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TAX INCENTIVES AND CHARITABLE CONTRIBUTIONS IN THE
UNITED STATES: A MICROECONOMETRIC ANALYSIS

Mariin 5. Fe:l::ls.tv.':inJr and Charles Clotfelter®

Introduction

This study uses household survey data to estimate the effects of the income tax
treatment of charitable contributions. The basic estimzies indicate that charitable
giving responds to the opportunity cost of giving with a price elasticity of -1.15; the
income elasticity is (.82, These values are quite rohust to altemnative specifications and
to different restrictions of the sample. They are also very similar @ the estimates
chiained in 2 prevlous shrdy using a very different type of aggregate data for 1943
through 1968 An analysis of possible interdependence among individuals reaches the
negative conclusion that an individual’s tatal giving does not depend on the amounts
given by others at his incorne level of with higher incomes. The paramater estimates
are used to simulate four alternatives to the current tax treatment: complete
efimination of the current deduction; replacement of the deduction by tax credits of
20 percent or ) percont; and constructive realization of gifts of appreciated assets.
The analysis shows that becavse of the current tax ireatment, philanthropic
organizations receive more in additional Funds than the Treasury loses in foregone
FEVENUE,

The American public sector relies substantially more on private nonprofit
instifutions than is common in meost other countries. Higher education, health care,
the wvisual and performing arts, and general community services are produced by
voluntary institutlons, Even when these instikutions receive most of their income from
user charges and public funds, they depend on private contributions to provide the
basic "equity capital™ and to support new ventures,!

The federal income fax law allows the value of contrlbutions o be deducted in
calculating taxable income. The “price™ of one doflar's contribution to a philanthropic
crganization, measured in terms of foregons income after tax, therefore varies
inversely with the individual's marginal lax rate. There are today a number of widely
discussed proposals for changing the tax treatment of charitable contributions. These
include the complete abolition of the deduction, the substitution of a systern of By
credits, the introduction of 2 “floor” with a deduction or credit only for contributions
above that level, and varicus modifications of the tax treatment of appreciated assets.®
The cumrent paper will not attempt to deal with the complex and wide-ranging issues
raised by these proposals. Our facus is on the empirical issue of the magnitude of the
price and income elasticities of charitable contributions. These parameters are crucial
for the evaluation of the impact of any proposed change.

There has been substantial controversy about the extent to which current tax rules
affecl the magnitude of charftable contributions. The earliest econometric evidence
was Faussig's strdy of the 1962 Internal Revenue Service Tax File, a stratified sample
with 70,596 individual federal income tax returns with itemized deductions, * Taussig's
ofter quoted conclusion was that the deduction has {ittle or ngp effect on the total
volume of charitable contributipns. More specifically, Taussig's parameter astimates
indicated a price elasticity of less than 0.10, and therefore implied that for each doltar

T Professor, Departmant of Ecanomlcs, Harvard Uiniversity.
* professor, Dapartmant of Economics, University of Maryland,
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of patential revenue forsgone by the Treasury, charities receive less than ten cents in
contributions. An crror in Taussig's anpalysis, the accidental cmission of 22,918
observations, makes this conclusion guestionable* There are, moreover, serious
problems with Taussig's specification and method of estimation.* A reanalysis of the
1962 data with the full sample indicates a price elasticity of approximately one.*

Schwartz used aggregate time series based on the sammaries of 1ax returns that are
published by the Internal Revenve Service.” The estimated price elasticities differed
among income classes and between the prewar and post-war periods but averaged
about 0.6. Unfortunately, the relatively small number of observations and the use of
separate =ammles by income groups precluded precise estimaticn: more than half of the
estimated price elasticities are less than twice their standard error, Feldsizin® used a
tirme series of cross sections based op the value of itemized charitable contributions in
each adjusted gross ingome class for even vears from 1948 through 19568, The
estimates indicate that the volume of charitable contributions is quite sensitive 1o the
price of ghving that is implied by the tax treatment; zlmost zll of the estimates of the
price elasticity are absolutely greater than one.

The studies by Taussig, Schwartz, and Feldstein all suffer from the limits imposed
by the use of the official tax return data, Perhaps the mast serious problem is the lack
of information on permanent ecenomic income 2nd on wealth. Adjusted gross income
becomes a less adequate measure as income rises. Similarly, the influsnce of wealth
tather than current income is likely to be important at high income kevels, A sscond
important shortcoming is the restriction to taxpayers with jtemized returns, While this
restriction s unimportant for high-income individuals, it eliminates substantial
information on the behavior of those with lower income. Demographic characteristics
{age, sex, maritai status, and race}, educational background, occupation, and other
persanal attributes that influense giving may be correlated with income and price
variables in 2 way that biases the estimates of the price and income elasticltles.

The current study presents a new bype of evidence about the effects of the income
tzx treztment of charitable contributions that avoids the restrictions impased by the
official tax retum data By using household survey data, we are able to relate
charitable giving to sconomic income, wealth, tax rates, and personzl characteristics. 1t
is very reassuring that the estimated price elasticities are very close 1o the values
obtained in Feldstsin® despite the substantial differsnces it the nature of the data and
the level of apregation.

Chapter | describes the survey dzta and indicates the definitions used to construct
the key varighles. Chapters 11, 111, 2nd |V present the basic parameter estimates and
examine whether the price elasticity varies among weaith or income groups. The
special problem of gifts of appreciated property is studied in detail. Chapter v
specifies and estimates alternative models of Interdependent behavior in which sach
individual"s coniribution depends on the volume of contributions made by others
Simulatiens of the effects of four possible tax changes are presented in Chapter VI,
There is 2 brief concluding section.

I
DATA, SFECIFICATION AND DEFINITIONS

In 1963 and 1964 the Bowrd of Governors of the Federal Reserve System
vonducted a rational survey of the income, assets, and savings of 2,164 households !
With the assistance of the Intetnal Revenue Service, the survey was able to greatly
aversample high-Income individuals; for example, 18 percent of the sample but less
than 1 percent of the populaztion had 1962 incomes over $25,00. For the current
znalysis we eliminated z relztively small nember of houssholds that did not report one
or more key variables (charitable giving, Income, age, children, and saving) or that
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reported a negative net worth. A further group with very low 1963 zdjusted gross
imcome fless than $1,721) was also ellminated ! The final sample contains 1,406
households

The equations that we have estimated relate charitable giving (G} to disposable
income [INC), the price of giving, that is, net cost to the donor per dollar received by
the donee (P}, net worth (W), and additional variables measuring e and other
personal characteristics (X). The basic specification uses a loglinear equation 1o
estimate constant elasticities with respact to INC, P, and W:

G~y * 6y InINC,+ 6, InP 63 tn W+ T BX; g (1)

Alternative specifications zlfowing more general nonlinear relations will be described
below,

The survey obtzined information on 2l charitable giving in 1963 {5), including gifts
of assets as well 25 of cash. The wirvey estimate of mgregate giving agreed quite closely
with the officizl Inmternal Revenue Service value; for itemized retwems, actual 1952
giving was $7.5 billion and the corrosponding survey estimate for 1963 was $6.2
bilion.'? Ome can only speculate on how much of the difference is due to
underreperting in the survey and how much to overreporting in the tax retums!? In
principle, the survey contains information an the value of gifts eo trusis but it is not
clear how accurately this informat ion reflects the actual value of such gifts. There is no
information on gifts of services, gifts made by corporations that the donors conirol, or
anticipated testamentary bequests.

The comrect concept of disposable income for this study is total income minus the
taxes thar would be due if no charitable contributions were made?? The basic
measure of disposable income (YD) in this study uses otal income received in 1963
minus an estimate of the fax that would be due with no contribution; the method of
estimating the tax is desaribed below. To approximate permanent income, an average
of this disposable income measure for 1962 2nd 1963 has alsa been used: YDP = QU5
{YD + YD&2).'$

There are two disadvantages with this common measre of permanent income: }1]]
it uses only income received and excludss the accrued gains on various assets: ard (2
it uses only two years' [ncome data while the Individual may base his own perception
of permanent intome on much more information. The first of these may not be a very
serious problem because the basic specification of equation 1 includes the value of
wezlth., Mevertheless, this does not allow for the fact that different portfolios have
different amounts of accrued income and realized income nor for the differences in
the contribution of wealth to permanent income at different ages. We have therefore
constructed as an altermative measure of permanent jncome the value of the annuity
that the individual ¢ould obtain from his current wealth and labor income. More
specifically, YDA is the sum of the current labor income and the annual payment of
an anrmuity based on the head of the household's age and an interast rate of 5 percent,
het of the tax that would be due if re charitable conttibutions were mades 18

The apnuity measure of permanent income is still restricted to using current labor
income 1o approximate permarent labor income. A quite different approach to
measuring pertranent income can be based on rhe permansmt income theory of
consurnption. Because of the loglingar form of equation 1, we must restate the
permanent income mode! in 2 multiplicative form:

C =k YPU {2)

Y = YPV (3)
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where  is actual consumption, YP is permanent Tncome, ¥ is actual income and U and
¥ are multiplicative random arrors. o addition, In U 2nd 1nY are independent of each
ather and af Tn YP. I¥ permanent inceme fs more closely correlated with current
consumption than with current fncome, it is advantagecus to replace 'NGC in equation
1 by consumption and to use current Income as an instrumental varfable In the
estimation procedures.! T For this method of measuring permanent income, we inchide
charitable contributions in the definition of total consumption'® and use Y[t as the
measure of current incame,

The price of charitable giving (P) is the amount of after-tax income or wealth that
the individual foregoes 0 add one dollar to the reczipts of a donee. If the individual
uses the “standard deduction,” that 15, If he does not itemize his deductions, his price
is 1 regardless of his marginal rate. If the individual itemizes his deductions and his
marginal rate is m, the price of a one dollar cash contribution is -m. For this purposs,
we define m as the marginal rate applicable to the first dollar of charitable
coniributions, An individual who gives a very substantizl amount in relacion 1o his
income will lower his marginal rate as wel! as his tax lizbliity. We have not liwvestigated
the implications of using an endogencous value of P based on the last doifar of giving or
the average cost far the entire gift. 19

Coniributions of appreciated assets creats a speclal problem for measuring the price
of charitable giving. When 2n asset [s given away, its fufl value can be deducted from
the donot’s taxable income but there is no constructive realization and therefore no
tax to be paid by the donor on the capital gain3® The opportunity cost [price) of a
gifr that is given in the form of an appreciated asset therefore depends not anly on the
[ndividduzl"s marginal tax rate bui zlso on the fraction of the asset’s value that is
accrued capital gain and on the alternative disposition of the asset. An example will
clarify the way in which these variables determire the relevanl price. Conslder an
individual whose marginal rate s 40 percent and who conternplates denating an asset
that is now worth $100 and for which he originally paid $30. if he gives the asset
away, he reduces his taxable income by §100; he therefore reduces his tax fiability by
$40 and thus increases his after-tax income by 5$40. IF he instead sells the asset, he
pays a tax of $14 (half of his marginal rate on the capital gain of $70) and increases his
after-tax income by $36. For this individual, the opportunity cost of the $100
contribution is therefore $46 of faregone consumprion. If the price is defined in terms
of foregone consumption, the price of the gift is P=0.46. This price clearly depends on
the ratic of the asset's original cost {or basis) (o its current value: an original cost of §1
Implies =040 while an original cost of $100 implies P=0.60, More generally, P=1
-me(1-Bf¥)-m where ¥ is the current value of the asset, B is its basis or original cost, m
is the marginal tax rate on income and mé is the marginal tax rate on capital gains; in
1553, mc = 0.5m with a maximum of 0.25.

The preceding calcuiation defined the opportunity gost of a denated asset in terms
of foregone immediate consemption, that is, K assumed that if the asset were not given
away it would be sold in the current year. The price is higher and the caleuiation 3
more complex if the opportunity cost is defined in terms of foregone saving or wealth,
that is, If it is assumed that the asset would not otherwise be so0ld in the curtent year.
The individual in the preceding example could retain the $ 100 asset or he could give it
away and add the $40 tax saving o his wealth, Yiewed in this way, his opportunity
cost price is 0.80, the same as for contributions of money; moreover, this price is
independent of the ratio of the capltal gain to the present asset value. Since the
indivicdual who does noc give away the asset also has a future 1ax liability, this tends to
owerstate the opportunity cost of a prospective contributhon. However, by pastponing
the sale of the assef the individiral <an substantially lower the present value of the tax,
and if the asset is mever scld during the individual's lifetime, the capital gains tax
liability is completely eliminated when the asset passes at death.?!
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It has not been possible to reflect accurately the fulli complexity of appreciated
aset gifts Although the fraction of total contributions in the form of assets is known
for each indwvidual, thers is no data on the ratic of original cost to the cyment value
for such assets. There is of course no information on what would have been done with
such assets if they had not been contributed. The price of gifts of appreciated assers
can therefore be known only conditienal an an assumed ratio of bastis to value,
Moreover, with the sarme ratic of basis to value for all households, the prices of cash
gifts and of asset gifis are very highly comelared. In practice, we have constructed a
price index as a weighted average of the cash price and asset price using the share of
contributions in the form of assets for all households in the same broad income
class?? A maximum likelthood procedure, described below, was used to estimate an
appropriate ratio of basis to current value.

The survey did not specifically ask for the individual's marginal rate or taxable
incorme ot even whether the faxpaver ltemized his deductions. To estimate this
informaticn we begin by calculating adjusted gross income [AGI) as the sum of income
from all taxable sources plus short-torm capital gains plus half of long-term capital
gains.23 We then classify the taxpayer as an itemizer or non-itemizer in the following
way.2* We calculate the exemptions and standard deduction that the taxpayer would
kave H ke did not Jtomize and find the resulting tax liability by consulling the
appropriate tax schedule. We then estimate the taxpayer's potential deductions
{excluding charitable contributions] as the sum of 5 percent of the value of owned
residences?® plus a percentage of AGI that varies by AGI class to represent other
itemizable deductions.®® The tax liability, if the taxpayer itemizes, is then calcaulated
and compared with the liability if the standard deduction is used. The &xpayer is
ascumed 1o choose the method that mindmizes his tax lability. The appropriate tax
smecllﬂe then defines the marginal tax rate and the corresponding rate for capital
gains

Each family"s net worth (W] is defined as the algebraic sum of the value of portfalio
and other imestment assets, business assets, real estate and automebiles, minus the
value of all debte This definition thus omits consumer duratles {excepr automobiles),
the cash value of life insurance, and the present value of future pension rights and
social security benefits

The remaining variables will be defined as they are introduced.

]
THE BASIC PARAMETER ESTIMATES

Parameter estimates for the sample of 1,406 househalds are presented in equation
4:

nG=-542+080 1n YD - 1.55 In P
{0.15) (0.31)

+0.10 1n W +0.12 AGE3554 + 0.25 AGE5564
{0.06) {0.213 {0.25)
{4}
+ 0.49 AGEBS+
{0.30)
R? = .20
N = 1406
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The income elasticity is 0.%0 and the price elasticity is -7.55; despite the potential
problem of collinearity betwsen income and price, the standard errors of the
elasticities are quite small. Although the wealth elasticity is relatively low, the very
substantial range of wealth within each income class implies that wealth differences are
responsible for a substantial part of the variation in confributions. Although the
individua age dummies are pot statistically significant, the coefficients suggest that
giving rises substantizlly with age: families in whick the haad is between 35 and 54
vears old give 12 percent more than similar families in which the head is under 35; for
55 1o &4 year olds, the difference is 25 percent, and for those over G5 the difference is
49 percent.

Table 1 compares the basic parameter estimates for different definitlons of (heome
and prico using the same specification as aquation 4. The constant ferms and the
coefficlents of wealth and of the age variables are not shown, The price elasticity of
approximately -1.5 is essendially unaffected by the choice of income definition
feguations 1.1 through 1.4).

Teble 1

Price and Income Elasticitios of Charitabla Giving
Basd on Aliematie Definitions of Price and Incamen

. PRICE. INOGME
Equation Definition  Hasticity Definition  Elasticity 3SR

11 P -1.55 YD 0.80 9836
(0.3¢) {0.15)

1.2 P -L.57 YID 0.83 9923
(0.90% €0.153

1.3 P -1.54 YD4 0.79 9§56
(0.21) {0.15)

1.4 P 144 c 0.9% 3836
(0.31) 01T

1.5 2150] -1.144 YD 0.84 4792
{0.20) ©.19)

1.6 P{50] 118 YED 0.87 9780
(0.20) 0.14)

1.1 P(50] 119 YDA 0.81 9832
(0.21) (0. 15}

L& B{50] -La7 < 0.9% ¥193
(0.20) (6.16)

The exquations all contain & comstant term, 3 wealth variable and age variables All extimatas
relate to the semplt of 1,408 obatrvations.

The prict yargbles are: P = ]-m whert m i the marginal tax rats; B50 i 2 weightod average
of P and L-m-0.50 fiwe whent mve 15 the tnarpifal fale for capital gaiis, If ab waast teat IS satis-

Eed, and P if the teat is nod satisliead. For non-Remizers, F = 1. The income varisblen are:
dispoable income (YD), permanent disposable incomea (Y, dispozmble anmity incomo (YDA )
and consumplion with an mstrumes lal varzable estimator (C). Sec axt for additional details.
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Before considering the implication of these elasticity vafues, it is impartant to study
the alternative price definitions that reflect the contribution of appreciated assets.

The speclal problems ralsed by glfts of appreciated property were belefly discussed
in Chapter I. The avzilable data severely limits the possibility of dealing fully with this
oroblem. The price for the gift of appreciated property that would otherwise be sold is
1-m-mc(1-BfV) where me is the marginal tax rate on capital gains and BfV is the ratlo
of the basis [usuglly cost) to the current value of the asset. There is unfortunately no
data on the BfY ratia for property gifts. Mareover, if the asset would not atherwise be
sald immediately, the presant value of the reduction in the capital gains tax is {ess than
me{1-B/V}. If we denote the present value of this reduction in the capitai gains tax by
amcil-BfV) where szl is the relevant discount factor, the price of a gift of
appreciated property is 1-meeeerhct {1-BfV). Since nether & ner BfY is known and since
only their product enters the price variable, we have used a maximum likelihoed
search procedure [described below) 1o estimate the composite parameter af1-Bfv}.
The value of &[1-BfY] is assumed to be the same for zll taxpayers.

For any given value of af{l-B/V) thera is still a problom of how to combine the
separate price varahles for gifts of cash and for gifts of apprecizted property.
Although the price for gifts of property is always less than the price Tor cash gifis,
individuals who make gifts of praperty almost always also make gifts of cash. These
indiwiduals may prefer cash gifts for contributions Below some minima! size or for
contributions to particular types of donees. Since there is very high correlztion
between the two prl’r.es,” it is botter to use 2 weighted average of the two prices than
to use the bwo prices separately. The relative importance of the two prices clearly
differs among the income classes: the survey indicates that gifts of assets accounted for
less than 1 percent of total giving by househaids with income below $13,{00 but for
more than 60 percemt of total giving by households with income over §100,000.
Although walghts could be assigned to each taxpayer on the basis of the composition
of that taxpayer's gifts, doing so would introduce 2 very substantial element of
inappropriate simubtaneity in the definition of price. Instegd, households 2re ofassified
into seven income classes with the relative weights for all houschoids in sach class
based on the average composition of the gifts in that class.

Not all taxpayers can take advantage of the oplion to contribute appreciated
property. An individuzl who does not own common stock is enlikely te have an
appreciated asset that is suitable for making charitable gifts?? As a precautionary
measure, we assume that any taxpayer who does not have common svock waorth at
least 3 percent of his adjusted gross income will make only cash gifts3®

The final price variable will be written P[e{T-BfV)] to emphasize that it is
conditional on the parameter o 1-B/Y). The variable is defined by:

Plaf1-BfV)], = 1 for non-itemizers

1l

1-m, for iternizers with insufficient comman stock {5

W, I_'I—mi]l +[1—W-r} [‘]-mJ -o{1-Bf¥)mc,| for others

where the weight W is the ratio of the value of cash gifts 1o total gifts for the inceme
class of which housshold i is 2 member. For eight vaives of o 1-B/V) berween zerc and
one, the togarithm of Pla{1-B/¥}] i is substituted for1n Py in the basic specification
of equation 4. The value of of1-B/Y} for which the regression bas the lowest sum of
squared residuzls is the maximum likelihood estimate of this composite parameter and
the estimated coefficients for this value are the maximum likelihoad sstimzies of the
carrespanding parameters.d !

