foundations 
which covered selected years between 1962 and 1979. Attachment 
I contains selected data from these studies, as well as other 
data which we developed for 1980 and 1981 from information 
available in IRS' master file. To place the year-to-year data 
on the same basis so comparisons could be made in real terms and 
not in terms of inflated dollars, we applied the Gross National 
Product Implicit Price Deflator to the current dollar data. We 
selected this deflator instead of others because it is a broader 
measure of financial activity and, thus, is not as prone to 
substantial year-to-year variations as some other deflators. 
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GG3-210 

The Eonorable Charles B. Range1 
Chairman, Subcommittee on Oversight 
Committee on Ways and Means 
Eouse of Representatives 

Dear Mr. Chairman: 

August 19, 1983 

In a letter dated July 15, 1983, you requested that we 
respond to seven questions to complete the record of recent 
hearings concerning private foundations. 

Pour questions and our responses are enclosed. Our 
response to question six will be supplemented with some addi- 
tional information which we have requested from the Internal 
Revenue S&mice. we will forward this information to your staff 
as soon as we receive Ft. 

If you or members of the Subcommittee have any additional 
questions or need further assistance, plead cmtact us, 

Sincerely yours? 

Associate Director 

Enclosure 
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ENCLOSURE ENCLOSURE; 

Question (1): You have stated that your conclusions about *at 
foundations are doing are 'qualified" due to 
limited data. The Treasury Oepartamnt testified, 
similarly, that it did not have data necprrary to 
evaluate the impact of the 1969 act. 

*at kind of data is rreaded c.iat is not available 
now? 

-iTow can that data 5s obtained? 

GAO Resncnse: 

To evaluate the impact of the 1969 Tax Reform Act and/or 
develop a =rofile of private foundations* ooerations and activ- 
ities, one'would need substantial detailed data, However, data 
covering tl~ pm-1969 operations of private foutidations iS 8X- 
tremely limited. Post-1969 data, while more er;tensive, still 
lacks sufficient detail for evaluatim some of the more perti- 
nent aspects of private. foundat ion operations, The problem is 
further compounded in that the same data elements have not beah 
recorded from year to year so as to facilitate trend analysis, 
Thus, a mechanism is heeded for identifying the specific kinds 
of data that foundations should report and that the Government 
should record to provide an appropriate basis for oversight of 
foundation operations and for evaluating the effects that leqis- 
lation has had on those operations. 

If the necessaq data were available, an qffective evalu- 
ation of legislative impact would involve several steps, First, 
data on the pre-act environment would have to be collected and 
analyzed to identify problems and the extent of those problemsl 
Secund, data on the post-act environment would have to be col-. 
lected and analyzed to see if trends can be developed to deter- 
mine whether the problems still exist and, if so, to what 
extent. Through comparisons between pte-act and post-act data, 
insights could be obtained as to whether thC legislation is haw- 
inq its intended effect. In the instance of the Tax Reform Act 
of 1969 and its effect on private foundations, however, the 
available data does not readily lend itself to this kind of 
analysis. Neither IRS nor the Department of the Treasury devel- 
oped much information on the operations and activities of 
private foundations before 1969. In fact, data is available 
only for 1962 and the scope of that data is severely limited. 
The data is limited in that it did not cover all foundations 
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operating at the time because of uncertainties over the defini- 
tiOn of a-.private foundation* and in that it dealt Only With 
total measures of certain revenues, expenses, and assets. 
Neither did IRS retain data on foundation operations and actipc 
ities for the-years immediately following passage of the act- 
1969 through 1973, Therefore, pra-act and post-act cO'=parisons 
can not be readily made to evaluate the-impact of the 1969 
legislation. 