The likelihood function is relatively fiat between al1-B/V)=0.25 and af1-BfV=0.75
but reaches a maximum at afl-Bfv]=0.50. The income, wealth, and age coefficients
are not substantially different from the results obtained in equation 4 with the simple
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price variable, The price elasticity falls from 1.55 to 1.14 [5.E. = 0.20). This
specification implies a smaller response to any given change in price. The estimated
price clasticity is again quite insensitive 1¢ the definition of income {see equations 1.5
theough 1.8).

The alternative definitions of income have little effect on the estimated price
elasticity. Because permanent disposable income [YPD} corresponds to the lowest sum
of squared residuals, we present the full equation:

In G =-590+ 0.87 1n YPD - 1.15 1n P(50)

(.14 {0.20)
+0.10 1n W + 0.14 AGE3554 + .76 AGESS64
(OS] (o217 {0.26)
{8}

+0.45 AGELS+
f0.30)

RZ =0M

M = 1406

55R =9792

The wealth and age coefficients zre almost identical to those of eguation 4 ard are
thus not sensitive to the measurement of income or price.

Before stdying additional modifications of this basic equation, it is useful 1o
consider the implications of these slasticity values. Since a full analysis is presented in
Chapter 1V, only some Individual examples are now examired. In 1963 households
with incomes between $8,000 and $10,000 contributed an average of $165. The
average price for thess taxpayers was (.84, If contrbutions were not deductible, the
price would rlse by 19 percent (from 0.84 to 1.00) and therefore, given a price
elasticity of -1.15, contributlons would fall by about 18 percent or $30.%2 This
amount is peither implausible nor contrary te the common assertfon that the
deductibility of contributions is likely to have ondy 2 “'small” effect on the amount
ghven by low-fncorme households.®?

Far housahalds with disposable incomse between $25,000 and $ 50,000, the average
contribution was $2,125 and the avetage price was 0.49. The lower average price in
this income class implies that the deductitility of charitable gifis kas a substantially
greater effect than in the lbower income ¢lass. Eliminating the deductibility woyld raiss
the price by 104 percent (frem 049 1o 1.00) and would therefore lower the
contribution by about 56 percent or $1,190.

It 15 interesting to note the special implicztion of 2 price elasticity of exactly minus
one. With this price elastfcity, the value of giving responds to changes in price insuch a
way that the sef cost to the individuad donor is unaffected by the deductibility. Donees
receive an amount equad o the sum of the constant nel <ost to the donoes plus the
ravenue foregone by the Traasury. The officlency of the incentive to charitable giving,
that i5, the ratio of additional funds mceived by donees to revenue foregone by the
Treasury, i5 100 percent The actual estimated price elasticity of -1.14 implies an
efficiency greater than 100 percent, that is, philanthropic organiraticns receive more
in additional funds than the Treasury loses in foregone revenue.

In concluding this section, it is useful 1o compare the current parameter values with
the estimates based on aggregate data by income class for the years 1948 through
1968, Feldstein reported an income elasticity of 0,82 [S.E.=0.03} and a price elasticity
of -1,i7 (5.E.=0.09).** The two estimates are remarkably close to the current values
of 0,87 and -1.15 in pite of the great differences in the source of the data and level of

Aggregation.
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ADDITIONAL SPECIFICATIONS AND TESTS

This section and the next test the sensftfvity of the hasic results 1o & number of
generalizations of the specification and restrictions of the sample. The evidence all
tends to confirm the conclusions that the price elasticity is slfghtly greater than one
and that the income elasticity is slightly less than one. We begin by restricting the
samprle, first to taxpayers whe itemize and then to taxpayers under age 50. A variety
of demographic factors associated with giving are examingd next, Chapter 1Y considers
alter nacive specifications in which the price and income elasticities are zllowed 1o vary
with income and wealth

Taxpayers With Iternized Deductions

A taxpayer who does not jtemize his deductions has a price of 1 for zll charitalyle
contributions. Chapter | explaired how we decided whether sach heusehald weould (in
the absence of any charitable contributions] have itemized its deductions or used the
standard deduction. A total of 486 of the original 1,406 households were treated as
non-itemizers. To see whether the price effect of itemizing is similar to the price effect
due to the wvariation in the marginal rate for itemizers, we reestimated the basic
regression for the sample of 920 households who itemized {and would have itemized
even in the absence of charitzble contributions). The price and income elasticities of
eguation ¥ are very simifzr to the values for the entire sample that were presented in
equation & The itemizers’ ihcome elasticity

in G = -4.80 + 0.53 1n YPD - 1.32 Tn P5Q

{0.20) (0.24)
+0.09 1n W + 0,40 AGE3S54 + 0,42 AGES504
{0.09) fo.30) {0.35)
7

+H1 84 AGERS+
{0.42)

R? =018

N =920

{temized Returns

is a little higher than for the full sample {0.87} znd the price elasticity is alse slightly
higher than the value of 1.15 obtained for the full sample. Although this suggests a
somewhat stronger response to changes in marginal rate than to itemizing per se, the
difforence is very small and well within the standard error of the parameter estimate.

Agsd and Nonaged Taxpayers

It seems plzusibfe that the philanthroptic behavior of clder taxpayers may differ
substantially from the behavior of younger ones. Degisions about current giving and
charitable bequests zre likely to be mare interdependent than at earlier apes.3s
Current incorme may be a very poor measure of permancnt income and current giving
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may reflect patterns established earlier in life. For both reasons, wealth may be more
Impottant than at younger ages. Our sample contains 304 houssholds in which the
head was &0 years old or clder.?% Equaticn 8 shows that the behavior of this group is
net fundamentally diffarent from that of younger houscholds:

inG=-612+0.79 1In YPD - 0.84 in P50

{0.26) f0.30)
+0.22 1n W + 0.13 AGE6S+ {8)
{0.14) {0.3%)
R =027
N =304
55R = 7346

The income ard price elastiities are sormewhat smaller and the wealth eiasticity is
subistantially larger than in the entire sample. The size of the sample (N=304) results in
larger standard errors and the wsual analysis of varfance test shows that dividing the
population into aged and nonaged does not significantly improve the explanatory
power of the mode}.37

COther Demographic and Economic Factors

The survey data provide other |nformation about the demographic and aconomic
attributes of each housshold. An analysis of the effects of these factors on charitable
glving is both interesting in its own right and usefu! as a way of testing whether the
previoushy observed price and income elasticliies are biased because of the simpler
speciflcations For this purpose, households have been classified with respect to seven
factors in terms of the characterisrics of the head of the household: age, sex, race,
community size of residence, employimant, home ownership, and education.

Table 2 shows that allowing for the influence of thess factors has almost no effect
on the estimated price, income, and wealth elasticities In particular, the price
elasticity of -1.098 is extremely close to the value of -1.15 obtained in equation 6
when the other explanatory varizbles are omitted. The additional variables are
themselves alsa generally insignificant: only & of the 11 coefficients exceed their
standard ¢rrgr and only one is more than twice its standard errcr, The one factor with
a substantial effect is community size: households in mediumesize cities contribute the
mast [given thoir income, price, wealth, and other characteristics) while households in
large cities contribute the |sast.

The insignificant impact of factors such as home ownership and education appears
contrary to the common observation that home owners and college graduztes give
more than renters and than those who did not graduate from college. Such
cbservations do not of course adjust for the effects of price and wealth. Column 3
presents the unadjusted average?? gifts in each group. These averages conform to the
vsual presumpticns. For example, collsge graduates contributa mare than thies times
s much as nongraduates and the difference of $275 15 more than four times the
standard error. Comparing columns 1 and 3 thus shows that many of the factors
associated with greater contributions are simply indirect reflections of income.
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Tabla I

Effects of Bemoemphic and Economie Factors on Charicatike Giving

Adusted Effacts Unedinaed Effests
Comflicient Stapdard Mcan Standard
Ertor ($) Errar
(1 N (3} 4]

Income (ln YFD) 0.772 0156 - -
Price {kn P50) -1.098 0.201 - -
Wealth {In W) 0.095 0.047 - -
A

- 35 - - a1 (48

35-54 0.170 (0.242) 159 (33

5564 0. 300 (8. 258) 169 (541}

65 + 0464 {0.324) 247 (65)
Jax

Male -0.085 (0.264} 163 24)

Frmale - - 9% )y
Racz

While 0.250 {(.154) 146 (2%5)

Monwite - an 111 (55)
Conmnity Size

<, 150, (KK - - 102 (35}

250,000- 1,004,000 4,517 0.157 111 (33}

> 1,000,000 0,257 £0.245% 123 (1A
Employment

Self-employed G161 ¢0.200) 68 {58)

Emplayee - - 13 {26}

Nat working 0.138 0.313) 161 {7}
Home ownershlp

Renter 0. 005 (0. 189) 104 {39)

Owner - - ifx (28}
Eduocation

Collegs praduate L1531 0.201) 397 {3

Others - - 122 (24}

[}

YARYING PRICE ELASTICITIES

The specification of a constant price elasticity is dearly an assumption of
convenience. We have therefore examined several alternative specifications in which
the price slasticlty is allowed to vary as a function of income, price, and wealth.
Although there is some variation i the price elasticity, the evidence supports the
conclusion that the average elasticity is approximatzely one.
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Three different farms of varying price elasticity have been estimated. The first
modifies the basic specification by replacing the constant price elasticity by a price
elasticity that varies Jinearly with bogarithm of income, price or wealth. For example,
when the price elasticity is posited to depend on price we obtain:

inG=-585+0861n ¥PD - {1.16 + 0.004 1n P50) 1n P50

(0.14) f0.44) (0.106)
+0.096 1n W + 0.14 AGE3554 + 0.26 AGES564
{0.056) {D.21) {0.25)
{9)

+0.45 AGESS+
0. 30}

rRZ =021

N = 1406

SSR = 9780

The coefficient of 1n P50 varies only very slightly with 1n P50 and the additional
coefficient is very much smaller than its standard error. Using the same form of the
squation to allow the price elasticity to vary with income {¥PD] or wealth also
produces completely insignificant effects. Even if the |arge standard errors are ignored,
the magnitude of these effects is relatively small. At the sample mean income, the
prlce elasticlty 5 -1.08: a %0 percent change from this income only alters this
elasticity by (LO2 Similarly, at the sample mean wealth, the price elasticity is -T.21
and a2 50 percent change in wealth only alters the price efasticity by 0,01,

The second method of generalizing the constant price elasticity specification is bo
resstimate the basic squation with different price elasticities in different parts of the
price range. For this purpose, the observations are grouped into those for which price
exceeds 0.70, those for which price is between 0.30 and 0.70, and those for which
ptlee is less than 0.30. Equation 10 shaws that each of the separate price elasticities is
now absolutely greater than the ovetall valte of -1.15 but that the differences are not
statistically significant: the F ratip of Q.83 is less than the 5 percent critical value of
Fi2,=) = 2.99,

n G =-597 + 0.88 1n YPD - 1.1 1n P50 {<0.3)

f0.15} {0.20)
-1.26 1n P50{0.3-0.7} - 1.82 1n P50 {30.7)
f0.42) {0.64)
+0.084 1n W+ 0.13 AGE3554 + 0.26 AGES564 110
{0.057) f0.21) f0.26}
+0.48 AGE6S5+
{0.30)
R? =02
N =1406
SSR = 9771

where Tn F50{<10.3) is either the logarithm of P50 it P50 is less than 0.3 or is equal to
zero and 1n P30{0.3=0.7) and i n P30{>G. 7} are defined similarly.
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Similzr equations with separate price elasticities for different income and wealth
were also estimated. Inequation 11, there are separate price elasticities for househalds
with incomes below $5,000, between $8,000 and $40,000, and above $40,000. The
price elasticities vary substantizlly but have large standard errers, The

1n G =-6.91 + 0,99 1n YPD - 207 Tn PSD {inc < S000)

{0.16} {0.80)
-0.75 1n PSO{B000 < inc < 40,000) — 1.16 1n P50(inc > 40,000}
{0.32}
+0.09 In W+ (.14 AGEI554 + (.26 AGE5564 {11
{0.05) {0.21) {D.26)
+H).47 AGEES+
(0.30)
R? =021
N = 1406
SSR = 9750

substitution of the three price elasticities for the single price elasticity onhy reduces the
sum of squared residuzals from 9792 1o 9750; the associated F statfstic of .07 is just
significantly different from zero at the 5 percent level {the critical value is 2.99). Each
coefficient is significantly less than zern but not skenificantly different from -1, Only
for the middleincome group |5 the estimated elasticity smaller than the value gf - 1.15
Eh;ainad far the entire sample; the point estimate of -0.75 has a stendard error of
,32,

Equation 12 shows that price elasticities decrease a5 wealth increases. Households
with net worth less than $T0,000 have an estimated price elasticity of -3.2 whilz
househalds with wealth between $10,000 and $100,000 have a price elasticity of
-1.5& and those with higher wealth have a price elasticicy of -1.09. Although the
standard errors are relacively large for the fitst two estimates, the thi2e coefficients are
significantly different from eath other; the F statistic of 4.45 is significant at less than
the 0.01 level. Although the value of =32 for low-wealth houssholds ssems
inappropriately largs, it should be noted that the average price for this group 5 0.9 50
that e&wen a price elasticity of -3.2 onlty implies that the fax deductibility of
coniributions raises giving by 35 percant.

In G = -6.12 + 0.86 1n YPD - 3,22 1n P50 (W < 10,000}

fo.14) {0.85)
-1.68 1n P50 {10,000<W<100,000) - 1.09 Tn P50 (W2 100,000
{0.45) (020}
+0.01 In W + 0.12 AGE3554 + 0.28 AGES564 {12)
(. 06) (0.21) fo. 26) :
+0.53 AGEES+
(0.0}
RZ =021
N = 1406

S8R = 9730



1406

The third and most general specification is 1o allow all of the coefficents to be
different in different incoms and wezlth classes. Table 3 vompares the income, price,
and wealth elasticities for the separate population groups with the valres obtained for
the entire sample; each equation alsc contains a constant term and three age variables.

Although there are rather substantial elasticity differences among che income
classes, the standard errors of these coefficients are large and the disagaregzation |s not
statistically sgnificant; the F ratio of 1.27 i less than the 5 percent critial vafue of
F{1d) = 1,69, Moreover, in considering the very high price elasticity in the
law income group, it should be berne in mind that this group has an average price of
0.89, so that even a price elasticity of ~2.5 implies that the tax deductibility of
charitable contributions only raises the average value of the gifts by 34 percent.

Tobla 3

Price, Income, and Wealth Elasticities in
Different Income and Wealth Groups

Eq. Sample Prica Income Wealth 5SSk N
il Al ~L.15 057 0,10 Q1RO 14
houshokds (0. 20) (0.14) 0.05)
|ncome
a2 < 58,000 150 054 0.0e 1719 673
0213 (0.25) (0,07}
A3 38,000 - -0.89 021 0.08 5124 654
$4.0, 000 {0.41) (0. 35) .11}
34 540,000 + -n.74 219 0.36 113 19
(0.39) (1.56) 10.31)
Met worth
k3 <2%10,000 -3.69 075 0078 2869 L= s
(0.97) (L26) (0.0B7)
kA4 $10.000- -1.33 0.59 0003 4402 634
$:00,000 (0.62) (022} 10195}
37 $100,000 + -0.52 1.81 048 2277 230
(.31} (0. 44) 0.2
1B $100,000 + I' =1.09 1.12 0.2} 1349 131
Age < 50 .51 (0.72) {0.38)

The reslrs are similar for the disaggregation by wealth groups. Although the
elasticities differ substantially, the standard errors are quite large. The reduction in the
sum of squared residuals is ralatively small SBS-IS for the three equations in
comparison to 9780 for the combined equations) but statistically significant {F=2.4
and the critical value ar 5 percent is F(14,5a)=1,68). The very high price elasticity for
the lowest wealth group is again associated with a price that reflects almest ng effect
of the tax: the average price in this group is 091, implying that even if the prics
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elasticity is -3.69 the tax deductibility of contributlons only ralses giving by 42
percent. Although the high standard errar of this price elasticity serves ac a warning
against accepting the point estimate, there is strong evidence that the price elasticities
for families with wealth of less than $100,000 are greater than unity.

The relatively low price elasticity for the wealthiest group reflects the very large
fraction of older persans in this sample of wealthy households Egquation 3.8 shows
that for houssholds in which the head is lass than 50 but net werth exceeds $1G0,000,
the price elasticity s —1.09, essentially the same as for the whole sample. [t is the
wealthy aged for whom the complex interaction betwsen estate taxes and income
taxes makes the current model least appropriate; only further work on data that links
bequests and lifetime giving will be able to provide an estimate of the price elasticity
for this group with an adequate. adjustment for the effect of estate taxes ??

¥
INTERDEFENDENCE AMONG INDIVIDUALS IN CHARITABLE GIVING

It is widely believed that the amount that each individual contributes to charity is
substantially influenced by the amounts that he perceives others to be giving Social
experiments confirm thet individuals on the sireet who do not know they are
participating in an expariment are mare likely 1o make charitable contributicons if they
have [ust witnessed someone else making a contribution.*® Fund raisers emphasize the
importznce of “leadership gifts™ large gifts by some high-income individuals that
mativate similar ndividuals to make comparable gifts and lower incomea indiduals to
make gifts that are larger than they would otherwise make.

It is not clear, however, whether this demonstration effect appreciably alters gach
individual™s total giving or only changes the distribution 2mong different charities. The
existence of an interdependence among individual behavior is both an interesting
guestion in itself znd 3 matter of substantizl importance for the impact of alternative
tax treatments of charitable contributions. If each individual’s giving dees depend
postively on the gifts of indwiduals with the same or greater income, an increase in the
price of giving for the highest income groups will not only depress their giving but
wauld ziso depress the giving of lower income individuals as well.

The current section extends the previous specification to 2 model in which each
individual’s giving is a functlon of the average giving In his ownh Income class and in the
income classes above him. More spec(ffeally, to the previous equation we add the
variable

E = P> w“ {33)
i

where Gj is the mean giving per household in income class | and Wij measures the

"economic prodimity” of individual | and ingeme classi. The sammation is taken only
for the indlvidual's own income ¢lass and the classes above him *! The sconamic
proximity is defined by

¥, \ A
wijt(ﬁ) , A3, 14)
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where ¥; is the mean income fn income class j and Y is the mean income in the

income cliss of individual i. With a possible value of A, the economic proximity of an
income class declines with the difference betwean the indiidual’s income and the
mean income of that class.

The new variable gf‘ is thus 2 weighted average of others' contributions with weights
that are specific fo each individual, The equation has been estimated with values of gi“

corresponding to all integral values of & between O and 15. The sum of squarad
residuals increases with A vntil & = 10 and then remains ¢constant. This value of A
implies that the weights on all other income classes are so small that the glving by

ather classes can be ignored;*? the value of g¥ is effectively 1n Ei, the logarithm of
the mean giving in the Individual’s own income class. Moreover, the coefficient of this
variable s itself Tnsignificant:

In Gy = 482+ 0.84 1n YPD -~ 0.96 In P50

{0.14} [0.28)
#10 tn W+ 0.22 ¢ + 0.15 AGE3554
{0.06) 0.24) (0.21)
{15)

+0.26 AGES564 + 0.44 AGEGS+
{0.26) {0. 30)

R? = 0.2

N = 1406

SSR = 9773

The point estimate implies that 2n individual's giving Is increased somewhat by the
amount of the contributions made by ather individuals in his own income class. To
eviluate the fulfeffect of the other variables in thls model, we must recognize that g¥ js
itself a function of these same variables for the other individuals in income class i. We
can approximate the total sffects by asuming that all individuals within each class are
identical except for age, The values of InGj and g¥ are then identical for each age class
and equuation 1% can be sphved 1o yield the prige, income, and wealth elasticities. The
implied total price easticity is therefere -1.23, only slightly higher than in the sarlier
specification.

The essentizlly negative conclusions implied by eguation 15 prompted us to
carslder an alternative specificatinn. A potential donor might focus on how much
cthers give relative to their income rather than on the absolute amount that they give.
YWae therefors redefine the interdependence variable 25

kx 1
e, (16}
i ZW;
j

where {GIJI'YJ'_I is the ratio of mean giving to mean income in Inmme class [. The results
with this new specification are very similar to those with gf’. The sum of squared

residuzls a'g‘am decreases as & increasss uncll X = 5 and then increases slightly. The
effect of g** is insignificant and the other coefficients are affected very little:
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In G=-531 + 072 1n ¥PD - 1.01 1n P50

10.24) [0.27)
+010Tn W+ G155 +0.15 AGE3554
{0.06} 019 021
(7

+0.26 AGESS64 + 0.45 AGE6S+
{0.26) (0.30)

RZ =92

N =1406

SSR = 9776

The estimates presented in this sectian thus provide no support for the view that
the total amount that an individual conptributes is a function of the amount given by
others. Although these results are clearly noi definitive evidence against the nation of
such interdependence among Individuals, we believe thzt the burden of proof now
rests with those who sopbort a theary of interdependent gving.