Similar data limitation problems complicate the task of 
developing a profile of foundation operations and activities. 
TO complete that task, ons would need oomprehknsive data, con- 
sistent in content, collected over a sufficient period of time 
to facilitate trend analysis, While more data is available for 
recht years, that data is neither sufficiently consistent in 
composition nor available for a sufficient period to permit con- 
clusions to be drawn on the effectiveness and efficiency of 
foundation operations and activities. For example, IRS' Statis- 
tics of Income Division has published studies dealing with pri- 
vate foundation operations and activities in 1974 and ?979.ThC 
1979 study encompassed.ovcr 150 data items recorded from each of 
a sample of 9,438 private foundation returns, Since 1981, how 
ever, IRS has routinely recorded and maintained computerized 
data on only 25 items. The retention period for this data is 4 
years. 

T!'!usr information shortomnings prohibit thorough evalu- 
ations of private foundation activities and the effects that 
leqislation has had on those activities. These shortcomings 
need to be resolved so that future evaluations can be made to 
mOre definitively answer questions that arise tirouqh the ovet- 
sight process, Bowever, determining precisely what information 
should be accumulated and recorded is not an easy task. In 
making those determinations, it is essential that consideration 
be given to the information needs of IRS, the Congress, and the 
public--particularly grant seekers and those interested in foun- 
dation accountability -as well as the cmt of meeting those 
needs. The needs of each should be balanced aqainst the cost 

'IRS would incur in collecting, processing, and compiling 
additional information and the cost foundations would incur in 
reporting that information, Therefore, as a starting point, 
information musers,m "providers," and "processors" should be 
brought together to discuss information needs, to identify 
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ENCLOSURE ENcEosuRE 

trade-offs between the benefits of complete information and the 
costs of making that information available, and to make the 
results of-their efforts known to the Congress. One group which 
could be so tasked is IRS' newly established 'advisory conrmittet 
on tax-exempt 

Question (2) : 

organization public reporting. 

What ways are there to evaluate private'founda- 
tions and which are the most useful to the 
Congress and the general public? 

GAO Response: 

There are several ways to conduct evaluations of private 
foutidations. To identify the best way, ona must first consider 
the issue of interest to the Congress or the general public. 
For example, some issues of in+pypst, such as whether founda- 
tions are increasing in nunabersl 
sound, 

becoming more financially 
or making more charitable grants, can perhaps best be 

addressed through monitoring national statistics compiled from 
foundation return information filed with IRS-provided, of 
course, that the data maintained ty IRS is sufficient, Other 
issues of interest to grant seekers, such as -the types and 
amounts of grants particular foundations make, may best be ad- 
dressed through a review of the returns filed'by those founda- 
tions. Still other issues, such as the effectiveness of found-a- 
tion investanent practices or identification of potential excess 
business holdings would probably be best addressed through a 
detailed study of a representative sample of individual founda- 
tions. This is because foundations are not required to report 
extensive information on their investment programs or holdings.. 

In general, the choice of evaluation method depends on the 
issue that is to be evaluated and the data available for ad- 
dressing that issue. 
method, 

In selecting an appropriate evaluation 
the following sources of information should be 

considered: 

--foundation return information computerized by IRS; 

-foundation returns filed with IRS and on file in many 
libraries: 
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-foundation responses to specific questions or 
questionnaires: and 

-foundzttion operational documents supplemented,by discus- 
sions with foundation managers. 

Question (31: What types of improvements can be made to the form 
990-PF to identify: 
-grantees; 
-potential excess business holdings: 
-the amount of administrative expenses actually 

spent on charitable purposes; and 
-the amount of "qualifying distributions" counted 

for purposes of meeting the minimum payout that 
actually flows out to charity? 

GAO Response: 

As previously discussed under Question (l), any changes to 
the reporting- requirements should be preceded by consideration 
of the information “users” need and the costs to the information 
"providers.*.and "processors" .- Accordingly, the, following poten- 
tial modifications to foundation reporting are suggested for 
such need versus cost considerations. 

Grantee information 

Currently, foukdations are not required to report to IRS- 
information describing grant recipients, such as information on 
the nature and size of their activities or on whether they are 
new mgrass-~oatsl organizations or well-established "tradi- 
tionalm organizations. According to some people interested in 
foundation activities,.such information would be useful in 
ascertaining the extent to which foundation support is directed 
to meeting new social problems as opposed tp sustaining tradi- 
tional organizations such as colleges, universities,. and hospi- 
tals. The return could be modified to report this information 
by using codes to categorize grant recipients and/or by provid- 
ing space to record the recipients' employer identification 
number. The former approach would actually describe the organ- 
izations on the return, the latter would pennit the development 
of the information from IRS files, 
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hformation on potential excess business holdings 

The Internal Revenue Code limits the extent to which foun- 
dations can own for-profit businesses. Generally, under section 
4943, a foundation and all disqualified persons, such.as the 
foundation officers, directors, substantial contributors, and 
certain of their relatives, may not own together more than a 20 
percent interest in a business. This section also provides a 
series of transitional rules which prescribe time periods for 
foundations to divest themselves of their excess business 
holdings. One such divestiture period ends on Yay 26, 1984. 

Currently, foundations are neither required to report the 
identity of stock holdings subject to the divestiture provisions 
nor the identity of the holdinqs of all disqualified persons. 
Similarly,'foundations are not required to report information on 
stock holdings they have divested to comply with the excess 
business holdings provisions. Without this basic information, 
it is most difficult to assess the effect the excess business 
holding provisions have had, or are having, on foundation ogefa- 
tions and activities. The return, however, could be modified to 
record this information. 

Administrative expense information 

Currently, private foundations are required to report to 
IRS all expenses incurred during the tax year accordinq to the 
following categories: 

-compensation of officers and directors; 
-other salaries and wages; 
-pension plan contributions and other employee benefits; 
-investment, legal and other professional services; 
-interest; 
-taxes; 
-depreciation, amortization, and depletion; 
-contributions, gifts, and grants made; and 
--other expenses (a supplementary explanatory list is 

required). 

Within each category, foundations are required to breakout the 
amount of disbursements for exempt purposes and the amount of 
expenses incurred in raising revenues. To do this, foundations 
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ah instructed to report dfsburseaents for exempt purpmes on a 
cash basis-, and to ye-t+ expmnses incurred fn raising revenues 
according to the accounting method (cash or acemall used in 
recording those l xpwmms In the foundations' books and records. 

Because foundations are not requited to identify admfnis- 
tratfve expenses incurred, there is no issurance that the amount 
of administrative expenses for charitable purposes can be deter- 
mined by reviewing the return. For example, in the instance of 
a foundation vhfch makes grants aa us11 aa directly carries out 
charitable activities (such as providing services to the coaman- 
ity), one cannot determine from revieving the return how much 
vaa *spent in the direct delivery of charitable services versus 
the amount spent to administer these samices or to administer 
grant programs. 

Another problem is that amounts reported by private founda- 
tions as disbursements for exempt purposes may, under certain 
circumkances, understate both the charitably expenses actual&y 
incurred and the amount of wsociated administrative expenses, 
Specifically, foundations vbich engage in charitable activities 
that &so produce revenue ara instructed to.report associated 
expensea as disbursements for exempt purposes only to the extent 
that the expenses exceed the revenue earned. Therefore, the 
amount reported as a disbursement for exempt purposes uould not 
account for the full cost of the charitable activity. Neither 
would the total amount of administrative expense be readily 
determinable. 

To the extent a better measure of administrative expenses 
is needed to facilitate oversight of private foundation optra- 
tions, appropriate modifications could be made to foundation 
returns so that the needed information could be obtained. 

Qualifying distribution information 

As a condition for tax erenpt statusr the Internal Revenue 
Code requires foundations to incur certain kinds of costs which, 
in total, are to equal or exceed a. computed minimum. These 
costs are called qualifying distributions. Currently, founda- 
tions are required to report the following major components of 
their qualifying distributions: 

-total disbursements for exempt purposes, 
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-amounts paid for program related investments, 

-amounts paid to acquire assets used (or held for use) 
in directly carrying out charitable purposes, and 

--amounts set-aside for specific charitable purpose 
projects. 

Of these components, the most significant in term of dollar 
volume is disbursements for exempt purposes. In 1979, this com- 
ponent accounted for about 44 percent of total qualifying dis- 
tributions. 