¥
SIMULATED EFFECTS OF ALTERNATIVE TAX CHANGES

This section uses the estimated price and income elasticities o czloulate the effacts
of alternative changes in the income tax freatment of charftable conttibutions. The
simu lations shaw, for each income class, the change in the average gift, the change in
the average income @x paid and the resulting change in net disposable income after
tax and contributions?¥ [t is a perhaps ironic and unintended effect of several of the
proposals that although they increase the taxes paid by the higher income groups, they
also increase the net disposable income after tax.

Four possible tax changes have been examined. The first alternative is the complets
elimination of the deductibility of charitable contributions, that is, raising the price of
giving ta T for all households. The second proposal is 1o replace the deductibility with
a tax credit at the rate of 20 percent, that is, changing the price of giving to 0.8 for all
households, inctuding those that deo not currently itemize®* MNote that this is
equivalent io a matching scheme in which the donor receives nelther 2 credlt mor a
deduction but the donee recelves a matching grant from the government equal to 25
percent of the totzl contributions that it receives. The third proposal is also 2 1ax
credit but with 2 rate of 30 percent, or, equivalently, a matching system with a
matching rate of 43 percent.

The final alternative is to continue the deduction of charitzble contributions but to
eliminate the taxpayer's ability to contribute appreciated property without paying any
tax on the capiial gains. More specifically, this proposal is 10 12x the donor an the
capital gains component of his gift, that is, ko make the price of all gifts 1-m where m
is the marginal rate of income tax.** The importance of this thange for each taxpayer
obviously depands on that taxpayer's urrant use of gifts of appreciated property. For
;I;:] sin-uiulatic;:lg we have trepted this proposal as equivalent to changing the price from

to 1-m.
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Associated with sach of thess propesals is an across-the-board changs in 20l tax rates
designed o keep the tax reverue unchanged. The calewlation of this compensatory
charge and the actual process of simulation can be described most easily for the first
proposal. Complete elimination of the deductibility of charitable contributions has
two effects: (1) For itemizers, it raises the price of giving from P30 to 1. {2} This
yields additlonal tax revenue to the government equal to Ej{1-PS0JG i, whers G is
the amount given by Individual | before the changs in the tax rate and f; is the weight
to individual | based on the original sampling probabilities.?? The ratic of this
additional tax revenue ta the total tax receipts is the factor by which all 1ax rates can
b reduced and leave the government with the same totaf tax revenue that it had
befare the ellmination of the deduction. This reduction in all tax rates reduces each
individual's tax liability ard thérefore increases his value of income after the tax that
would be due if no contributicn were made” (YD and YPD). The resulting change in
each individual's contribution is then calculated from the equation:44

In G/~ 1n G, = 0.87 (In YPD, - Tn YPD,]
(18)
+1.15 Tn P50,

where Gj is the predicted contribution after the tax change and YPD; is the original
value of “permanent income minus the tax that would be due if no contributicns were
mzde” plus the value of the tax reduction for individual i. Since ellminating the
deduction raises the price of giving o 1, tn P30} = O and therefore does not appear in
equation 18.

The analysis of the effecis of a 20 percent tax credit is more complicated. Flest,
cach individuals price is changed from P50 to 0.80. If each individuwals glving
remained unchanged, this would yield additlanal % revenue to the government equal
in value to Zj{1-PS0;-0.20)Gif;. If all tax rates are cut by the ratio of the additiona!

tax revenue 1o the vrigingl revenue, the individual’s income increases to YPDY. This
“prial”’ value of YPD' is then used to calculate a new gift according to

ThG'=1n G =087 [In YPD - 1n YPD}
(19)
= 115 (1n 080 - 1n P5D)

The new G’ values of giving Imply a different cost to the government of the tax crediy
and therefore a different total revenue gain from the tax change: Z{1-P50-0.200G,
The incomes are again adjusted (ko WD) and a new set of gifts (G") are caleulated
using a specification analogous to equation 19. Although this process might be
repeated again, the additional accuracy that could be gained at this stage is teo small
to warrant the zdditjonal computations.

A similar iterative procedure is used to assess the effect of changing the tax
treatment of appreciated assets but this time dee tax reduction alters the price term as
welt as the income term. Thus, the first round simulaticn becomes

G - 1n G =087 {1a ¥YPD' - 10 YPD)
{20)
=115 [In(1-m"} - 1n P5O)

where m’ is the marginal tax rate after the tax cut has besn put into effect.
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Table 4 presents the predicied effects of the four tax changes on the average
contributions per household in each gross income ¢lass.*® Consider first the complete
elimination of the deduction. The simulations indicate that this would reduce the
average gift (in 1963} from $157 to $116, a reduction of 26 percent®® OF course, the
relative change differs substantially among income classes. Househelds with incomes
below %5,000, a group that includes many non-itemizers, had an average current price
of 0.94. Removing the deductihility of contributions only raises the average price by &
percent. Ic is not surprising, therefore, that the average contribution only falls from
$59 to %57 or 11 percent.®*! In contrast, houssholds with incomes over $100,000
faced an average price of only 0014 and would respond 1o the tax changs by cutting
their contmributions by 35 percent.®3 %2

Tabie 4
Effacts of Alternative Tax, Changes on Averag: Contributions

Average Chantable Contribption (%)

eome Constructive

Clazs Current Eliminate 20% Tax 0% Tax Realzation

(3000) Law Dedpetion Credit Credit of Asset Gifis
i %) § 59 51 £0 &4 o
510 L&) 124 | 55 177 158
W15 193 148 155 ni 1%6
L5-20 kY ) 8 284 s i
20-50 Ly gt 475 345 1)
S0-100 202 67 w40 163 2198
LiH) + 21528 1173 1380 1521 8029
M 157 116 idl 159 155

Contritietions Relative to Actual 1963 Crifor

1 1.00 .89 102 1.08 1.02
510 L0 024 1.04 1.18 1.05
10-15 1.00 0717 095 1.9 L2
1520 100 072 0.90 1.03 .02
20-50 1.00 0.57 071 (.R? 1.42
S0-100 1.00: 0.37 046 0.52 LO7
104} + 1.00 0.o% 006 0.07 0.3
Averape i .74 030 1.1 0.99

The replacement of the daduction by a 20 percent tax credit [including a credit to
non-itemizers) only decreases average giving by 10 percent while a 30 percent credit
actually increasss averags giving by T pearcent. This substitution does, however, have a
substzniial effect on the distribution of contributions among diffsrant incorme classes,
A 30 percent ¢redit raises the average gift of househalds with incomes below $20,000
but decreases the average gift of houssholds with § 50,000 1o $100,000 by 48 percent
and the average gift of househokls with income over £T00,000 by 93 percent. Such a
change in the sources of total giving would have an important impact on the
distribution of gifts among differant types of doress. Religious organizabions raceive a
large share of the gifts of low- and midd!eincome families while higher income famlies
give primarlly o education, health, cultural, and community organizations.®*
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Tabht &

Effects of Alternathe Tax Changea an Tax Fayments and Ditpossbla lneome

Tax Ralls

Income Constractive

Class Eliminate 20% Tax 3E Tax Realizztion

(5000 Dedoction Credit Cradit of Aset Gifia
0-5 0.99 0.28 097 100
510 1.0 095 0.97 1.0
115 G99 9% 0.99 L0
1526 0.99 (.99 1.00 L0
2050 1.00 141 L.0z L0y
20-100 E1 1.0z L.{d .99
100 + L7 1.19 L21 L11

Meat Dzposable Income Bation

{5 L.on L.0D 1.00 1.60
1o L 1.0 1.0 1.00
M5 Lm L.00 | RLL 1.00
1520 01 L.0O 98 L0
20-50 1L.m 1.01 1L.00 1.1
50- 1040 L3 L.01 L0 1.00
LM i1z 108 1.05 1in

The R takio & lhe mbo of lakes due under (he allematae to 196 3 {axes widar tha cerrent law.

The nel dbpozabile meome mtio i the coresponding ratio of income mims tax mins
contAbations.

All rattos 312 rounded o the nearest 001,

Finally, the constructive realization of gifts of appreciated asséts cautet a substantial
reduction {64 percent) in giving in the highest income class and very small increases in
all other classes Thest incroases ocour becauss the tax change and the reduced
contribution yield substantial additional tax revenue from the highest imtome clase
which permiis increasing dispesable income in all other classes These increases in
Theame outweigh the small increases in price. Just as with the introduction of a credit,
there is altmost no effect an total giving but a large change in the relative importance of
different donors and therefore a significant shift in the distribution of total giving
amang different types of danees.

Table 5 shows the sffects of the four tax proposals on the tax paid in each incame
class and on the net disposable [neome 2fter both tax and charitable contributlons. As
in Tahle 4, each of the changes in the tax meatment of charitable contributions fs
accompanied by a proportlonal changs inm afl tax rates to keep current totzl tax
collections unchanged. The fax ratios, that 5 t(he ratic of the taxes under the
proposed alternative 1o current taxes, are all betwesn 0098 and 1.04 for houssholds
with incomes {before tax} of bess than $100,000. The only significant changes in tax
liability accur for households with incomes over $100,000. The smallest increase in
tax Hability {11 percent) results from the constructive realization of zppreciation in
gifts of assets. The largest increase {21 percent) accur: when the current deduction is
replaced by a 30 percent tax credil.,

The net disposable income ratios show a rather surprising resulc Although there s
almast no change [less than 3 percent) for households with incomes below $100,000,
the highest income hoyseholds actually have an increase in net disposable income of
between 5 and 12 percent. The fali in charitabsle contributions in this highest income
group exceeds the increase in taxes, leaving the households with a greater net income
for personal consumption ar accumulation.
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Y
CONCLUSION

This paper has presented 2 detailed analysis of the sensitivity of charitzble giving o
alternative tax treatrments. The evidence indicates that the elasticity with respect to
the price or ner cost of giving is slightly greater than gne. This implies that any increase
in price will reduce the tokzl contributions received by charitable organizations by
moce thin it increases the taxes collected by the Trezsury.

The price and income elasticities cstimated in the current study are very simitar to
the values obtained By FeldstelnS® with a wery different type of data: total
contributions on itemized returns as reporied by the internal Revenue Service for wach
adjusted gross income class in the even years from 1948 through 1968. Some
preliminary analysis of a yet differcat type of data, a large sample of individua! tax
resurns for 1962 and 1970, appears to provide further support for thasa elasticities.

The appropriate tax policy in this area depends on a complex set of issues and vahue
judgments. The key empirical question & the extent to which alternative tax
treatments would affect the valume and distribution of charicable contributions. We
hope that the current study will provide a useful empirical basis for any future policy
analysis.
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Footnotes

1. Paul Ginsburg, Copftaf in Nomprofit Rospitals, unpoblished P, thesis, Harvard University,
1970, discusses the analogy be tween charitable contrlbatons in nonprolkt organizations and cquity
caglial i profit-making organlzziions. The charltable endewment provides the basis on which o
borraw and the income with which to subsidize services that recelve publle suppart of le3s than
100 percent In 1973, philanthroplc ard refigious organdzations receed $18.2 billion from
indivldual contributions, $3.1 bHllon from bequests, $0.95 blllen from corporations and $2.4
billion from foundations (Amercan Association of Fund-Ralsimg Counsel, 1974],

2. See, Tor example, the discussions in Wiliam Do Andrews, “Personal Deductions in an {deal
Incoeme Tan,' Haverd Low Rewfows Yol. 86, No, 2 (December 1872, pp. 303385 Boris |, Bittker,
“The Propriety and Vitality of 3 Federal Incoma Tax Deduction for Private Fhilanthmopy,” In Tax
impacts on Philogthropy {Tax Insiee of America publication, 1871); Gerard M, Brannon, "The
Effect of Tax Deductibility on the Lavel of Charitable Conkibutions and VYariations on tha
Theme,"” mimeo., 1973; R. Geade, The fadtidua! income Tox {Washington, DLC.: The Brookings
Institution, 19584); Harry ©. Kahn, Personel Deductions in the Federel fncame Tax [Princoton
Princeton Unbversiey Press, T960); Paul K. MeDanbel, “*An Alternative to the Federal Income Tax
Ceduction in Support of Private Philanthrogy,” In Fax fmpecis on Phifanthropy (Princeion: Tax
Institute of America, 1972}, pp. 171-209; McDanial, "Faderal Matching Grants for Charitable
Cantributions: A Substitute for the Income Tax Deduction,' Fax Low Sdview, Vol 273 (Spring
1972), pp. 37T-412: Jodeph A, Pechman, Sédéve! Tax Policy (Mew YWark: W.W, Nocton & Ca,, tne.,
1871); Sanley 5. Surrey, et al. Froersd fmcome Toxationr Minecda, N.Y.: The Foundation Press,
Inc 1972); U5, Treasury Department, Tax Reforms Studies and Proposals, in US. Congress,
House Ways and Means Commiitae and Sanate Finance Committea, 915t Congress, 135t Session,
1969; Wwilliam 5. Yickrey, "Privata Philanthropy and Puble Finance,'" mimed., 1972 Vickrey,
"One Economist's Yiew of Philanthropy.'" In Fhdariiropy and Prbdic Foficy, Frank Dickinson
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{ed.), 1962, pp. 33-36; Murray L. Weldenbavm, A Modesi Proposal for Tax Reform,'™ Tie waif
Streei fourmal (hpril 4, 1973], p. 1% Metin 1. White, “Froper Income Tax Treatment of
Reductions for Personal Expense,” Tox Revision Compendionm, Compendiim of Papers on
Broggdening the Tax Ba Submiled 1o the Committee on Waes and Means, House of
Representatives, U5, Congress [(Washington, D.C.: U5 Goverament Printing Offlce), Vol 1
(1959}, pp. 370-371.

3. Michae! X Taussig, “Economlc Aspects of the Personal Income Tax Treatment of Charitabie
Contributions," Matfonar Tox foprndg, Yol, XX, Mo, 1 {March 1967], pp, 1219,

4 We are grawful 1o the Brock Ings Institetion for makipg available a copy of the 1962 Tax Flle
Tape. Erofestor Tiussl has explaingd to us that ke was aware that his copy of the tape was missing
a large rumber of ltemized returns and thar he had iried to see If thers was anything systematic
About the o wing chearvatlons,

i These are discussed I Martin Feldstmin, “On the Effects of the Income Tax Treamment of
Char|taple Contributions: Some Preliminary Rasits,'' Metfongd Tex foprmal (fartheoming), 1974,
and Feldstalin and Amy Taylor, "Taxatian and Charitablz Contributfons: AR Analysis af Indhidy af
Tax Rewrn Data for 1962 and 1970, forthcoming, T974,

& Tha resulis af this manalysis are described in Feldstein and Taylar, op, clt,

7. Robert A, Schwarlz, "Persopal Phllanthropic Contribetons, " foureed of Poffticgf Eoamamy,
¥al, 78:6 Movember/Decembar 1970}, pp. 1264 12%1,

E. FeldsteTn, “On the Effecis of the Income Tax Treatmenl of Chantable Congributions: Some
Preliminary Results,” op, cit.

9. Ibid.

10. Drarothy 5 Projector, and Gertrude 5. Webss, Survey of Fimencie! Charactlerisiics of Corsurers
(Washington: Board of Governors of the Federal Reserve System, August T955}

11. The valee of $1,721 represents the 20th percentlle of adjustsd gross incoma,. Thase households
were excloded to sliminate observatlons n which cumrent income was very differant from
permaneat ingome, Other methods of dealing with this problem are described below,

11 Mo informathon or achual itemized ghvlng i3 putdished far edd-riumbered years

13. The difference may alse roflect the methods of valuing gifts For tax purposes and errors |1 the
divpion of the sample mibe iemizers and nonitemizers. Although we used all of the avallable
obseyalians in this calkulaton [not Jest the 1,406 observations used in the regression|, househofds
thal refused 1o iell how tiuch they gave were treated as ghing zero; thesz households were
excluded in the regression sample,

14, The usual mezsure of disposable income, L2, income minus teees octeaffy paid, is endogenons
btcauic 3uch @xcid depend on the amount of charitable contributiond. The 13 unimportant for
{ow-{tenme individuals and for agrogate data but could matter with the current sample.

15 ¥D&2 s converted Into 1963 dollars by tha consumar price index, The vaiug of YD62 cannat
be caleylated as accurately as the valva for 1963 because the tax for 1962 must be approximated
on the basis of 1983 data by assuming the tamn average tax ratst

16. it would be interesting to iry alternative definitfons of this snnufty, including the use of a
human wealth measurs, allowing for social sacwerity benafits, income K the surviving spouse, eic,

17, Shee In V = uncorralated with In U, this i3 2 conclatent procedure, A mone efficlent method
could be developed by axlending thiz along the lines suggesied by A, Zellner, An friroduction o
Bayesfan (nference i Econometrics (New York: |ohn Wiley & Somns, 1971) and A5, Goldberger,
"MaximumrLikelihood Estimation of Regressions Containing  Unobservable  Independent
Variabhkey, " Interaationg Ecomomit Review. 13:1 Febmary 19721, # 15,
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8. The definition of conmumption ysed by Projector and Waiss, op. cit., is incansistent; it Includes
cazh conlrfbmitions but nat gifts of asets. 1t therefore wnderestimates consumption relatively mars
for high-income houssholds, We also estimated with consumption defined net of contrlbutions; the
Iwo sets of coefficients are very similar.

19. A deduction is not allowed for contributions exceeding 30 parcenl of adfusted gross income,
bui any excess can be carried forward. The [Imlt affects extremely few [rdbvbduals, especially after
the carryover [5 taken indo account, Mo attempl was made 0 take this into 2ecount.

20, Since income of the donee grganiz ation s not tocable, it can sell the appreciaied asset withoui
paying amy bax,

29, If the individyat gives the asset away to another parson, there Is no constructlve reafization and
the tax is postponed until the reciplent selfs the asset. The ariginal owner can »s0 consume mast of
the vaive of the assat by using it as collatera] 16 bomow funds which he then consumes, thus
enjoying the consumption while pestponing or avoiding the capital galns tax. See Martin ). Bailay,
“Capltal Gains a2nd Income Taxabion,” In A.C. Harberger and M. |. Balley [eds) The Taxailon of
frcome from Capiegf (Washingtan, 0.C.: The BrookiIngs Institution, 1969, for evidence that a very
large share of acoued capltal galns are never subfect to capital gains faxatlon.

23, Using weights basad on the household's own contribudions would be [nepproprizte becausa it
would make the price varizgble a functlan of contribu tipns,

23. Thes: itams of taxable income rafer to the hosband and wifs but exclude income of other
famlly members. Unfortunately, the data on contributeons & for the entire famly, We G 2S5
that the difference [5 fikely to ba small. The estimates reported below actrally use pretax income
and wealth of the antire family but ax variabled baded on the husband and wife. We have alsa
reastimated equations ysing prefax incaiis of e busband and wife anly and cbialned virually the
same resulis

24, The clattification achially Find: whether they wauid or wolld not itemize o the absence of
charitable ¢contribubans THis 15 in keeping with our deflnlthors of price and disposable Ineome.

25, This |5 ivended ta reflect the deductlble morigage intarest on the owner's equity plus tha
tocal propeny 1ix.

25, Together with the 5 parcent of the valye of owned residences, the percentages of AGI are
intanded fo estimate afl itemized deductions cther than charitabre conwrlbutions [Inciuding
Fvbmrmit, medical ecpendses, State and local rawes). A pearch procedure wis used 1o find the
tereentages, wimin exch broad AGI class, which made the weighted praportion of taxpayers who
ilemlzed In the saiple equal o the atual progortisn of reforas which were {tarbzed in 1962
These peroontages are for afl itemized felims, mol just those that wobld have [Temized i there were
no deduction for contribitions

4. The calenlatbon @nores state (Acome Laxes There Is na Information on the taxpayer's state af
résidence, Thess rates were generafly sl quies fow In 1963

23, Fhe correlatlon between T=m and 1=m=mcl =BV would be 1 IF mc were propocional o
M Ih Fact, e = 005 mofor all taxpayers with inarginal rates below 050 and mc= .25 fof all other
toxpayers Fon nob-lbemicers, both prices are 1.

29, Other forms of Houid assats do ool in ganeral appreciate, Bond prices were gencrally falling in
the period before 1983, Althaugh gifts of real sstate, works of art and other property are possible,
these are reldtivaly uncommon and are urlikely for individuads who da mat held comman stock.
Our analysis takes o account of gifes of “income property,'' o, personal papers and artisks’ own
creations.,

301 The 3 percent is arbitrary but conservatively smal. A comparlson of the sum of squared
residuals with and without thiy qualifying test shows that the test Improves the exglanatary powar
of the moedel.

31, This, of coutss, assomas that the distdrbances are normal, independen t and hodnoskedaptie,
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32, More exactly, [1.19977-15 = 0.B2, implying that contributicns are decreased by 18 percent ar
§£30.

3. This has be=en stressed by Henry Aaron, *'Federal Enceuragement on Private Giving,™ in Tox
Hrpgcts OF Philemnttropy, Sy mposium cond ucted by Tax Instltute of America (Princeton, N.J.: Tax
Institute of America, 1972], Kahn, op. cit., McDaniel, " An Altormative 1o the Federal {ncome Tax
Deduction in Support of Privare Philanthrepy " op, clt., and Vickrey (1962], op. cft., among
uthers. Although the eFfect on the awverage gt s smali, the agpergare mffect is substartial. Wa
return i this in Chapler 1YV Sekew,

3, Feldgein, "0n the Effects of. . .,"" op. ¢it. Thesa ageregate equations defined income as
adiasted gross income and did mot contaln wealth or age variables, The macimum likalihood prica
varlable also asmimes a bask to vaue-ratlo of 050,

35. Eli Schwarkz, and R, Aaronson, “The Prefarence for Accumulation vs Spending: Gifford
Estate Taxation, and the Timing of Wealth Transfers,"" Morfomel Tek Jowrmd, 27:3 [Sepiember
1962}, pp. 390-398; Feldstein, " Estata Taxation and Charitable Bequests, " forthcoming, 1974, and
Car] Shaup, Faderol Estape and Gt Toces {Washingion, D.C. - The Brookings Institution, 1966.)
on the pffecis of taxatipn on dharitatle bequests

3. This graup cantains seme who are completery retlred and others who have reduced thelr work
without being completely retied, Bscauss It |s not possible to distingulsh the '“partly ratfred"" from
those who are fully employed, we focus on age alane,

37. Far the complete sample, the sum of squared residuals is 9792 while for the two subzamples it
totals 9780, The F statistic is 0.91, lass than the § parcent critical value of 221 with 5 and 1394
degreas af freedom, The price elasifeity for thoss below age 60 is —1.43 with a standard error of
0.7, :

18, Thesc are weighted averages fn which the rlative weighl iF the imverse of the sampling
probability for the hausshold,

39, For axampie, a wealthy aged Individual may prefer to forego the incoma bas deduction and
make a charitable bequest because this increases the size of his gros: estate and therefors the
amount that @n be given frec of cstate ax bo his wife under the S0 pereent marital deduc Lien.

40, Dennis L. Krebs, TAltuem — An Examination of the Concepl and a Review of the
Literature. " Peyeolagical Bulleting Yol 73:4 {1970}, pp. 258-302

41, The specification of g uses 7 Income classes with lower Ifmits of zeco; $5000; §10,000;
$1.5,0000; % 25,0040 $50,000; and % 104,000,

42, Only the valucs for income class § matters berause of the high value of & With A = 10, the
relatlve wolght ta giving b ather classes B 2wiys less than 0.006,

43, Mo atkempl % fmade o calculaile the effect on wota) piving because the simulations are done
with the same restricied sample of 1,406 hovscholds as 1he original regreseicns

44, | ignore the possipllity that some households pay no taxes and cannot benefit from a lax
credit. Altematively, the proposal might be regarded a3 paying 2 casfr subsidy to any hotrschold In
which 1he ¢redit excesds Lhe Las Habiliby.

45, Mor-itemizers would be unaffacted by thiz proposal and would continue to face a price of 1.
46, Recall that P50 for household { ds agual to
Wil 1-mi) + {1-Wid[ 1=my—0.50 mog]

where W; {3 the ritla of cash gifts ta total gift far households in that Income class, my iS the
marginal rate of L= on Income and me; Is the marginal e of tax for capital gains 5ee Chapoer [
abova,

47, IF the entire sample wepe ysed, Eifi would equial the total number of houssholds. All of the
current calcutations are basad on Z§ for the restricted group of 1,406 houtkholds



1417

48 Tha parameter values are laken from equation 5. Recall that G; is ome dallar more than the
contribution acmwally reported by the indwidual, Note that the age variables, wealth varjables, and
constant terms can be ignored because the equation calcylates gnly the relative change in each
indwvidual gife,

48, The lncome clawes are defined In terms of total income before Tax.

50, Becawss these averages include the gifis of both lemizers and aon-itemizers, the redycilon of
26 percent b mecessarlly smaller than the 34 perceni reduction for [temkers only that was
previously’ reporied in Feldstcin, “on the effects of.. .." op. cit. Far nen-ftemkzers, this proposat
raises giving since price is unchangead whils income rises,

51, it might sccrm at first that contributions should Fall even le3s since 2 6 percent price increase
and a price elasticity of —1.15 imply 2 fall of oenly 7 percent which the Lioc cul, by raising incomes,
partly offsers. Bul the relevant price change is rot the unwelighted average but the welghbed rerage
in which the wekghts are the origina amounls of the contribution, Since lower origingd prices are
asaoclated with larger original conirlbutions, the weighted average effecl is larger than the
unweighted effect

53 An increase In price fram 0.74 o 1,00 would in itsef cut giving by S0 percent. But, a3 the
previeus note indfcated, the negattve correlaibon beiween original price and orlginz! ghving implbes
that this underestimates the affegt of the tax charge.

53, This represents a substantlally greater change than the 78 percent degreass calcuiated in
Feldstein, “On tha Effects of. . " op. ¢, because that calculation made no allowance for the
effect of gifts of appreciated assets Although the average price for this group is PS0=0.14, the
average price of cash gifts is 0,22,

54, See FeMdstaln, "Taxes and Charitabk Contributions: fidferences in the Impagt of Altemative
Tax Folickes an Religious, Edvmtional and Other Ovganizations," mimeo, 1974,

55 Feidstein, “On the Effects of. . ,,” op, cit.






THE INCOME TAX AND CHARITABLE CONTRIBUTIONS:
ESTIMATES AND SIMULATIONS WITH
THE TREASURY TAX FILES

Martin 5. Feldstein! and Amy Taylor™

Intraductian

Thiz paper presents new evidence an the price and income clasticities of char-
ttable giving based on the special Treasury tax files for 1962 and 1970. These data
seis provide very large samples of individual observations with exact information on
the tzx price and charitable giving. The basic parzmeter estimates are very similar to
earlier results that were obtained using aggregate pooled crosssection time-series
datal and household survey data® The pararmeter estimates are used here with the
1970 Treasury Tax File to simulate the effects of several possible alternatives o the
current tax treattment of charitzble giving.

Chapter | describes the basic specification and data that arc used o derive the
estimates. Chapter 11 presents parameter estimates for 1962 and 1970 using dif-
ferent definitions of the key variables. Chapter |11 combines data for 1962 and
1970, thus using the historical chanmge in tax rates as the basis for estimating the
price elasticity. The fourth chapter discusses the evidence on separale alasticities by
income class. The simulation method and results are presented in Chapter ¥, There
is a bricf concluding section,

[
SPECIFICATION AND DATA

Because charitable contributions are deductible in determining taxable income,
the current income tax systerm makes the "‘price’’ of charitable contributions less
than the price of other goods and services. An individual with a marginal tax rate of
40 percent cazn give 3100 to charity by foregoing $60 of personal copsumption; for
him the net price of charitable conwibutions is only 0.6, More penerally, for an
individual whose marginzt tax rate is m the price of charitable giving is F = 1=-m.
{When the cantribution includes a gift of appreciated property, the price 5 lawer
and more complicated to compute. We rettrn to this below.)

The basic specification of the behavioral equation relating charitable giving (G] 1
incame (Y} and price (P) is the constant elasticity relation:

log G, = fo + B4 log ¥; + 8, log P;

{1.1)
+ B4 MAR, + .ﬁ4 .I‘!’hGEi v g

where MAR; is 2 dummy variable indizating that the taxpayer is married and AGE; is
a durnmy wvarizble indicating whether the taxpayver was over age 65. The primary
definition of Income that s used n this study is adjusted gross ncome minus the

i'I’rtrfe-s;l:nr, Department of Economlcs, Harvard Univergdty,
FRepartment af Econombcs, Harvard Dnkersioy,
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tax that would have besn paid if no charitable conteibution were made. The
marginal tax rate is based on the corresponding taxable income, that is, the taxable
income of the individual if no charitable contributlon were made. [n this way, the
income and price variables are exogentus, at least to the extent of not depending
on the individual's charitable giving. [Qther measures of price and income have been
studied and will be discussed below.)

The 1970 Treasry Tax File B a sample of individual tax returns for the year
1970, These retumns are a stratified random sample of all returns for that year with
a sampling fraction that increases with income until there & 100 percent sample for
incomes over $200,000. To limit the computational costs of analyzing these data,
we drew a2 20 percent random sample from the tax file. After eliminating the
returns of now-itemizers, the sample contained 15,297 retyrns.

As we indicated above, the price variable depends on the marginal tax rate for
the taxahle lncome that the individuzl would have had if he had made no charitable
gift. For most taxpayers this was calculated easily by adding ectuzl charitable giving
to actual taxable income and wsing the tax tables to find the marginal rate on this
expanded taxable income. Special caleuvlations were made for taxpayers who used
income averaging of the alternative tax method, The Treasury assisted us by adding
the state marginal income tax to each record, together with an indication of
whether federal tazxes are deductible in computing staie taxable income. Each
individual’s total marginal tax rate was calculated by combining state and federal
marginal tax rates, with full allowance for the reciprocal deductions where
appropriate.

Contributions of appreciated asseis create a specfal problem for measuring the
price of charitable giving When an asset is given away, its full valus can be de-
ducted from the donor's taxabls income but there is no constructive realization and
therefore no tax to be paid by the donor on the capiml gain, The opportunity cost
{price) of a gift that & given in the form of an appreciated asset therefore depends
not only on the individual's marginal tax rate but alse on the fractian of the asset's
value that is accrued capital gain and on the alternatlve disposition of the asset. An
example will clarify the way {n which these varjables determine the relevant price.
Consider an individual whose marginzl rate iz 40 percent and who contemplates
donating zn asset that {s now worth $100 and for which he originaily paid $30. IF
he pives the asset away, he reduces his taxzkle income by $10H); he therefors
reduces his tax fiability by $40 and thus increases his after-tax income by $40. If he
instead solls the asset, he pays a tax of $14 (half of his marginal rate on the capital
gain of $70) and increases his after-tax income by $86 For this individual, the
opportunity cost of the $100 contribution is therefore $46 of foregone consumpt ion.
If the price is defined in terms of foregene consumption, the price of the gift is P =
0.45. This price clearly depends on the ratio of the asset’s original cost (or basis) to
its current value: an original cost of $1 imples P = 040 while an original cost of
$100 implies P = 0,60, More generally, P = 1-mci1-B/V} - m where V is the cur-
rent value of the assei, B [s its basks or original cost, mois the marginal tax raie on
income and me iz the marginal tax rate on czpital gins

The preceding caleulzthon defined the opportunity cost of 2 donated asset in
terms of foregone immediate consumption, that is, it assumed that if the asset were
not given away it would be sold in the current year. The price iy higher and the
caleulation 5 more complex [f the appertunity cost is defined in terms of foregone
gaving or wealth, that s, if 1t i assumed that the asser would pot atherwise be sald
in the current year. The individual in the preceding example could retain the $100
assat or he could give it away and add the $40 tax saving to his wealth. Viewed in
this way, his opportunity cost price s 0,60, the same as for contributions of
money; moreaver, this price is independent of the ratio of the capital gain to the
present asset value Since the individual who does not give away the asset also has a
future tax lizbility, this tends to overstate the opportunity cost of a prospective
contribution. However, by posiponing the sale of the aset the jndividual can
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subsiantially lower the present vzlee of the tax, and if the asset is never sold during
the individual's lifetime, the capltal gains tax liability is completely eliminated when
the asset pagses at death.”

If we dencte the present value of the reduction in the capitz| gains lax by @
me(1-BfY) where 0 & a = 1 is the relevant discount factor, the price of a gift of
appreciated property is 1-m-t.me.(1-BfV). Since neither & nor BV is known and
sifce anly their product enters the price variable, we RFave used a maximtrem likeli-
hood search procedure [described below) to estimate the composite parzmeter
o(1-B/V) The value of a{1-B/V) 15 assumed to be the same for all taxpayers.

For any given value of o{1=-BfV] there iz still z problem of how to combine the
sweparzte price variables for gifts of cash and for gifts of appreciated property.
Although the price for gifts of property is always less than the price for cash gifts,
individuals who make gifts of property almost always also make gifts of cash. These
individuals may prefer cash gifts for contributions below some minimal size or for
contributions (o particular types of donees. Since there is very high correlation
between the two prices, it is better to use 2 weighted average of the two prices
than to use the two prices separately. The relative importance of the two prices
clearly differs among the income classes: the data indicate that gifts of assets
accounted for less than 1 percent of total giving by households with incorme below
$£15,000 but for meore than 60 percent of total giving by househclds with income
over $700,000. Although weights could be assigned to each taxpaver on the basis of
the composition of that taxpayer's gifts, doing 50 would introduce a very substantial
element of inappropriate simuitaneity in the defnition of price. Instead, households
are classified into seven income classes with the relative weights for z2ll househalds
in each class based on the average composition of the gifts in that class.

Mot zll taxpayers can take advantage of the option to contribute appreciated
property. An individual who does not own common stock js unlikely to have an
appreciated asset that is suitable for making charitable gifts. As a precavtionary
meéasure, we assume that any taxpayer who does not report dividends or capital
gains will maks anly cash gifts,

The final price variable will be written P[a{1-B/V¥]] to emphasize that it is
conditiona| on the parameter of1- 8/Y). The variable is defined by:

P [ (1-Bf¥)]; = i-m; for taxpayers with insufficient common stock

for athers

where the weight W; [s the ratic of the value of cash gifts to total gifts for the
income class of which household | 5 2 member. For alternative values of nl:tl:'J—Bﬁ"}
between zero and one, the logarithm of Plaf1-B/V]]; is substituted for InPj in the
basic specification of equation 1.1. The value of o1~ B/W) far which the regression
has the lowest sum of squared residuals s the maximum likelihood estimate of this
composite parameter and the estimated coefficients for this value are the maximum
likelihood estimates of the corresponding parameters.

The Treasury Tax File for 19672 is very similar to the 1970 File.® The 20 percent
random sample of itemized retyrns provided 13,770 observations. The primary
difference in procedure is that the marginal tax rale refers only to the federal tax
rate since no hformation on state rates was available
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n
THE BASIC CROSS-SECTION ESTIMATES

The estimate of the basic equation with data for 1970 5 presented in equation
21

InG=-1.419Tn P+ 0768 In ¥ + 0.317 MAR

{C.070) (0.023) {0.048)
+ 0443 AGE - 2.580 {2.1]
(0.038) (0.207)
RZ = 404
1970

The price elastlcity is —1.419 and the income elasticity is 0.768. In gpite of the
patential preblem of callinesarity between price and income, the standard errors are
very small The coefficient of the dummy wvariable for married taxpayers (0.317)
indicates that married couples give 32 percent more than single individuals with the
same income znd price. The coefficient of the age dummy indicates that taxpaying
units in which one or both of the taxpavers is over 65 years old give 44 percent
mesre than younger taxpayets with the same income and wealth,

Equation 2.2 shows that the prlce' and moome elasticities for 1962 are very
similar to thase for 1970:

InG==-19051Tn P+ 0.745 In ¥ + 0.265 MAR
[0.036) {0.018) {0.042)

+ 0,132 AGE - 2.100 {2.2)

{0.034) {0.160)
RZ = (.52
1962

The elasticity estimates are also very similar when the sample is restricted to
married taxpayers bebow age 65:

NG=-1.2741n P+ 0.799 1n Y - 2.351
0.043) {0.020) [0.176} 2.3)
R? = 0.52
1962

The <peclal problems raised by gifts of appreciated property were briefly dis
cussed in Chapter 1. As we noted there, the avallable data severely limit the
passibility of dealing fully with this prablemn. It 18 necessary to suminarize both the
effects of allowing the contrlbution of property at market value without con-
structive realization for capital gains taxation and the possibility of alternathve
untaxed dispositions through personal gift or bequsst by a single measure of the
“discounted gain to value ratic.” Since no data are avatlable on the actual gain to value
ratic of ctontributed assets or the alternative way in which the asset would
otherwise have bBeen used, & maximum |ikelihood search over possible discounted
ain to value ratios /s employed. The sum of squared residuals changes very [itcle
less than 1 percent] as the discounted gain to value ratio varies between zera
fwhere asset gifts are equivalent to cash gifts) and one [where assot gifts are all
appreciation and Rave no basis. {In 1942, at the very highest marglnal tax rates,
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individuals could face a negative price for gifts of appreciated property if the dis
counted gain to value ratio was sufficiently high. We imposed 2 lower bound of
0.10 on the price variable for the current estimates.) The minimum occurs at 0875
in 1970 and at zzro in 1962 Neither of these extreme values seems plausible.
Afthough the assets given away may have an actual ratio of gain to value near
Q.875, sophisiicated taxpayers are aware of the aliernative opportunities for avoid-
ing capital gains taxation. The discounted gain to valpe ratio s therefore almost
certainly lower than 0.875. But a value of zero implies that there is no incentive to
give assets instead of cash and thus confliccs with the substantial proportion of the
gifts of high-income individuals in the form of appreclated assets. Morsover, the two
previpus studies of this question® both found that the maximum likelihgod estimate
was 2 discounted gajn to value ratio of 0,50, Imposing this value with the curreat
data implies the followng eguation for 1970:"

1n G = ~1.285 1n P[50} + 0.702 Tn ¥ + 0,341 MAR

{0.059) {0.024} {0.048)
2.4
4+ 0.419 AGE - 1.913 2.4
{0.038) {0.714)
RZ = 406
1970

Using this price variable for appreciated asset gifts does not alter any of the basic
implications of equations 2.1 and 2.2. The price elasticity of -1.285 is slightly
lower than the previcus estimate but stll implies substantial price sensitivity.® The
estimates for 1962, shown in equation 2.5, are also quite similar to equation 2.4:

Th G =-1.088 In P(S0) - 0757 In ¥ + 0.184 MAR

(0,033} [0.185) {0.042)
f2.5)
+ 0,134 AGE - 2.066
{0.035) [0.166)
R? = 0.52
1942

Before studying any further modifications of this equation, it is useful to con-
sider the implications of this estimate of the price elasticity. Among families with
disposable incomes between $10,000 and 315,000 in 1970, the average price of
giving was 0.80 and the average gift was about $300, If contributions were pot
deductible, the price would rise by 25 percent {from 0.80 to 1.00) and therefore,
given a price elasticity of -1.285, contributions would fall by about 25 percent or
$75,? This amount is neither implausible nor contrary e the common assertion that
the deductibility of conmibutions is likely to have only a “small"™ effect on the
amaunt given by lower income houssholds. 19

For households with disposable income between 50,000 and $100,(, the
average contribution was $2,000 and the average price was 0L42, The lower average
price in this incoma class Implies that the deductibllity of charitable gifts has z
substantially greater effect than |n the lower income class. Eliminating the de-
ductibility would raise the price by 138 percent (from 0.42 to 1.00) and wouid
therefore lower contributions by about &7 percent or $1,344.

It is interesting to notc the specizl implication of a price elasticity of exactly
minus one With this price elasticlty, the value of glving responds to chahges in price
in such a way that the met cost 1o the indiwfdual danar is unaffected by the
deductibility, Doness receive an amount agual to the sum of the net cast o the
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donors {which remains onstant] plus the revenue foregone by the Treasury. The
efficiency of the incentive to charitable giving, that is, the ratie of additional funds
received by donees to revenue foregone by the Treasury, 15 100 pocroent, The zcheral
cstimated price elasticity of -1.285 implies an efficiency greater than 100 percent,
that i, philanthropic organizations receive more in additdenz| funds than the
Treasury loses in foregone revenue,

The current parameter values are very similar to those obtained in earlber studies
with very different bodies of data, Feldstein'' used aggregate Intermal Revenue
Service data by income class for the years 1948 through TSEE. With the same price
and income definitions as in equations 2.4 and 2.5, the aggregate analysis implied a
price elasticity of -1.17 {5.E. = 0.08} and an income elasticity of 0.82 (5.E. =
0.03), Feldstein and Clotfeltei’? analyzed household survey data collacted for the
Federal Reserve 8oard in 1963, The comresponding price and income elasticities are
-1.15 (S.E. = 0.20) and 0.87 [S.E. = 0.14).