Notwithstanding the significance of exempt purpose dis- 
bursements..in determining whether foundations have made the re- 
quisite total of qualifying distributions, the dctual amount of 
exempt purpose disbursements that flow out to charity cannot be 
readily determined from the information presently reported on 
the return. This is because the direct disbursements and the. 
administrative expenses of making those disbursements are re- 
ported as a compxite total. As mentioned in the discussion 
above, modifications to the return could be made to capture this 
information if a better measure of charitable disbursements is 
desired. 

Question (4): How many foundations pay out for charitable pur- 
poses more than the minimum required? 

GAO Response: 

For tax year 1979, the Internal Revenue Code required most 
foundations to make qualifying distributions in an amount 
equalling the greater of adjusted net incume of the foundation 
or the ruin- return the foundation was expected to earn on its 
invested assets (essentially 5 percent of the value of those 
assets) less certain taxes and adjustments.‘ Our analysis of tax 
year 1979 data showed that of the 23,280 foundations which re- 
ported a required distribution of at least one dollar, about 2 
percent made qualifying distributions equalling the required 
amount and &bout 60 percent exceeded the required distribution 
amount. A breakdown of the 23,280 foundations by percentage of 
qualifying distribution to required amount is shown below. 
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E%rCentaqe Percentage of Foundations According to 
Range of 1979 Required Distribution Amount 
Qualifying Dis- Sl $25,000 $100,000 $1 Million 
tribution To to to to 
Recruired Amount ::24,3?3 s99,999 $999,999 

1 19 
20 t': 39 
40 to 59 
60 to 79 
80 to 99 

100 
10'1 to 119 
I20 to 149 
150 to 199 
200 to 299 

9 
s” 

12 
2 

12 
a 
6 
6 

3 3 
3 3 
5 S 

12 12 
24 32 

3 3 
19 17 
11 a 

6 6 
5 4 

300 and over 30 10 7 

Total 100 100 100 

Number of 
Foundations 17,190 3,582 2,158 

Note: Details may not total due to rounding. 

and 
over Total 

1 
1 
6 

1s 
41 

1 
16 

a 

3’ 

100 

350 ?3,280 

The Internal Revenue Code authorizes foundations to 
any excess qualifying distributions from the 5 preceding apply 

years 

8 
2 

i 
16 

2 
14 

i 
6 

25 

lCi0 

to offset their distribution requirement. In addition, the Code 
authorizes foundations to make the required qualifying distribu- 
tions during the year following the year of earning. However, 
the data base we analyzed did not contain sufficient information 
to allow us to determine how these multiyear considerations af- 
fected private foundation expenditure patterns. Thus, the dis- 
tribution statistics for 1979, standing alone, may not be indi- 
cative of the multiyear spending patterns of the foundations. 

guestion (5): The Council on Foundations and others state that 
the 1969 Act has caused a dramatic decline in the 
creation and continuation of private foundations. 
Does your statistical analysis support this view? 
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GAO Response:. 

Our analysis of available IRS historical data shows that 
private foundations have continued to increase in numbers and 
financial strength since 1969. The rate of their growth in mm- 
bars, howeverc has been substantially less than the rate for the 
10 year period preceding the act. On tile other hand, their fin- 
ancial growth, as measured by the percentage of increase in the 
dollar value of contributions received by foundations, has ex- 
ceeded the percentage of growth in the U.S. economy as measured 
by the Gross National Product. 

In 1980, IRS' Statistics of Income Division completed a 
statistical analysis of the returns filed by private foundations 
in 1974. Those returns required each foundation to report the 
date the foundation obtained its tax exemption letter frcam.IRS.. 
As shown in the following chart, which we compiled from the IRS 
data. 6,061 foundations obtained tax exemption during the 195gs, 
12,054 during 
of the t970s. 