The implications of this research stand in sharp contrast to the resuelts of an
earlier and often cited study by Taussig '+ Taussig examined a sample of 47,678
itemized individual income tax returns for 1962, He found extremely low price
elasticities [absolute elasticities not greater than 0.10] and concluded that the cur-
rent tax deductibility of contributions therefore does little to stimulate charitable
giving!? We believe that the basic reason for this striking difference in results is
that Taussig used inappropriate measures of price and income. More specifically,
Taussig used the marginal rate for actual taxable income, that is, income net of the
individual’s own charitable contribution. An individual who glves more to charity
therefore has, ceterds poribirs, 2 lower marginal rate and a higher price. This into-
dices a spurious positive association of price and giving and thus biases the elas
ticity with respect 1o price [or marginal rate) toward zero. Taussig's measure of
income was also inappropriately dependent on the individual's actual contribution,
that 5, income was 300 mezsured et of taxes actually paid rather than of the taxes
that would have been paid with no charitable contributien. Equation 2.6 shows the
results of using this inappropriatz measure of price (PT) and income (YT} with our
1962 Treasury Tax File sample of married taxpayers less than 65 years old:

In G ==-0:520 1n PT + 1.053 1n ¥T - 4.734
0.045 0.019 0.166
[0.045) (0.019) (0.166) (2.6)
= 0.51
1962

The price elasticity of -0.520 s very much lower than the value of -1.274
obtained in eguation 2.3 with the more appropriate measure of price, Taussig's use
of incorrectly dependent price and income wvariables thus accounts for mere than
two thirds of the difference between our estimate and Taussig's carlier reqult. It is
not clear 1o us why Taussig's esurnated price elasticity was actually smaller than the
value we obtained in equation 2.6.1% One possibility is a problem with Taussig's
data. Taussig's sample of 47,678 itemized returns was part of the 1962 Treasury
Tax File used in the cument study. Unfortunately, part of the original data tape
contalning 22913 remarns {33 percent of the total sample of jremizers) was missing
in the computer tapes with which Taussig worked. The frequcnw distribution of
the Taussig sample by income class and other atiributes'® are quite different from
those for the complete sample. If Taussig's observations were a random sample from
the Tax File, this loss of data should not affect the expected value of the estimates
It is worth noting, however, that with this incerrect definition of price and income
the results are quite sensitive to the particular sample. When equation 2.5 [s re-
estimated with the 1970 sample, the estirnated price elasticity is actually a small but
insignificant positive value: 0025 with a standatd error of 0.079. It should be
remembered in contrast that equations 2.1 through 2.4 show that the 1962 and
1970 results agree quite well with each other when the correct measures of price and
imcome are Used,
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THE EFFECTS OF CHANGES IN TAX RATES

The basic problem in estimating the impact of taxation oh charitzble giving is to
separate the effects of price ard income. Since price depengds on marginal rate and
marginal rate depends an income, there is a comrelation between price and income.
The relatively small standard errors of the price and inconte elasticities in the
equations of Chapter |l show that the traditional problem of coliinearity is not
sericus in the cument context It is possible, however, that there is 2 more funda-
mental problem of urderidentification. Suppeose that the true relation between
giving ang income [s not one of constant elasticity but imvolves a more general
functional reletion. Althowgh the logarithm of price has z low correlation with the
logarithm of income, it might have a high correlation with the “'correct’’ function of
income. The attempt to estimate this correct functional specification would then
lead to very impregise estimates of the price elasticivy.

We do not belleve that this is a seriots problem. The bivariate distribution of
price and income in Table 1 shows that there is substantial variation of price within
indvidual imcome classes. Meverthekess, we have developed an alternative o the
crosssection regression that permits price elasticities to be estitmated without any
resirictive assimption on the effect of income on giving.

The new mathod utilizes the fact that tax rates were substaptially reduced in
1964, At each real income level, the price of charitable giving in 1970 was higher
than the price in 1962, The average charitable contribution at cack income [evel was
also lower in 1970 than in 1962, A separate price elasticity could be caloulated for
each income ¢lass if we could be confident that ne exogencus fachor was re
spansible far any changs in giving. This restrictive assumption is unnscessary if we
wish to calculate a comman price elasticity for all income [evels. We shall allow for
an exogenaus “trend” factor that raises or lowers giving at all income levels by a
commen factor and then estimate the price elasticity in a way that iwvolves no
assumpticns about the effect of income.

Table 7 shows the changes in the price and amount of giving between 19562 and
1970, More specifically, column 1 indicates the 1962 net income class {adjusted
Eross income minus tax hability with no charitable contributions) and column 2
shows the real income in 1970 corresponding to the midpoint of that class. Column
3 shows the ratio of contributions to net income for taxpayers who itemized in
each income class in 1962 [£62] and coiumn 4 shows the comresponding value at the
1970 income level (g70). The estimate for 1970 is cbtained by interpolating from a
list of ratios similar to column 3 that was derived with the 1970 Treasury Tax File.
It is clear that in every case [except the class with incomes over $750,000 in 1962)
the value of charftable gifts declined bebween 1962 and 1970; the ratio of g0 to
gh2 is presented in column 5. Columns & through B present the corresponding
information aboui the price for cash gifts In avery case (again &xcept the class with
incomes over §750,000 in 1962) the price was higher in 7970 than in 7962

The change in price and corresponding change in giving can in principle be ussd
te calqulate price efasticities for each income class on the assumpiion that the
change in giving is due only to the change in price. That is

(9 -2

where the subscript k denotes the k-th incorme class. The results of this calcutlatlon
are shown in column 9. The price elasticities decrezse rapidly until the $20,000
income level and then vary between 1.1 and 2.7,
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Disteibutlon of Chariteble Giving by Frice @and Mot Income, !870%

(Euch c2ll presenits the aumber of returns and the sverage ratic of charitable giving to net mcome)
Met [ncoma

20000 4000 6,000 §,000- 10000 15000 20800  SO000- 1000000 500,000-
Brice 2,000 4,000 6000 E000 16,000 15,000 20,000 50000 100000 500,000 1000000 1000000+

STFL

0.31 - - - - — - - - 260 1592 33 16

0.003 0155 0.3%3 0.740
0.31- - - - - - - - - 2,508 2,105 73 45
0.37 0077 D.137 0.315 0.307
0.37- - - - - - - - 1410 5,845 2,333 42 12
0.46 0.049 0,055 0,092 0.064 0.039
0.46- - - - - - - - 6,045 2,09% 1,599 45 a
nél (039 0.053 0.057 0.026 0.013
0.61- - - - - 1 4 2,476 5134 308 313 9 7
0.72 2,810 0.039 0.011 0.033 0.061 0.038 0.016 0013
0.72- - - - - - 1,748 3554 69 37 55 3 1
0.75 0.031 0.029 0057 0.038 0.038 0037 0006
0.75 - - - - 251 4,867 1,259 121 2% % 4 1
018 (044 0.02% 0.029 0.041 0.073 0.028 0.019 0.002
0.78 - - 61 46 1909 2,161 253 109 20 34 p 1
.81 0.081 0044 0033 0.031 0.043 0.06% 0.004 0.020 0.010 0.006
0.81- 3 281 1,016 987 427 214 42 70 20 74 6 2
086 0068 0081 0.053 0043 0.049 0.058 0.103 0.082 n.032 0.015 0004 0.001
0.66- 1 13 2 B3 54 40 15 58 37 113 18 6
1060 0326 0091 0.069 0073 0.063 0.092 0.027 0.078 0.036 0.028 0,020 0.010

*Net income iz AGT mimus the federal tax Uabibly with no chavitable contribubons. Thess eturns are for marred taxpayers lezs than age 65,
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The very hlgh elasticities in the first three income classes are associated with very
small price changes. This suggests that there was a systematic exogenous fall in giving
in addition to the price effeci.

To estimate both the price effect and the exogenoys change, we replace eguation

3.1 by
E_T{.l) = C (ﬂ_u) " - {3.2}
£62/) P62/ K

where C is 2 constant {presumably less than 1) and ¢ [5 an [ndependent random
varighle,
After a logarithmic transformation, the sstimated equation is:

1.1(% - 083 - 1.540 1n (p70/p62) (3.3}
g {.040) {0.214)

RZ= 77

M =18

The price etasticity of —-1.540 s very similar to the price slasticities estimated for
indiwidual oross-section data for 1862 aznd 1970, The constant term of 0083
implics that there was an exngenous decrease of 8 percent from 1962 to 1970 or
approximately 1 percent per year.

A similar calculation can be done with the price variable measured to include the
effects of appreciated asset gifts. Columns 10 through 12 compare the price based
oh a 50 percent “discounted gain to value ratio.” The estimated response to the
change in this price is:

= - M
In (g70fg62) = <0.143 - 1.393 1 [niﬂﬂ}ﬁi]

f0.033) {D.189) {3.4)
R? =078
N =16

The price elasticity of -1.39 corresponds well (o the cross-section estimates of
-1.28 for 1970 and - 1.09 for 1962,

There is a potential problem with the data for the lower income classes. The
fractlon of individuals iterizing at each income level below $20,000 decreased
between 1962 and 1970, There is a danger therefore of comparing dissimilar house-
holds in these income groups. Fortunately, the estimated price elasticity is quite
insensitive to the exclusion of the bottom three income Zoups: the estimated price
elasticity changes only from -1.393 to - 1.%44,

These estimates give equal weight to each of the income classes. Howaever, each
observation represents a different number of individual tax returns o owr sample,
Fortupately, the estimztes are not sensitive by weighting the ohservations. With each
observation weighted by the number of individual returns in that class, the price
elasticity rises from —1.392 1o 1,575,

In short, the method of this section provides strong evidence that there [5 ne
idenlification problem in the crosssaction estimates. The current methods literally
hald income constant in relating the change in giving ta the change in price. The
I'Ei:l;ilﬂi strongly confirm the cross-section estimates of price elasticities between -1.0
and =15,
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ESTIMATING SEPARATE PRICE ELASTICITIES
BY INCOME CLASS

The assemption that there is a single price elasticity for the entire population is
clearly z simplification, Individuals will of course differ in their sensitivity 1o price,
Lising a single “average” price elasticity to describe everyone’s behavior is neverthe-
less appropriate i these differences in price elasticity are distributed randomly in
the population. But if the “'average" price elasticity differs substantizlly among
income classes, it would be inapproprizte to simulate economic policies on the
assumption of a single constant elasticity.

It is worthwhile, therefore, to examine whether price elasticity does vary with
incorme. There are several ways to do this The simplast method is to extend the
current specification by allowing an interaction ierm, the product of the logarithm
of price and the logarithm of Income. This allows the price elasticity to vary
continiously with income but forces the variation to assume a smooth and
monotenic form with the same relative senstivity to income changes at all levels.
The results of such a specification with the 19Y9 data are presented in equation
4.1:

InG=35351 1nP+0519 1nY

{0.475) {0.031}

= 0602 1Tn Y « In P + (L30T MAR

[[].D42J {0.049]) [4, I :I
+ 0,395 AGE + 0.114
I:D.CISE]I {I].3DE]
R? = 0.406
1970

The coefficient of the crossproduct term implies that the absolute price elasticity
rises substantially with incoeme, [ndeed, for incomes below $7,455 the implied price
elasticity has the wrong sigh. This indicates that the atternpt to fit such 2 smooth
and monotonic relation between price and income is not approprizte. In order to fit
the pbservations well at high income |evels, the funcrional form is forced 1o be
inappropriaie at low levels.

& more general specification allows the price elasticity to vary among income
¢lasses and imposes no particular parametric form an the relation betwesn income
and orice elasticity. There ate two ways in which this can be done. A separate
equation can be estimated for each income class, thus allowing not only the price
elasticity but also the income elasticity and the effects of marital status and age 1o
vary by income class. Alternatively, a single regression ¢an be estimated with a
separate price elasticity by income class but a common income elasticity and
commen effects of maritzl status and age. Both methods have becn used.

Table 3 presents the estimated price and income elasticities in four income
classes when all coefficients are afllowed to vary. For incomes above $20,000, the
results in both years are similar to the constant elasticicy regressions of equations
2.4 and 2.5, There is some indication that the price elasticity increases with ingome
but, except for the highest income class in 1970, the differences are relatively small
The results for axpayers with incomes below $20,000 differ substantially from the
bacic constant elasticity regresshons. The results aiso differ greatly between 1962 and
1970. The estimate for 1962 is -3.67 with a standard error of 0.45. In contrast, the
1973 estimate is only -0.35 with a standard error of .52, Both of these estimates
require further comment.
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Tabla 3
Price: apd Income Elastkeldes by Inconte Clace®™
Incoma 1952 1970
Clas Frice income Prica Income
(3000"s) Pisdy ¥ (P{50y ¥
420 =1.67 0.53 =035 0.80
(0.45) (007 050 (0.10]
20-50 =-0.97 0el -0 35 0.39
(026 {0,157 w.m {0.16)
S0-100 ~1.10 1.60 -1.12 087
(0.153 f0.20% (0.22) (0.2m
100w -L.29 1.01 -1.74 1.83
(0.0} (0,083 {008} (0.0 ]
All =L{9 0. 76 -1.18 Q.70
{0.02) (0.19) (008} {0.02)

*Pased on separate regrentions for sach moome class with dutnmy varbles for
mmarkial skzbys and xoe. Price @ baed o a discounted gain ko value matio af 056,

Consider first the high price plasticity for 1962, This value is pot very different
from the low income price elasticity estimated previously with the Federal Reserve
Board survey data for 1962: -2.50 with a standard error of 0.9T.17 It should be
remembered also that this price elastlclty reflects a re¢ponse to a relatively small price
differential among lower-income houssholds The vast majority of households with
incomes under $20,000 faced a price of 0.8 or greater. Eliminating the deduction
would therefore raise their price by less than 25 percent. Even with a price
elasticity of -3 this would reduce their giving by less than 50 percent.

The cstimated price elasticicy for low-income houscholds in 1970 reflects the
collinearity between price and income in this subsample. In higher fncome groups
there are some taxpayvers with low marginal rates and other taxpayers with high
marginal raies, But among low-income taxpayers there are ng high marginal rates.
The large standard error of the price elasticity indicates that these data are Just not
saufficiently rich to provide accurate informaton on both price and Income elastici
ties. However, by restricting the income elasticity and the effects of marital status
and 2ge to be the same at all income levels it is possible to obtain more precise
estimates of the price elasticity. 'n effect, this procedure avolds the collinearicy
problem by wsing informztion about the effect of income at all levels in the sstime-
tioin of the effect of price at each level Equation 4.2 presents the estimated
egquation for 1970 with five separate price elasticities:

1In G =-2264 1n PI50} <10 - 1.818 tn PI50)10/20
{0.418} [0.235)

- 1,469 T P{S0120/50 - 1.168 1n P{50)50/100
f0.135) {0.085)
{4.2)
- 1267 Tn P{S0) > 100 + 0.782 tnh Y
{0.061) {0.031)

+ 0,365 MAR + 0.403 AGE - 2.843
{0,050 {0.039) {0.324]
®? = 0,403
1970
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where {50010 is equal to P{50] if the taxpayers” income is [2ss than $10,000 but
equal to O otherwiss, P{SOM{S20 is equal to P(50) if the taxpayers' income is
between $10,000 and $20,000 but equal to O ctherwise, and-so forth, The implied
price elasticity in the lowest income class is now -226 with 2 standard ereor of
0.42 and thus rather similar to the corresponding price elasticity with other badies
of data. The other price elasticlties at income below $ 50,000 are also slightly higher
than the comstant price elasticity of equation 2.4 while the price elasticity betwesen
$530,000 and $100,000 is very slightly lower.

These attermpts to estimate separate price elasticitles for individual income classas
indicate the difficulty of obtaining such information. The disagaregated resules are
penerally much less accurate than the overzli price elasticity. The low-income
itemizers are an unarepresentable sample of low-income househelds. Nevertheless the
current estimates and the previous evidence on this question do present a reasonably
consistent and clear picture. Flest, there is avidence in all the sources of data that
the price elasticity exceeds one for incomes over $20,000. There is some indication
that the elasticity may increase at the highest income level. Any estimate less than
one has a large enough standard error to preclude excluding the possibility that the
glasticity exgeeds one. Second, the evidence suggests a higher absolute price elastic-
ity for taxpayers with incomes below $20,000, probably in the range of -2 to -3,

¥
SIMULATED EFFECTS OF ALTERNATIVE TAX CHANGES

This section uwses the basic parameter estimates for 1970 [equation Z.4) to
calculate the affects of alternative changss it the income tax treatment af charitable
contributions. The simulations show, for each income class, the change in the
average gift, the change in the average income rax and the change in net disposabls
income after both taxes and contributions. The effect on aggregate giving and on
gifts to particular types of donees will zlso be presented. Al of the estimates are for
1070 and use the 1970 Treasury Tax File.

Any change in the income tax law will alter the prite of charitable contributions
that & taxpayer faces. Let F; be ihe current price faced by individual | and F ke the
price aftar a proposed :hanga in the tax 1aw Simllarly let G be the 'current
chatitable contribution of that individual and G; the contribution after the change
in the tax law. Consider first how ihe cdculanﬂn of the effect of 1 tax change
would be done if all heuseholds filed itemized returns. For a change Tn the tax law
that alters only price and not Income'?® or the demographic dummy variables, jt
follows that the predicted change in the individuai's contribution is:

NG, - 1nG; = -1.285 (In P, - In P} . {5.1)

Since the qurremt actual gwmg is known for individual i, squation 5.1 can be used
to calculate the axpecmd giving under the aiternative tax system. If the tax change
alters income as wall, ¥ the change in giving is:

In Gi— In G; = -1.285 (1n P" - 1n Py
{5.2)
+0702(InY:-InY¥,).

To extend the calartatlon to taxpayers who do not [emize, it |5 necessary o
astimate the am unts of the coniributions that are currently made by thess
individuals, Let be the estimated gift In 1970 by individuzl 1 who used the
standard daducmn. Simblarly, let G be the gift that the individua! would make
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under the zlternative tax treatment of charitable contributions. Since &; is un-
known, the value of G} canmot be sstimated from the expected change in giving as
it was on_the basis of’ equation 5.1 for taxpayers who ftemize. Instead, we now
estirnate Gi and Gi separately on the assumption that the only relevant defference
between itemizers and nroan-l'temizers with the same income is the different price
that they ourrenthy fzce,’

Because the estimated esguations for itemizing taxpayers do not explain their
giving perfectly, there is a residual difference between actual giving and the giving
predicted on the basis of equation 2.1. Each residual reflects the use of a loglinear
approximation and the omission of variables other than income, price, and the two
demographic effects. These residual differences are automatically tzken into zesount
for itemnizing taxpayers by the method of equation 5,1, For the non-itemizing tax-
pavers, an estimate of the residual 5 caloulated by averaging the residuals of all
itemized returns in that individual's income class; for this purpose nine Income
classes arg used. With uj estimated in this way, the calculated value of giving by
nen-itemizer i 15 simply the value predicted by equation 2.1 with the appropriate
values of P; and ¥ plus the estimated residual u;.

The Treasury Tax File provides a weight for each individual reurn, The estimates
for each individual can therefore be aggregated to vleld totals for each income class
and for all households that file returns.

The data for estimating the effect on individua! donees are much less adequate
than the data that are available for estimating the effect on all types of donees
together. Every second year the laternal Reveramre Service publishes the value of
ittmized charitable contributions in 17 adjusted gross income clawmes. For 1962
only, the published report divided these contributions into five major types of
charities: (1) religious organizatiens, {2) educational institutions, {3} hospitals, |4
health and social welfare arganizations {including United Funds, the Red Cross, and
specific disease associations) and [5] a residuai group including Iibraries, museums,
zoos, musical orgarmfzations, and literary, educationz], and scientific foundations.
Thk & the only source of data on the distribution amwong different types of
charities of the contributions of middle- and high-income households. Feldstein® "
used these data to estimate separate price ang income efasticities for giving to the
five different types of donees. That analysis showed that gifts o religious
organizations and to health and welfare organizations have [ower price and Income
elasticities than gifts to the other types of charities This was confirmed by
estimates using three different specifications. The current simulztions use the quite
comservative assumption that the price elasticity is actuzlly the same for all the
donees and that only the income elasticities differ.?? This tends fo reduce the
sensitivity of gifts to educational institutions and hospitals relative to the sensitivity
of gifts 1o religious and bealth and welfare crganizations. Singe the educational
institutions and hospitals are still much more semsitive than other types of dopees,
this type of conservative assumption is probably warranted by the general
inadequacy of the data on giving to individual rypes of donees.