Date of 
Exemption 

Grant Making Non Grant 
Foundations- Making Total 

Number Grant Amt. Foundations Foundations, 
($000 1 

No Yealr 
Reported 730 19,194 443 1,173 

Before 1920 + l l l 

1920 - 1939. 331 365,129 70 401 
1940 - 1949 1,774 343,355 297 2,071 
1950 - 1959 S,506 649,744 55s 6,061 
1960 - 1969 10,077 433,734 2,017 12,094 

1970 909 41,662 338 1,247 
1971 802 20,011 290 I,092 
1972 763 39,814 318 1,081 
1973 539 22,666 270 a09 
1974 522 17,444 334 856 

Total 21,956 1,953,060 4,933 26,889 

the 196Os, and 5,085 during-the first five years 

*Estimate is not shown separately because of the limited 
number of sample returns on which it was based. Eowever, 
the data are contained in the appropriate totals. 

Note: detail may not total due to rounding. 
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In 1982, the Statistics of Income Division completed a 
study in which it updated the 1974 data with 1979 data. In 
1979, howtier, foundations were not required to report the date 
that they obtained exemptiorr. Thus, we could not update the 
analysis in this respect, We were, however, able to make some 
comparisons of the return data for the 2 years. These compari- 
sons, as shown below, indicated a more limited growth in the 
numbers of foundations between 1974 and 1979 than for the 1970 
to 1974 period. On the other hand, when measured against the 
percentage increase in the Gross National Product, the growth in 
contribution dollars received by foundations has exceeded the 
financial growth of the economy as a whole. 

Description 
Number of Foundations: 

Grant-making 
Non grant-making 

Total: 

1974 

21,956 

1979 

22,564 

Percent 
Increase 

2.8 
9.8 
4.1 

Contributions ($ millions) 
Received by Founda- 

tions 1,217 2,282 87.5 

0-S. Gross National 
Product ($ billions) 1,379 2,358 -71.0 

guestion (6): In 1969, Mr. Patman submitted to the Committee on 
Ways and Means a list of private foundations with 
substantial holdings of nationally-known corn- 
panics, Does your data reflect how many of these 
foundations continue to hold this stock? 

GAO Response: 

In testimony given February T8, 
on ways and Means, 

1969., before the Comtittee 
Congressman Wright Patman listed 29 private 
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foundations having substantial stock holdings of nationally- 
known companies. We updated the status of the holdings of 23 of 
those 29 pirivate foundations based on the most recent returns 
the foundations had filed with IRS as of December 1982. We will 
arovide information on the status of the other 6 foundations as . 
soon as IRS locates the returns. 

Nine of the 23 private foundations no 
the nationally-known companies: 

.Private 
Foundation 

Wm. T. Morris 
Foundation 

Ford Foundation 

John A. Rartford 
Foundation 

Norton Simon 
Foundation 

James Irvine 
Foundation 

Kresqe Foundation 

DeRance Inc. 

Woods Charitable 
Fund, Inc- 

8. J. Kaiser 
Foundation 

Company 

American Chair 6 Cable 
Co., Inc. 

Ford Motor Company 

Great Atlantic and 
Pacific Tea Co. 

Runt Foods and 
Industries, Inc. 

Irvine Company 

S.S. Kresge Co. 

MiDr Brewinq Co. 

Sahara Coal- Co., Inc. 

Kaiser Industries 
Corp. (Liquidation 
of company commenced 
April 20 1977) 

longer own- stock in 

Company Stock 
Owned as Reported 

in 1969 
Typa Percentl. 

Capital 
Voting 

Class A 
Nonvotinq 

Common 
Voting 

Common 
Voting 

Colmton 
Voting 

Capital 
Voting 

common 
Voting 

Preferred 
Nonvoting 

Common 
Voting 

Common 
Voting 

17% 

100% 

34% 

8% 

53% 

22% 

47% 

36% 

24% 

15% 
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Fourteen of the 23 private foundations still own stock in the 
nationally--known companies: 

Private 
Foundation Company 

Company Stock 
Owned as Reported 

in 1969 
Type Percent 

Alman Foundation 

Moody Foundation 

Cannon Foundation 

Duke Endowment 

Olin Foundation, 
Inc. 