Consider first the implications of completely eliminating the deduction without
substituting any other prevision that encourages charitable giving The simulation
Indicates that this would reduce total giving in 1970 from $17.3 billion®? w §12.3
billion, a decrease of 26 percent. Eliminating the deduetion zlso increases total tay
reverue by $3.5 billion. This implies that the current deductibllity [nduces $1.29 of
additional charitable giving per dollar of revenue fost,

Table 4 shows that the reduction in contributions differs substantially among the
five major types of deness. Religious giving falls least, only 22 percent. This reflects
the corcentration of religious giving in the lower-income households for whom the
prlee change implied by eliminating the deduction would be least 11 contrast, gifts
to educational institutlons and hospitals would fall nearly 50 perceni. Communicy
health and welfare organizztions are imare similar 1o religious crganizations while the
residual category contains ruseums, orchestras, zoos, and other charities favored by
higher-income danors.
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Taivs 3
Effeces of Eliminating the Charitable Deduction

Contriputions m 1970

(i millians of doilars)
Prodictad
with o Ferceniape
Actual Dedyction Change
Eeligious orgamit gljons §10,441 § BI58 =123%
Edugational mstitutions &T9 sy —4B
Hospitals 289 156 45
Health and welfare
orgmizations 2,499 1,519 -7
All others 3417 211 -33
Total giving 317,34 15T -26%

Table 5 presents detailed results of the effects by income classes.®* The average
contribution in 1970 iz given far bread income classes it column 3, and the
corresponding prediction if the deduction were climinated appears in column 4. The
ratios of predicted contributiins o actual contributions that zre presepted in
column 5 show that the relative reduction in giving s much greater among
high-income classes than in lower-income classes. Whils taspayers with adjusted
grass incomes between $10,000 and $35,000 would reduce their gifts by 22 percent
{fromm an average of $290 to $225), a reduction of 75 percent is predicted for
taxpayers in the $100,000 to $500,000 class {from £9,184 1o $2,24K).

Eliminating the charitable deduction would raise the average taxes paid in every
income class but the increase would be greatest at the highet income levels. Column
6 shows the ratios of the tzx payments if the deductions were gliminated o the
actuval Bx payments in 1970, Althcugh takes rise by only 34 percent in the
$10,000 to §15,000 class, taxes riss by 14.8 percent in the class of taxpayers with
ircomes of $500,000 o $1,000,000.

The distributional effect of eliminating the deduction is quite difforant if we
focus on the change in net disposable income rather than the change in tax
payments. Met disposable income avzilable for perscnal consumption or saving is
defined as adjusted gross income mincs both the taxes actually paid and the
charitable coniributions. Because charitable contribetions fall sharply in the higher
income groups when the deduction is eliminated, their predicted consumptions and
savings increase despite the preater taxes that they pay. Column 7 presents the ratio
of predicted net disposzble income to zctval 1970 net disposable income Met
disposable incorme rises at every intome level, with the increase ranging from less
than 0.3 percent for incomes under $ 506X 1o more than 5 percent over $300,000.,

Most of those who have supgested eliminating the charitable deduction have
propesed that some zlternative be introduced to encourage charitable giving. Table &
summarizes the effects that several different common proposals would have on total
charitable giving total taxes pald, and on charitable gifts to educational institutions.
Perhaps the most commwon propesal has been o replace the deduction with a tax
credit. While the deductiom makes each individual's price depend on his own
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257678 54912 0.213
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Table B

Effacts of Altematve Tax Treatments of Tharitable Giving
(in biKions of 1970 do Bars}*

Percentage Change
Change in Gifiy 1o

Simulation Total Tax Totl Edneadonal

Ha. Prapoaal Gifts Payments Gifts_ [natitutions
1. Eliminate deduction —4 555 +3.521 =25 48
1. 5% tax redit HIHES =725 +4 =24
3 K% fax credit +2.304 =2060 +13 =17
4. Finor on deducton: 3% of AGI -3.315 +2.727 =20 ~3h
5 Conytructive realization of gilts =458 +).287 -3 -8
&. Limit maximuwm charitabke deducdon to taxss paid -3.071 045 - 05 -2
T 30% optonal cradit, all retums +3.448 =1957 +20 + 8
B 3¢ opthonal cradit, femizers only +1.532 =1.30% + 9 + 4
9 Extend the dediection to non-ilemizers +1.241 04993 L + 3
in. Incresse standavd deduston (min. $ 1500, 0975 -8.259 -6 -3

max. §2500)

*4) prce elagtlcities basad on appreciabed sel pifts valued at “diseoanted pain to value oo ™ Total gtfts, $17.3 billion.
Educalional gifis, 3679 million.

SEkl
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marginal tax rate, the fax credit would make every taxpayer face the same prica.®®
Proposal number 2 of Table & shows the predicted results of replacing the current
deduction with a unifarm tax credit of 25 percent. With this rate of credit, total
giving and the total tax collections of the Treasury remain approximately at their
current levels: giving increases by $0.69 billign while taxes Fall by $0.73 billion.
Although the agpregates are essentially unchanged, the impacts on particular donees
and particular individuals differ substantially, Gifts to reiigious organizations
actually increase by about 9.8 percent while gifts to sducational institutions fall by
24 percent The net disposable income of individuals with incomes between $10,000
and $15,000 would remain almost unchanged while individuals with Incomes above
$500000 would increase their net disposable incomes by 6.4 percent. Proposal 3
shows that even a 30 perceht tax <redit, which would cost the Treasury an
acklitional %2 billion in foregone revenues, would still |eave educational institutions
with a 17 percent reduction in gifts,

Another common proposal is to continue the curment deduction but to [imit it to
contributions in excess of some percent of income. Simulation 4 of Tables & shows
the effect of a 3 percent of adjusted gross income floor. Total giving would Tall by
M percent and pifts o educational institutions would Fall by 36 percent. This
probably owerstates the effect because it assumes that individuals do net accumulzte
the contributions for several years in order to take advantage of the deduction. The
frogquent comparison of this floor to the current medical expense floor is
imzpproprizte because of the much greater sase with which charicable gifts can be
postpancd and “bunched” o obtain the deductlon.

Several critics of the current tzx treatment of charitable gifts have proposed
changing the treatment of gifts of appreciated property by trcating such gifis as
vealization for tax purposes. This would eliminate the desirabfity of donating
property and wolld substantially increase the effective price for high-inteme
donars. Simulation 5 of Table 6 shows that this change would have a relatively
small total effect but would reduce gifts to educational institutfons by 8 percent.
Moreover, the net disposable income weuld rise for high-income taxpayers. For
individuals with incomes over 3500000, the simulation shows that net dlsposable
income would rise by 2 percent if the constructive realization of property gifts were
institured,

Much of the publlc and polltical oriticism of the current tax treatrnent of
charitable gifts occurs betause some high-income individvals make substantial
charitable @fts but pay no income taxes. Althouwgh the cerrent rules that limit
charitable giving to no more than 50 percent of adjusted gross income were
intended to prevent such avoidance of tax, individials with sufficient noncharitable
deductions are still able to pay no tax while making substantial deductible gifts,
There & a simple way to efiminate this problem by changing the pawre of the
contributian limit o & limit in reladon 1o tax paid instead of the ourrent limit in
relation to adjusted gross income. For example, sach indwidual’s charitzhle
deduction might be limited toc no more than the amount of tax that he actually
pays in that year. Simulation & of Table & shows that this would have very little
effect on toral giving {a reduction of 0.5 percent) or on gifts to educationai
institutions {a reduction of 2 percent].

Nat all proposals to change the tax treativent of charftable gifts would reduce
giving. Some have proposcd to increast the incentive to lowerinseme households
while maintaining the current deduction for higher-income bouseholds. One way to
do this 1s by an optional credit, leaving individuals the apportunity to use either the
deduction or a credit of, say, 30 percent. Propesal 7 shows that such an option
would cost an additignal $3 billion of forepone revenue but would increase total
giving by 2 percent and educational gifts by 8 percent. If the optional credit were
limited io itemizers only {on the grounds that non-itemizers are implicitly given a
tax reduction for charitzble gifts in the standard deductlon), the coast to the
government would fall to only $1.3 billion while gifts would increase by onby O
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percent [see Simulation 8 of Table &). A guite different bype of stimulus would be
achisved by extending the opportunity for charitable deductions to those who do
not itemize ather deductions {option 9). This would cost approximately $1 billion
in lost taxes and weoold stimulate giving by 7 percent, primarily to religious
organizations, 5ome change of this type may be regarded as important to offset the
effect on giving that would otherwise result from the cumrently proposed increass in
the standard deduction, Simulation 10 of Table 6 shows that increasing the
minimum standard deduction te $1,500 and the maximum standard deduction to
£2,500 would, in 1970, have decreased total giving by some & percent.

VI
CONCLUSION

This paper has presented a detailed analysis of the sensitivity of charitable glving
to alternative tex Heatmenmts. Three different sets of estimates were gdeveloped:
oss-section estmates Tor the 1962 and 1970 Trezsury Tax Files and estimates
based on the change in tax rates at each income level between these two years. All
theee sets of estimates agroe in placing the key price elasticity between -1.0 amd
-1.5. This value implies that the current deductibility of charitzhle gifts /s a very
efficient incentive, yielding more in additional gifts than the Treasury Foregoes In
potential additional revenue.

The price and income elasticities estimaled 1n the cument study are also very
simllar to the values obtained in Feldstein®® and Feldstein and Clatfelter®? with
very different types of data Feldstein used total contributions on itemized returns
as reparted by the Internal Revenue Service for cach adjusted gross income class In
even years from 1948 through T968. The basic estimate of the price elasticity with
that datz was — 1,17, The analysis of Feldsiein and Clotfelter used 2 large survey of
individual households with 2 sample that was heavily weighted toward high-income
households. With that data the key price efasticity was —-1.15. In short, there is very
strong evidence from a wvariety of seurces for the current gonclusion about the
relatively high price elasticity of charitable giving.

Legal discussions of the appropriate tax treatment of charitable gifis have
stressed the abstract logic of a consistent definition of taxable income?? In
contrast, we have emphasized the empirical effects of alternative policies on bath
donees and donors, We believe that the effect of alternative tax treatments on the
volume and distribution of gifts among donees and an the distribution of tax
liabilities and of net disposable income among taxpayers are the crucial aspects for
evaluating these proposals We hope that the evidence presented in this study will
provide a useful foundation for future policy discussions.
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cquation with the logarithm of marvginal rate ingtead of the logarlthm of price dees ot alter our
concluclonk
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sivrwd latiots is NHinled bo the individoal's tax ifability, e, the tax credi [s norrefundable. A
refundzble credit |s exacy equivalent > a matching grant fn practice the difference would be
small becaise of the nelatively small aggregate ghving by individuals who do not cumantly Ffile
Laabde retums

26, Feldszin {1375, op. clo
27, Feldstein and Clotfelter, op. cit.

28. WHlam Andrews, “Personal Deducthions i oan Ideal lncome Tax,” Sorvad Low Review,
B&:2 [Dee, 1972 pp, I3RS Baris Bittker, “The Propriety and Vitality of a Federsl Income
Tax Deduction for Frivate Philanthropy,'t In Tax fmpaces on Fhifentirropy [Princeaton, M, ].: Tax
Instituee of Amerbca, 1972); Stanley Sumey, ¢f of, Feders! Income Toxation {Mineota, M.Y.:
The Foundatkon Press, {ne, 1972).






EFFECTS OF THE CHARITABLE DEDUCTION
ON CONTRIBUTIONS BY LOW-INCOME AND
MIDDLE-INCOME HOUSEHOLDS: EVIDENCE FROM THE
NATIONAL SURVEY OF PHILANTHROPY

Michae! J. Boskin® and Martin S. Feldstein®
I ntroduction

Econamists and tax lawyers have lang debated the efficacy and propriety of the
income tax deduction for charitable contributions.! The effect of the deductian is to
lewer the individual's net cost of giving if he itemizes his deductions. More speciflzally,
the et cost to the donor per dollar received by the charitable donee js equal to one
miaus the individual's marginal tax rate.® If the elasticity of total giving with respect
to thls price {or net cost} fs absolutely greater than one, the charitable deduction
causes donees to receive maore Ih additionhal gifts than the Treasury Toregoes in revenie.
Alternatively, i the price elasticity is absclrtely |ess than one, the deduction is less
than fully efficient in this sense.

I a series of recent papers, Feldstein and his collaborators? obtained estimates of
the price elasticity that cluster around -1.2 from a variety of different data sources.
All but ene of these studies* [Feldstein and Clotfelter, 1974) are based on the gifts of
taxpayers who itemize their deductions. Since substantially more than half of the
households either do not itemize deductions or do not file any tax return, the
estimated price clasticitics have been obtzined primarily from the top half of the
income distribution. While this part of the population accounts for a disproportionate
share of charitable contributlans, extrapolation to the entire population may not be
warranted. A variety of policy proposals that are currently being ¢onsidered, for
example, a tax credit for all taxpayers for charitable gifts or extension of the
charitable deduction to non-itemizers, would alter the price of giving for households
that do not tow itemize. An accurate estimate of the price slasticity for this income
group is required to predict the effects of such policies,

The purpese of the present paper is to provide such a price elasticity estimate for
low- and middie-income households. We use a new data source that provides survey
information on charitable giving in 1973 by nen-itemizers as well as for those who
filed itemized roturns. Chapler | describes that data and discusses the problems of
definition and measurement.

Chapter [l presents the basic results of our study, estimates of the price and Income
elasticity of giving to charity by low- and middle-income househoids The third
chapter discusses the separate price elasticities estimated for different income groups
within the populaticn of households with incomes under $30,000. The current resuits
frrdicate thot these households ore very seasithve to tax-fiduced varigtfons In the cosr
af gleing; the ostimated price slasticities generofly exceed two

Chapter IV tests the hypothesis that there is & separate "itemnization effect,” that
fs, that the mere fact of itemization and not the lower price caused by the deduction
induces an [norease in giving. The estimates cause us ta refect this hypothasis The
higher giving by itemizers can be explained by the price differential alane,

Finally, £hapter ¥ offers a brief conclusion developing the implication of these
results far tax pollicy.

t Pralessor, Department of Economics, Stanford Unbversity.
" Professor, Department of Economics, Haryard Uiniversity.
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After this paper was written the Michigan Survey Research Center notified usof a
szl errer in the definition of some of the varfables. We have reestimated the basic
equations and our results are essentially unchanged.

I
THE DATA

The data for this study were collected by the 1974 Mationa! Study of Philanthropy,
a special household survey conducted by the Survey Research Center of the Lniversity
of Michigan. The survey was sponsored by the Commission on Private Philanthropy
and Public Needs to provide observations on contributions of money and time, as well
as on income, tax rates, and other related information for about two thousand
househelds.5 Because our focus is on the behavior of low- and middle-income
houssholds, data for households with incomes over §$30,000 were deleted. |n order to
ameliorate partizglly the problem of using current rather thap permanent income, we
have also deleted all households that reported incomes below §71,000. The key
variables used in the analytis will now be described.

Charitabla Conttrbutions

The dependerit variable of our study is the value of the hauseholds's gift to charlty
in 1973 in the form of both cash and property, Because we will estimate a loglinear
equation to obtain constant price and income elasticities, the small fraction of
hausehalds that report ra contribution pose 2 problem. We believe that mast of those
who report no giving actually did give 2 small amount which has since been forgotten
or was regarded as tpo small to mention, Three alternative modifications of the
reported giving have therefore been examined. First, we assigned a gift of $1 to all
those wha reported no giving; if reported giving ks denoted G, this estimate fs G1 = G if
G0 and G1 = 1 f G = 0. The second alternative assigns $10 instead: G10 = G if G0
and G10 = 10 if (G = 0. Finally, we try adding $10 to everyone's reported giving; this
wariable is denoted G + 10), We alse estimated equations using a regression specification
which directly accounts for the non-pegativity and piling up at zero of charitable
contributions. The results of this procedure (which are available upon request} are
quite similar to our bBasic results.®

Price

For householls that itemize thelr deductions, the price of 2 ohe dollat charttable
gift is 1-m, where m is the househald's marginal tax rate, For those households that
da not itemize, the price is simply 1. Because charitable deductions are almost always
a small part of a taxpayer's iternlred deduction, we assume that the decision 1o itemize
i5 ExOgenous.

No adjustment is made for the speclal tax treatment of appreciated property since
such gifts are very unimportant in the income range that we are concerned with in this
paper. In 1970, the last year for which data are currently available, only 4 percent of
n:l'|..21.|r|‘tal:|h:::r gifis were not in the form of cash for taxpayers with incomes below
$ 30,600,
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Twa different definitions of the marginal tax rate have been studisd. P1 was the
gstimated marginal 1ax rate that the individual would face if he made no charitable
gift, that is, P1 is the price for the first dollar of charitable giving. Alternatively, P2
uses the estimated marginal tax rate that the individual would face if he made the
average charitable contribution in his income class, Both measures assure that the
individual™ price measure i exogenous, that is, not a function of his own amount of
charitabie giving.

The relevant marginal rate was estimaied for each taxpayer on the basis of his
reported total Income, the number of his dependents, family status, and an «stimate of
the amount of noncharitable deductions.

Income

The survey collected information on the respondent's income bracket but not his
exact ncome.® We have used the midpoint of e2ch narrow bracket o measurs gross
income.

The net income variable, Y, fs defined as gross income minus the federal income tax
fiability that would have been paid had no charitable contribution been made.

The survey collected some data on wealth but did not obtain any information on
debis or the value of pension rights. We have therefore not explored the implications
of wealth here.®

Age

The fraction of income contributed to charity increasss with age. Feldstein and
Clotfelter! ® showed that this is true even after adjusting for price, incoms, and wealth.
The corrent study thersfore includes three age dummy variables 0 measure
proportional shifts in giving: A3554 = 1 if the head of the family is aged hatween 35
and 54 and equal 1o zero otherwise, AS564 =1 if the head i5 55 to &4, and ABS+=1 if
the head is over 64, The omitted category is househalds with heads under age 35

Separate estimates were alse made with the sample limited to households
containing a2 married couple with the head between the ages of 35 and 54. This should
eliminate the special problems of transitory income associated with young households,
the aged, widows, and sa forth,

Other Varkabies

A variety of other variables were included in some formulations: the sex of the
househoM head, race, education, religion, and sa forth.

I
THE BASIC RESULTS

Equation 2.1 presents the basic estimate of the prbce and income elasticities for the
sample of households with incomes betwesan $1,000 and $30,000:
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In (G+10) = -2.405 1n P1 + 0.697 1n ¥ + 0,440 AGE 3554

i0.259) {0.069)
+ 0,754 AGE 5564 + 0.861 AGE b5+ - 2.235 (2.1}
{0.090! {0.095)

N = 1621, R? = 0.30, SSR = 2123.46

Mote first that the estimated price elasticity (-2.405) is very large and significantly
grea.t;;l numerlcally than one. The elasticities and age effects are all estimated quite
precisely.

The estimated price slasticity is quite consistent with results obtained for low- and
middle-income groups in the previous studies. The table below summarizes the
previous slasticities With the exception of the imprecise and insignificant
uncenstrained valg kased on the 1970 Intermai Revenue Service Tax Filke, 11 the
average of the previous estimates (- 2.4) is the same 25 the cumrent estimatz.

The estimated price elasticity for low- and middle-incoms households & thus
substantially larger than the cofresponding easticiiy for higher income groups, The
previcus stgdiﬁ for the entirs population Tound averali price elzsticities that clustered
arcund -1.2.12

A COMPARISON JF PRICE ELASTICITIES
FOR LOW- AND MIDDLE-INCOME HOUSEHOL [v5

Source of Data’ Ingorae Class Prce Elasticity Standard Etior
1962 FRB Survey? $1.721-8,000 =250 .91
1962 FRB Survey, .
Constra |n=db‘ $1 .?21‘3.0‘}0 =3.07 0.80
1962 Tax Fik® $4,000-20,000 ~3.67 0,45
1970 Tax Fike™ $4,000-2,000 ~0.35 052
1970 Tax Fike
Conttrained? $4,000- 10,000 -2.10 0.40
1970 Tax Fike,
wonsiralned $16,000-20,000 -1.59 023

a See Manin Feldstebn and Chades Cloafelter, “Tax (ncentives and Charltable Contriputions In
the Linlted Stxtes: A Microsconametrc Analyss,” fournal of Public Econnmies (farthcaming),
1974, for 3 deseription of Surity and sstimates.

b, Constrained cstimates are scparate price clastleitles by Income class within a singte eguatlon for
all ohservations

g See Feldstein and Amy Taylor, “The income Tax and Charltabls Contrlbutions: Estimates gnd
Simulations with the Tredsury Tax Files, ” Harvard Institute of Econcmic Rewarch Discussion
Paper number 409, AprR 1975, for 3 descriptian of the Treasyry Tax File and the sstimates.
These flgures refier to [pemlzed reiurne enly.
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The estimated price elasticity of - 24 implies that contributions are very sepsitive
to their tax treatment. The current deductability of contributions substantially
increases the toral value of gifts by these lower- and middle-income households. For
each dollar of revenuve thac the Treasury foregoes because of the charitable deduction,
donees recelve an additional $2.40,

As we noted above, several zliemnative adjustments were made to deal with
howseholds that reported no gift to charity, Replacing these zero reports by $10
{ilnstead of adding 10 to & reported gifts) slightly increases the estimated price
elasticity:

1n G10=-2506 1n P1 + 0.720 1n Y + 0.450 AGE 3554

{0. 266} {0.056) {0.071)
+ 0.767 AGE 5564 + 0.884 AGE b3+ -2.505 {2.2)
{0.052} {0.097) {0.265)

N = 1621, R2 = 31, SSR = 2220.809

Since the logarithmis transformation becomes quits steep as we approach zeto, the
adjustment that adds only one dollar to the zero reparted by some households yields 2
high price elastictty that may oversmate the difference in giving for small price
differences:

InG1=-2872 1n P1 + 0.938 In ¥ + 0.581 AGE 3554

{0.371) f0.079) {0.099)
+1.022 AGE 5564 + 1,159 AGE 65+ - 4969 {2.3)
{0129} {0.136) (0. 070}

N = 1621, R? = .26, 55R = 4349.617

In all three equations, the age coefficients confirm the importance of age as a
separate determinant of giving. For example, the baslc estimates of equation 2.1 imaly
that thase aged 35 1o 54 pive 44 percent more than those lese than 35, that thass 55 ta
64 pgive 37 percent more than those aged 35 to 54, and that those over 64 give 42
percent more than those aged 35 t0 54. To show that this effect is basically a
propoctional shift and does not invelve a changing price elasticity, we present z
recstimate of equation 2.1 with the sample imited to househelds heagted by 2 male
betwoen the ages of 35 and 54

In (G+10) = -2.913 1n P1 + 0.776 In Y - 2.619
0.471 0.111 1.001
(0.471) a1} (1.001} (2.4)

N = 543, R? = 0.29, S5R = 696,902

Finally, we can report that the substitution of P2 (the price based on average gift)
for P1 (the price based on the first doliar of giving} has essentially no effect on the
estimated parameters. Equation 2.5 presents the resufis with F2 that correspond o
equation 2.7 with P1:
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1n {G+10) = -2.412 1n P2 - 0.700 1n Y + 0.440 AGE 3554

{0.259) 160.055)  (0.069)
+ 0,754 AGE 5564 + 0,863 AGE 65+ - 2.729 (2.5)
(0.090) {0.095) (.492)

N = 164, R? = 0.30, SSR = 2122898

All of our basic resylts thus indicate that the price elasticity of charitable giving is
numericatly somewhat larger than —2 for those households with incomes between
$1,000 and $30,000. We turn next to the quastion of whether the price elasticity
varies within this ingeme range.

1]
ESTIMATING THE PRICE ELASTICITY BY INCOME CLASS

Since the price elasticity of charjtable giving for the lower part of the income
distribution = potentizlly so imgortant in making sensible tax policy, we have
atternpted to obtain information on price clzsticities by finer Income ranges than the
results reported above, We have estimated price elzsticities for several different income
ranges using several alternative formulations of our basis constant elasticity equation.
It should be recognized that 23 we examine finer and finer income ranges, the amount
of variation in price and income decreases and our sample size also decreases; it then
becomes more difficult to obtain accurate separate estimates of price and income
dasticities.

We bepin by deleting households with incomes over $20,000, The estimation of qur
basic specification for incomes in the $1,000 o $20,000 range vields

I {G+10) = -2,239 1n P1 + 0.685 1n Y + 0.398 AGE 3554

{0,291} {0.063) {076}
+ 0,781 AGE 5564 + 0.829 AGE &5+ - 2.102 (3.1
{0.09E) {0.100) {0.559}

N = 1368 R2 = 24, S5R = 1820.578

In spite of the potential problems of reduced variation and sample size that were
menticned above, we still obtain relatively precise estimates of the price angd income
elasticities. The price elasticity is again zpproximately - .2,

When equetion 3.1 is reestimated with the sample restricted 10 households headed
by males aged 15 to 54, the estimated price elasticity is ~2.76 {standard error, 0.35).
Similarly, for households with marvied couplas of all ages, the price elasticlty 5 -2.5
[standard emor 0.5). Finally, adding several other sxplanatory variabies {the sex of the
household head, race, religion, education, whether parents gave regularly) resulted in a
price elasticity of -2.35 with a standard error of 0.26. Addition of thess expianatory
variables reduces the sum of squared residuvals to J068.69, a statisthcally significant
improvement in fit. The separate estimated coefficlents reveal that househaolds headed
by a college graduate or somecne whose parents gave regularly gave abouf 25 percent
more ta charity, ceterfs paribizss, than those without these characteristics.
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A second zpproach o estimating separabe price elasticities by income class is to
allow the price elasticity to vary while keeping the income elasticity the same for ali
income classes, (This is the specification described as the "constrained"’ elasticity in
Tatle 1.} Equation 3.2 allows the price elasticity Lo differ between the income classes
$1,000 1o 310,000 and $10,000 1o $20,000 while maintaining the assumption of a
constant income elasticity and constans proportional age effects:

In (G+10) = -2.340 1n P11 - 222271 1n P12
{0.477) {0.316)

+0.67% In Y + 0.397 AGE 3554
{0.067) {0.076) {(32)

+ 0.783 AGE 5564 + 0.328 AGE 65+ - 2.047
{0.098) {0.100)

N - 1368, R? = .24, SSR = 1820.484

where P11 is the price for those with incomes between $7,000 and $10,000 {and zero
otherwise} and P12 is the price for those with tncomes between $ 10,000 and $ 20,000
{and zern otherwise).

The separate price elasticities are quite close to the owerall elasticity of -2.2;
indeed, a formal test of the hypothesis that the price elasticities are squal yislds F =
.12, well below the critical F of 3.8 at the 5 percent level, There is thus no evidence
in this estimate that those with incomes under 310,000 have different price elasticitias
than the group with dightiy higher incomes.

As an alternative way of obtaining 2 separate price elasticity for households with
incomes below $10,000 we estimated a separate regression for honseholds in this
income range alone. This allows the income elasticity and all of the age effects to take
values that are specific to this income group. Equation 3.3 zgain shows

In {G+10} = 2714 In P1 + 0,498 In ¥
(0.517) {0.098)

+ 0,245 AGE 3554 + 0,681 AGE 5564
{0117} {0,135} (3.3}

+ 0711 AGE &5+ - 0.477
f0.120} {D.844}

M= 8645 RZ = .15, S5R = 795.719

that charitable contributions appear to be quite price elastic Tor this low income
group; the estimated price elasticity is-2.7.

The very low estimated Income elasticity {0.48) is substantiaily lower than the
values that were estimated with a wide ingome range. Since at the lower end of the
incoree scale current income & more likely o include large negative transitory
components, we reestimgted equation 3.3 after deleting households with incomes
under $4,000, This raises the income elasticity to the usual range (0.92 with standard
error 3,52:]] but ieaves the price elasticity essentially unchanged {-2.68 with standard
error A
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The results reported in this section support the conciusion that charitable giving is
quite price elastic over the entire rangs of income and may be preater for |ower-ingame
houitholds, Since the current tax law lowers the price of giving to charity only for
those who itemize their deductions and since a substantial percentage of low-Income
and middle-income househalds use the standard deduction instead of itemizing, the
question arkses ¢ to whether the differen¢e in charitable contributions across
hauseholds which we attribute to price really reflects an effect of itemization itseif. Ta
this we now tutn.

v
THERE AN ITEMIZATION EFFECT?

To test for the presance of a pure “itemization ¢ffect™ in addition to a price affact,
we consider two alternate approaches. First, we use the sample of non-itemizers, all of
whom face a price of 1, to estimate the income elasticity of charitable giving. This
estimate is clearly not “contaminated™ by either collinearity of any passible
itemization effect This income elasticity is ther wsed as "'prior information™ which is
imposed a5 a constraint an the iemlzers in the sample to estimate the price elasticity.
Since this price elasticity is based on data for itemizers only, there s amin no
iternization component in the estimated price elasticity.

Equation 4.7 shows that the income elasticity for non-iterizers is G.64:

In [G+10} = 0,635 In Y + 0.304 AGE 3554
{0.063) fo. 105}
{4.1)
+ 0.867 AGE 5564 + 0,6931 AGE 65+ - 1.634
{0.131) {0.1167) {0.569)

(Non-itemizers only) N = 724, R? = 0,16, SSR = 859.191

Ustng this 23 an extraneaus estimate of the income elasticity for the itemzers, we find
a price elasticity of -2,3:

(G+10) - 0,635 In Y = - 2347 Tn P? + 0.533 AGE 3554

{0.093)
+ 0,683 AGE 5564 + 1.097 AGERS+
{.124]) {0.1635) (4.2
~ 1.671
{0 205])

(Ltstizers oniy) N = 897, R? = (.08, SSR = 164570
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Similarly, imposing this inceme elasticity on the full sample yields a price elasticity of
-4

In {G+10) - 0.635 1n Y = -2.567 + 0.442 AGE 3554
{0.216) (0.069)

+ 0.747 AGE 5564 + 0,836 AGE6S+
(0.818) (0.092) (4.3)

- 1.682
(0.055}

N = 1621, R? = 0,146, 55R = 3843.588

The estimated price elasticity therefore appears to reflact 3 genuing price effect and
not the effect of itemimtion per se.

A more direct test of the ilemization effect is obtained by estimating separate
constant terms for flemizers and non-ftemizers in the constant elasticity function. Any
itemization effect would show up in different constant terms. This is formally
eguivalent 1o estimating two separate equations for the two groups subject o the
constraint that the income elasticity and proportionai age effects ave the same for the
two grougs. For our basic specification, this yields the equation 4.4:

Tn (G+10) = -2.220 item - 2416 nop-item - 1.529 1n P1
{0,492} {0.527) (0. 793)

+ 0,721 1n ¥ + 0.443 AGE 3554
{0.058) (0.069) (4.4)

+ 0,756 AGE 5564 + 0.859 AGE 65+
(0.050) (C.095)

N = 1621, R? = 0.39, SSR = 2121.668

Where item = 1 for itemizers {and zero otherwisel and non-item = 1 for non-itemizers
{and zero otherwise).

The two constant terms are sirmilar in magnitude and not significantly different.
Comparing equation 4.4 with equation 2.1, 'we may use the sum of squared residuals
from each to construct an F statistic 1o st the hypathesis that the coefficients of the
itamizer and non-itemizer dummy variablas are equal. This yields an F (1,1617) =
1.35; since the 005 initial value of F is 3.84, the difference between the constants is
clearly insfgnificant. This implies that the lower price efasticiey (=1.529, s.e. = 0,793}
is irrelevant since equation 2.1 is really to be proferred ta this unnecessarily elaborate
specification. 1 2

v
CONCLUSION
We have examined a new and rich body of data on philanthropic activity by

howssbolds with incomes below $30,000. Using a variety of estimating eguations and
subsamples of the popilation, we fing that in each case charitable contributions are
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quite price elastic throughout this range of income. Almost all of the evidence
indicates a price elasticity that {5 absolutely greater than 2.

Cur experience in discussing this work Ras taught us that some economists are at
first surprised and skeptical about the high price elasticity becayse it seems "contrary
to intuitiosn and common observation.” We do not agree with this view. Among
families with adjusted gross incomes between $ 10,000 and §15,000 who itemize their
deductions, the average price of giving is about .8 and the average annual giving is
gbout $300. Eiiminating the deduction would raise the price 1o 1, an increass of 25
percent. Would eliminating the deduction reduce average ghving in this group by $100?
If so, the elasticity is approximately ~2 We doobt that intuition and common
observation are capable of answering this question. We therefore do not find that the
statlstical estitnates are in conflict with our informal judgement about the behavior of
individuals in this group.

This discussion does imply an important caution in interpreting high price
elasticities for low-income families. An elasticity of -2 may not be appropriate for
very large degreases In price faced by this group. For example, 3 50 percent credit
would lower the price from QLEQ to 0.50, areduction of 37 percent. A price elasticity
of -2 would imply an increase in giving from $300 to $768, that is, from a net cost of
$240 16 2 net cost of $384. While this cannot be excluded as impossible, it may be
larger than is likely. Jt is not possibie to learn how the elasticity might change oputside
the range of current and past experlence for this group.

Fortunately, however, the current estimaltes atc appropriate for the analysis of the
palicies that are more likeky. The extension of the charitable deduction to
nati-iternizers, or the availability of an optional credit at 25 or 30 percent, are well
within the range of experience that we have studicd. The current estimates therefore
have important policy implications: Tax incentives to encourage giving by law- and
middle-income househol ds would induce a substaniial inqrease in the flow of funds o
charitable creanizations.
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ESTATE TAXATION AND CHARITABLE BEQUESTS
Michael ). Boskin®

Introduction

Chavitable bequests [n the United States amount to well over two bllln:m
dollars.! Espem.a“‘r when combined with lifetime charitable contributions,® this
voluntary giving 2ccounts for 2 substantial share of the total resources devoted to
the educational, health, sclentific, cuttural, religious, and welfare sectors of the U, 5.
economy. The amount and composition of such bequests are affected by the rate
structure and deductibility of charitable bequests under the estate tax, This paper i5
devoted to an attempt to estimate the effects of the estate fax on charitable
beguests.?

The estate tax*? affects private philanthropy in several interrelated ways. First, and
most obvious, consider the disposhthon of the estate at the time of death. Once
debts and expenses are subtracted from the gross estate, the remainder, the
economic estate, s divided among bequests to heirs, charitahle bequesss, and taxes
Since there §5 a $60.000 exemption and a marital deduction of ane hal of the
estate,® the tax applies onily to the wealthiest 7 percent of estates.® Far this group,
the tax and deductipility have two effects First, the tax reduces the estaie available
for division between heirs and charity;” mond decuctibility lowers the price of
giving 1o charity relative to giving to noncharitable donees. For an estate with a
marginel tax rate of p, the price of begueathing arother dollar fo charity rather
than to noncharity heirs is 1-p, since $u in taxes are saved by doing so. The first,
or wealth, effect reduces charitatle (a5 well as other] bequests, while the second, or
price, effect increases charitable hequ&:ts‘

The pregressive rate structure of the tax implies that both the wealth and the
price effect increase with estate sze. 1t is well known that the composition of
lifetime charitable contributions znd of charitable bequests by type of donee varies
markedly as wealth incraases. The extremely wealthy contribule a smaller proportion
of their total gharitable contributions to religicus otganizations than o educational,
cultural, and social welfare organizations. Hence, the net effect of estzte taxation on
charitable beguests, and their composition by donee, depends upon the magnitades
of these wealth and price affects.

Mext, consider an Tndlvidual planning his estate during his lifetime. For our
purposes, an individual has five porential uses of his wealth ac this stage: (1
personal consumption, {2) transfers to refatives (or others) during his lifetime, {3
lifetime charitable contributions, (4) bequests to relatives, and [3} charitable
beguests. At this stage, the estate tax may affect beth chanta.bla contributians
during the lifetime — via substitution between giving during life and planned giving
at death — and charitabie haquests — vid substitution between [fetime expenditures
and Increasing the size of the estate.!

Finally, copnsider the disposition of nancharitahle bequests by the estate’s heirs,
The estate tax reducas the after-tix wealth received by these keirs; some fraction of
this decrease may have been destined, vltimately, for charitable contribucions or fiar
charitable bequests.

While proposals for reform of the estate tax are numersus, no chanees have been
made in the tax in over two decades The last presidential election *campaign
indicated that there was little support for an increase in rates, Mor does integration

1 Professor, Depar mont of Econgmics, Stanford University.
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with the gift tax appear fikely In the near future. For our purposes, perhaps the
maxst refevant policy options relate to the restriction, or abolition, of the charitabls
bequest deduction. Proposed changes range from placing 2 ceiling on the deduction
through replacing the deduction by a ffatraee credit 1o outright elimination of the
char(table Baquest daduction Also potentially relevant, of cotirse, are changes in the
income, and the gift, tax,

The interaction of the estate tax with the gift tax and the income tix in a model
of lifetime utility maximization is discussed in more detail in Chapter |,

While the dataz required o estimate the full mode! are upavailable,'! we can
estimate the effects of the estate tax on the allecation of estates between charitable
and noncharitable beguests treating estats size as exogenous. Thest estimates are
based on data from samples of individual estate tax returns from 1957-59 and 1969,
A description of these datz, a brief survey of previous studies on this topic, and a
discussion of some special estimation problems are presented ih Chapter 11,

The basic empirical results — estimates of charitable bequest equations ~ are
reparted i Chapters {1 and 1Y, These sections deal with the 1957-52 data and the
1969 data, respectively. In each case, we raport resulis of alternative Formulations
of the basic equations and al tsrhative definitons of the key variables.

These results are then used both o evaluate the efficiency of deductibility — the
additional charitable bequests induced per dallar of foregone tax revenue — and o
simulate the effect of changes in the tax [aws on charitable bequests. Thesa estimates
are presented in Chapter V.

The estimates of the price elasticity of charitable bequests generally exceed one,
suggesting that the deduction Increases charitabte bequests by more than it decreases
tax revenuwe,

Proposed changes in the teatment of charitable bequests which substantlafly
increase the price of giving to charity, especially by the very wealthy, would resuit
in a substanoial reduction In charitable bequests; this reduction would come at the
expense of the education, health, and welfare sectors of the sconomy.

Since the available data are far from ideal for the probfem at hand, certain
caveats, in addition to & summary amd conclusion, are presented in Chapter V1.

A MODEL OF LIFETIME CHARITABLE CONTRIBUTIONS
AND CHARITABLE BEQUESTS

Consider 2 model of individuzl utility maximization in which urility is derived
from sonsumpiion during the lifetlme, C;, gifts to relztives and friends during the
lifetime, g, lifetime charitable contributions, CH, and begquests to refatives or
friends, gn, and to charlty, CHy.

Wa represent the estats planters’ preferances over these commeditics by a
utility-function of the usval type:'?

U{CL- Bl s CHL’ CHD- ED}- (n

The estate nlanner faces the useral type of budget constraint relating expenditures to
wealth:

f £
PeLCL * Porey * PealCHL * Posp * Penp®Hp < K + wh 2
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where Kg is initial assets, WH iz work ln-cnrne,” and P; iz the price of commodity
i. The superscript f refers to the forward price!® of the commodities “'purchzeed"”
at dezth.

Mote that the slze of the estate {in present value terms) bequeathad, E, is simply
the portion of wezlth not spent in the lifetime!

E=Kg+WH=- (P C + PG + Pey CHy ). (3}
The size of the estate thus depends upon initial assets, labor income, and spending
and saving decisions during the lifetime ! *

We assume that the “estate plannet™ maximizes utility subject to the budget
constraint, This produces the vsual maximiztion problem:

max £ = U{CL.gL,CHL,CHD,gD} * {KD +WH- P € - PELGL

£ f (4)
- P Chy - Pop6p - PerpCHph

Differentiating (4] with respect to each commodity yields rhe first-order necessary
conditians for 2 max(mum:

af au " o
—_— = —_— - L =
ac, ac; c
oL au
- = - J"PGL = 0
3G 3G,
oL - o
aCH,  9CH, LHL (5)
af | & s =
<. . =~ Me = 0
Gy, 3Gg
al au F

= - AP = 0
8CHp ~ aCHp CHD

=1
an " Ko*WH-Po C-Pg G - Popy Ny - Popbp - PoypCHp = O
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Taking the ratio of pairs of these necessary conditions we oblain

au
3G P
Lot
sl FeuL
aCH,
{6)
ad ;
au f
—_— P
T CHD

The interpretation of these squations is the familiar ohe: the estate planner will
gllocate his resources so that the ratio of the marginal utilities of each pair of
commedities equals their relative price. Note that, in general, these marginal rates of
substitution depend upon the consumption levels of af of the commodities. Only in
the restrictive tase of additively separable utlity between lifetime good: and
bequests witl we have the marginal rate of substitution between, say, Gy and CH_
{or G and CHp) independent of Gy and CHp (G and CH ).