Howard Heinz A. J. Keinz Co. Common 
Foundation Voting 

W.K. Kellog 
Foundation Trust 

Kellog- Co, Common 
Voting 

Lilly Endowment 
Xnc. 

Eli Lilly & Co. Common 

McDonnell 
Foundation 

McDonnell Air- Common 
craft Corp. Voting 

(Name changed to 
McDonnell Douglas 
Corp. on April 28, 1967) 

Danforth 
Fbundation 

8. Altman L Co. Capital 
Voting 

American National Common 
Ins. Co. Voting 

Cannon Mills Co. Common 
Voting 

Duke Power Co. Common 
Voting 

Federal Cartridge Common 
Corp. Voting 

Preferred 
Nonvoting 

Ralston Purina Co. Common 
Voting 

95% 

35% 

16% 

57% 

100% 

100% 

1.7% 

51% 

24% 

7% 

20% 

Current 
Percent of 

s todc 
Owned a/ 

98.0% 

25.7% 

8.5% 

18.0% 

lOO,O% 

100.0% 

7.7% 

47.5% 

18.0% 

2*1% 

5.2% 
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Company Stock Current 
Owned as Reported Percent of 

Private 
Foundation Company 

in 1969 Stock 
Type. Percent Owned a/ 

Phoebe Waterman Rohm & Baas Common 
Foundation Voting 19% 18.2% 

(Now the William 
Penn Foundation) 

Pew Memor iaJ 
Trust 

Sun Oil CO. common 
Voting 22% 15.0% 

Timken 
Foundation 

Timken Roller Common 
Bearing Co. Voting 10% 3.9% 

(name changed to 
Timken Co, April 20, 
1970) 

Charles Stewart United States Sugar Common 48% 24,8% 
Mott Foundation Co, 

fi/Source is microfiche copies of tax returns, form 9909PF, furnished 
in December 1982 by IRS for the most recent available year for 
private foundations with assets of more than $1 million; atid sup-- 
plemented with information from CDE Stack Ownership Directory 
Series No. S (July 1981) published by the Coerate Data Exch&c, 
Inc.; Standard Corporation Descriptions , published by Standard and 
Poor's Corporation, 198.3: an official at Federal Cartridge Corp., 
Anoka, Miniessta; Mew Yo& Times, August 11,. 1982; 0'~: Moody's 
Industrial Manual, 1979 to 1982, 
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Question (7): Should we conclude from your analysis of rates of 
return on various foundation investments (page 9 
of your statement) that if diversification of 
investments were required, more monies would be 
available for charitable purposes? 

Response: GAO 

Oirr objective Ln analyzing foundation investments was to 
determine if differences in the general categories of private 
foundation assets- such as investments in corporate stocks and 
bonds, cash investments, government securities, or other invest- 
ments- affected the rate of return earned during 7979. While 
the.'data available adas sufficient for us to achieve our objec- 
tive, it was not sufficient for measuring the effect of port- 
folio diversification. To make that measure, one would need 
additional data including (1) the rates of return on investments 
over several years, (2) the degree foundations' investment 
strategy complemented their charitable goals, (3) the degree of 
risk assumed by foundations- to .earn the rate of return, (4) the 
long term capital gains earned, and (5) the earnings of each 
security. Typically, this information, together with other 
information such as the type .of industries invested in and the 
performance of alternative investments, would be needed to 
analyze the effect of portfolio diversification, 

In summary, existing data does not permit us to reach 
informed conclusions regarding the impact that a diversified 
investment portfolio might have on a private foundation's abil- 
ity to pay out more for charitable activities. However, it is 
generally recognized as an investment principle that an effec- 
tively constructed investment portfolio should be diversified to 
minimize the portfolio's risk. One effect of diversif ication 
would be to provide a more constant level of income. Thus, 
while diversification of a foundation's portfolio may not always 
provide a higher rate of return and thereby make more monies 
available for charitable purposes, it should provide a more con- 
sistent level of income to meet charitable objectives. 

(266165) 
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