Lal us turn now 1o a comsideration of the prices of the different commodities.
First, we take the price of personal consumption as humeraire, that 5, PCL =1
The price of lifetime gving to charity is complicated by the special provigions of
the income tax laws. Charitable coniributions are tax deductible up to a maximum
percentage of AGL. if contributions fall strletly withio the limit, the price of giving
a dollar v charity is 1-m, where is the marginal tax rate applied to lifetime
income;'® for lifetime contributions beyand the limit, the price is 1. The picture is
complicated stll further by contributions of appreciated assets; see Feldsteln' 7 for
a discussion of this point Consider next the transfer of rescurces to family or
friends during the lifetime. A gift tax is payable on lifetime gifts beyond 2 certain
amcunt and above a smzl annual exclusion. While much “°gift" giving Is un-
doubtedly unreported, for persons subject o the gift X, the price of giving de-
pends upon the rate structure of the tax. If we call the gift tzx marginal tax rate
mg, & dollar of gifts produces only 'I-rng of gift affer-tax. Hence the price of giving
2 dollar after-rax'® is 1

T-m

Consider next the forward prices of bequests to charity and to family or friends.
In order to provide a dollar of charitzble bequests, an estate planner, facing an
intevest rate r'* must forego ﬁ dollars of lifetime consumption. Viewed another
way, the estata planner must invest lﬁ at a return r 1o ykid $1 for charitable
beguests. If an inflatbon is expected, with prices expected 1 increase 2t 2 rate
AP the forward price equals L—-II* f ! Pr; - Finally, the provisions of the estate

tax [for persons with a taxable estate) alter the price of beguests. An additional
dollar left to family or friends preduces an after-tax inheritance of ehly ‘“'“e-
where m,, is the marginal tax rate under the estzie tax. Hence, the forward ptice of

21 : : 1+, : i
bequests®' te family or friends is T-mg) (17 Pr - These considerations are

summarized in the following array:
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PoL = 1
Tl_ if gift tax applicable
Mg
PGL = .
1 otherwise
1- My, ¥ charitable deducticn limit not binding
PeHL = e
1 if limit binding
_{_H_ﬂﬂ_ it estate taxahble
{1-mg) {(1+r)
F L]
aD
1+4P it estate not taxable
1+t
1+AP
F =
CHD 141

Substituting these expressions for the gricrﬁ back into (4], applving the inceme
tax to earnings and inferest income®? and solving the resulting first-order
eonditions yields the following system of demand equations:

c B U £V R 1 AW v
L =f (Kg+ IWH + rKg){1-m, ), '-"“g’ Y (1-m 14} ' 14 ) '
CH = h {Kg* {(WH+rKpl{l-m,), T_&;"'"’?' {']jr:jlz'lﬂ} 'I;f} '
o - o gt L )
cHy = i (Ko * O Kglfiom), L, omy, TAP TP,
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We see immediately that the estate tax has four types of effects on philanthrapy.
It has 2 wealth effect on CHpy via decreasing after-tax esiate size, an “own™ price
effect on CHpy {we expect the wealth effect of the tax to decrease CHp, and the
own.price decrease induced by the tax tp increase CHp), a “oross-price” effact on
CHy and indirect effects on the CHy and CHpy of subsequent penerations via the
effects on G and Gp.*?

We turn next to 2 discussion of the estimation of these effects.

i

A CURSORY DISCUSSION OF PREVTOUS STUDIES,
ESTIMATION PROBLEMS, AND DATA

Previous Studfes

There have been several attempts o infer something 2bout the effects of estate
taxation on charltable bequests from avaifable data. Shaeffer?? reports some simple
tabutations from the Treasury Special Study of Estate Taxation [discussed in detail
below). He notes the encrmous difference in the type of charity favored by
different size estates. Since no attempt is made to estimate wealth and price
effects, his discussion of policy opiions is based on 3 sefies of assumptions regarding
these key parameters.

Vickrey®® attempts to infer something about the price elasticity of charitable
bequests from the 1959 data. He caloulates the net cost of charitable bequests as 2
percentage of the disgosablc gstate and notes that this rabio rises with pross estate
size. He concludes:®®  ""On the whole, the evidence would seem 1o indicate
that ... demand for ‘gross charity' has an elasticlty smaller than one. .. while the
deductibility may increase the gross amount of contributions, it does so by less than
the 1ax relief gramied."' He goes on to question the wisdom of gramiing this tax
relief from generzl funds, especially since the relief granted favors the weaithy
disproportionately, 't must be noted that Vickrey's analysis of the 1959 charitable
bequest data obvicusly does not enable him to separate wez|th and price effects His
inferences are not based on bthe estimation of demand relationships and his
judgment concerning the price elasticity of demand for charitable giving is besi
viewed as a reasoned conjecture,

The only atternpt to estimete a demanda for charitable beguests relation is that of
McNees?” McNees uses the 1959 Special Study datz {see below) to estimate
equations relating charitable bequests to wealth and price. He used economlc estate
and the marginal tax rate [rather than cne minus the tax rate) to represent the
wealth and price effect. His basic equation®® is the following ordinary least squares
regression [using only the data on ¢states with charitable bequests):

C=-101.2+304pu+ 1225 x 1076 E2

~M25D-T184T W,

where C is charitable bequests, p & the marginal tax rate, E is economic estate, [¥ s
the number of categories of persons receiving bequests (his index of dependency)
and W is a dummy variable for widows. Other variables zppezr in the equation, but
they ata not ittportant for the disoussion that follaws.

Since the E< and L wariables have coefficients which are measured quite
precisely, McMNees concludes that “*The model performs astonishingly well.” As an
introduction to the hast of statlstical problems involved in attempting to estimate
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the demand for charitable beguests, it is worthwhile to take a closer look ai some
of the implications of McNees' results.

Let us examine the predicted charitable bequests from MeMNees' basic squation
for a few possible cases, McNees' estimates predict that estates begueath negative
ameunts to charity!’® Consider, for example, a widow leaving funds te children,
grandchildren, and brothers or sisters. Hence W =1 and D = 3 in McMees' equation.
The predicted values of charitable contributions for economic estates of $60,000,
$100,000, and 41,000,000 zre approxtmately -3$1,223,000, -$653,000, and
-3$251,000, respactivahy!

Clearly, something is potentially severely wrong with the way McMees analyzed
this body of data Several abvious groblenms come to mind: ordinary least sguares
does not prevent the expected value of the dependent varlzble from being regative
for particular values of the explanztory values, ror does it account for the piling up
of the density at zero. Further, McNess uses only the observations for which
Eharitahre bequests are positive; he throws away the information in the bulk of the

atL

Estmation Problems

There are a large number of potential difficulties in estimating the demand for
charitable bequests. Among these are the constraints on the admissable value
of charitable beruests {between zero and economic estate], the piling up of its
density at zerc, the lack of adegquate data on lifetime income, wealth, and charitable
contribations, the possible collinearity of price amd wealth via the estate tax, the
apprepriate specification of the relation of charitable beguests by donee to total
charitabsle bequests, the lack of information for estates not filing «state tax returns,
The study by McMees amply illustrates the problams one may purchase with an
incormect specification. While some of these problems zre [nsurmountable with
available darz, we shall attempt 1o be as careful zs possigle Both in dealing with
those potential problems which are soivabile with available data and in pointing out
how the other problems might affect our results. Hence, this subsection will discuss
the problems briefly and indicate the actual estimation lechniques used to produce
the results reported below. A brief discussion of the possitle fand urfortunately,
unavaidable} biases in the results is found in Chapter V1.

The simplest way to organize all of these problems is to recall from equation (7)
that charitable bequests are a function of after-tax wealth and four after-tax prices.
An ideal body of datz would provide information sufficient to measure accuraiely
these six variables: charitable bequests, wealth, and the four prices. Linfortunately,
he body of datz exists that provides such information. The best data available, and
in many respects they are quite good, contain no informatien on fifetime income;
hence, wealth and the prices relating to lifetime gifts end contributions are not
directly observable. Thus we are forced to adopt a speciflcation which uses estate
size as a subsiitute for wealth and which omits some price variables, This may
render the estimated coefficients on wealth and the price of charitable bequests
irconsistent. This pobential specification bizs 5 discussed in Chapter VI

The same problem of inconsistent estimates may arise because estate size itself is
endogenous. Again, we do not have information on wealth during the lifetime; there
are no obvious variables which would seem o make good instruments for the
application of instrumental variables, This problem is zlso discussed in Chapter V1,

There are severzl important ecanametric prablems with which we can deal
explicitly. First, considar the potential collinearity batwean the price of charitable
bequests, p, and estate $lze, E. Since p=l-p, where 1 15 the marginal tax rate
which In turn depends upon E, it might be difficult 10 separate out the separate effects
of E and p an charitable bequests. Indeed, if p was an exact lingar function of E, such a
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separation would be impossible. We have three factors in gur favor in overcoming
this problem: our large sample sizes, the noniinearity In the tax schedules, and the
wide tax brackets. We shall see below that these factors sharpily reduge the correla-
ticn between E and p and enable u: to estimzie their separate effects quite
precisely.

Two further problems that arlse when we speclfy charitable bequests as a simple
linear function of £ and p are the restriction to single lingar € and p effects and the
simultangity of p and EHE. First, 2 simple lincar rel2tion between CHp and p
implies that a one upit riss in p has the eme offect on the dhsalute Ieveluof CHp
throughout the range in i This assumnption is quite unrealistic and will be relaxed
in severzl ways below.? Secand, given E, the larger i CHp, the smaller is the
taxable estate and the marginal tax rate, and hence the higher is the price. Hence,
there exists a relationship between the after-tz< price of an edditiong! dollar of
charitable bequests and the estate size and charitable bequests. As with the omitted
price varlables, this creates a correlation between one of the explanatory varlables
angd the emor term in the regression, Hence, ordinary least squames estimates
{potentially of zll of the coefficicnts] will be inconsistent. In this case, fortunately,
a natural instrument does exist: The price for the first dolfar of bequests This, of
course, i& highly correlated with the price for an additional dollar, but presumably
uncorrelated with the error term. Thus, the results reported below 2l use this
"“imputed™ price.

Perhaps the most serious estimation prablem, and one that exists guite apart
from which explanatery variables are included in the regression, [s that CHp must
be nor-negative and in the data piles up at zerp. Some four out of five estate lax
returns bequeath nothing to charity. Ordinary least squares takes none of these
things into account. We saw froem our discussion of MoMees' results that his
enuation, based on applying ordinary least squares to the estates with charitable
bequests, predicts inadmissable (negative or larger than E) valuves of CHp for
reasonable vaives of p and E %!

In view of the larpe concentration at rero, our desire for accurate estimatcs of
coefficients and their standard errors and our interest in prediction {see Chapter ¥},
we adopt the following truncated normal regression model:

CHp; =87 X; + 15 if §7 X +u; >0
=0 ifﬁ'xi+ui$ﬂ

where CHDj represents the cheritabiz bequests of the ith estate, the Xj are variables
such as price znd estate size, § |s a vector of unknown constants and the uj are
independent N {0l 0%} Estimation of § and 0 proceeds according to the method
pieneered by Tobin®? and extepded by Amemiva?® The estimaies zre consistent
and asymptotically normal®* the conditional expectation, EICHpi# X, Is
necessarily non-negative, exc. 11 should be noted that while this procedure is clearly
preferable tn our case, its higher compurational ¢ost must be taken inte 2ccount
when declding upon an appropriate estimation procedure, 2

Two additonal, and probably minor, problems remain. First, our samples are
trunczted in the sense that they include observations only on estates that filed tax
returns, Estates of less than $60,000 are not required to file an estite tax return:
indeed, over ¥ out of 10 estates did not file one. There is, therefors, zn unknown
amount of charitable bequests accounted for by this goup. Since charitable
bequests are quite small and [nfreguent in the lower rangss of estate size among
estates filing a return, the chatitable beguests thus ignored are unilkely to be [arge
refative to the total included. Further, extrapeolation of results for the upper tail of
the distribution of the remainder would be gquite hazardous. One might therefore
interprer the results reported below as conditional upon fTling an estats @ retum.
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Finally, we are interested in charitable bequests by type of donee. We might
chooss ta model charitabie baguests o each donee as a separate commodity; or we
could Form some restrictions upon the coefficients across charitable beguest [by
doree] equations to make them consistent with some aggregate charitable bequest
equation. We adopt the former approach for convenlence, since we have no strong
prior bellefs to the contrary.

Having in mind these issues and cur suggestions as to how to deal with them, we
turm to a discussion of the data

Sources of Data

The First source of data on individua! estate tax returns used in this study is a
sample of nearly 5,000 matched estate and gift tax returns collected In the Treasury
Special Swudy of 1957 and 1959 Estate Taxation, These data are described in detail
in Shoup.*® We note that the sampling rate was 1 in 100 for estates with a gross
estate under $300,000, 1 in 6 for those between $300,000 and $1,060,000, and TO0
percent for those with gross estates over $1KM),000. These data contain informa
tion On estate size, charitable bequests, the composition of charitable bequests by
type of donee, marital status, age, lifetime gifts to persons, and trusts.?? They
contzin no information on the estates of other family members, nor do they
contain information sufficient to identify state death tax rates.

Summary data for these remarns are presented in Takle 1; the mean valucs of
selected variables are arranged by adjusted disposable estate class. A cursory
examination of this table reveals a arge variation in estate size, price, and charitable
beguests in toral and in composition by ype of donee. For example, It is clear that
the wealthier estates prefer bequests to education, sockal welfare, and “other™ — the
latter itcluding closely held private charitable foundations. Estimates of charitable
bequest equations based on these data are presented in Chapter 111,

The second source of dzta on individual estate returns osed in this study js a
sample of over 40,000 federat estate tax returns filed in 1970.*% The sampling rate
was 100 percent for returns with gross estates over $300,000 and 24 percent For
returns with gross estates under $300,000. By 19692 7 percent of dezths resulied in
the filing of an estate tax return?® These datz contain information on estate size,
chartable contributions, sex, age, and marital status of decedent, and s forth.
LUndike the 1957-59 special study dita, they do net contain information on type of
charitable bequest dones, nor do they contain information on frusts. However, they
do contain information on the asset compaosition of the estizte. Further, the IRS has
kindly previded me with information sufficfent to approximate state estate and
inheritance tax rates for each estate. This introduces substantial additional variation
in prices and estate size,

Summary data for these returns are presented in Table 2; the mean values of
selected variables are arranged by adjusted disposable estate ciass.*® A cursory
examinaticn down the rows of Tablie 2 reveals considerable variation In prices,
estate slze, and charitable bequests.! Estimates of charitable bequest equations
based on this data appear in Chapter IV, These sstimates are gulte similar to
esthmates based on the 1957-59 data However, the larger sample size and more
recent e perfod lead me to place greater reliance on the results fram the 1969
data than on those from the 1957-59 data

Definition of the YVasiables
Since the available data do not usually allow us o gemerate varlables which

conform precisely to our theoretical constricks, we bave experimented with
different definitions of the most important variables [wealth and price} and



Tubda 1
Mean Values of Selected Variables By Adjusted Disposable Estate Class™
1957-5%
Inthousandsofdollars . . . . . . . . 40 s r e e e e, ] Price for Price For
Adjusied Adjusted Healthf AdcN s of Flrst § of
Dispacble Ddsposable Economic  Charliable Educationf Soctal Charitable Charitable
Eutzle Class Estate Extate Bty Rehigious Swentfic Welfare Other Bequesic Brgoents
= 200 $103.7 $10% 8 5.3 0.4 .2 $0.7 300 5088 $0.85
2500 3234 3005 58 L.7 1.3 16 0.0 010 0.68
500-1,000 T6L.8 985.9 28.3 48 23 134 1.5 045 054
>1,000 24437 29714 5199 n: 1423 203.2 1309 0.57 056

t. Adpsted disposable esigte sqnals the gross eatate lass Jebis and expenses kess the tax that srould have beets paid in the shsetce of any charitehle
cuotitributions.

o¥rl
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Twhiy 2
Mean Valuss of Selected Wariables by Adjusied Diporable Eetate Class®
1969
Adjusted Adjuzred Prict for
DHsposable Dapozable Ecohiomic Charitable Add1s of
Eslate Estate , Eatate Bequest Charitable
£3000'5) (3000's) ($000"s) ($000'8) Bequest
£ 100 586 5118 526 $0.83
100-250 1546 1714 1.0 0.75
256-500 2.6 4292 20.7 066
001,000 BT 213.6 &4.7 081
1,000 2,045.0 33700 573.2° 4B

a. Adjusred daposabis estate equale the sconomic estate less the taxes that woold have
been peid in the absence of any charitable contribulons.,

b, Sce footmots 40

alterpative functional forms. Fortunately, these alternative formulations produce
similar results. The definitions of the variables used in this study are the following:

Charitable begquest. Any bequest qualifying for the charitable deduction. The dones
types are self-explanatary. However, “other" includes many slosely held
charitable foundations of “general” purpose.

Wealth (astate size). Since we do not have any data on wealth, we used two
measures of estate size: the economic estate [gross estate bess debts and expenses)
and adjusted disposable estate, the sconomic estate (o5 the taxes that would
have been paid in the absence of any charitable contributions. Mote that the
disposable Farﬁcram] estate equals the economic estate for chose who bequeath
everything (beyond allowable exemptions and deductions} to charlty and eguals
the adjusted disposable estate for those who leave nothing to charity. Grossing
up l‘ihe estate to account for lifetime gifos produced no substantfal changes In the
results,

Price [of giving to charityl The price of 3 dollar of charitable bequests alse is
defined in two ways: the price that would have 10 be paid on zn addftfonal
dollar bequeathed o charfty and the price that would be paid on the first dollzr
bequeathed 1o charity. Since the price is equal to one minus the marginal tax
rate, and since, for given estate size, the tax rate declines and prlce rises az
charitable beguests increase, the simultaneity bias discussed above leads us 1o
prefer the imputed price variable. For the 1957-59 data, the marginal tax rate is
the federal rate. For the 7989 data, the marginal rate |5 the sum of the federal
and state rates, adjusted for the deductibility of state against federai (and
occasionally vice versa) taxes. Since state rates frequently vary by the relation-
ship of the person recoiving to the person praviding the ibhefilince, the state
rates used refer to spouses for married persons and children for non-married
persons. Mo account is taken of the effect of tax postponement viz use of
Trusts.
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Marieal status. While the rctorns separate widowed, divorced, and single among the
norn-married, preliminary anakysis suggested the married-not married distinction o
be the only important one, Further, sex did not appear to be zn Important
determinant of bequest behavior. Hence, only a married-not marrled distinction Is
maintained. .

Age Age is entersd a5 a dummy variable separating younger individuals — probahiy
including some whose deaths were not forseeabie far in advance and wheose estate
planning may not have baon well formulated.

Trust use. This variable appears in the 1957-5% regressions; in part, it is used 1o
facilltate comparisons with McMNees, Two uses are made of trust information: the
percentage of noncharitable beguests made in trust form, and whether trusts
were ussd.

Locatlon A dummy variable taking the value one for community property states,
1957-39 datz only,

Asset composition. The 1969 data coptain information on assst composition:
stocks, bonds {by type), real estate, cash, insurance, noies, non-corporate
Business assets, and so forth, Complete disaggregation produced very mixed
results: most coefficients were smal| and not measured very prerisely. Aggregation
into liquid assets, however, did produce some intsresting results. Note, howewer,
that the asset composition of the estate may also be endogenous and subject to the
same problems as those discussed above for estate size,

With these definintions in mind, we turn to a discussion of the emirical results.

In
EMMRICAL RESULTS: 1957-59 SPECIAL STUDY DATA

We report in this section some estimates of charitable contribution regressions
applying the tuncated normal regression technique described above to the 1957-58
Treasury Special Study datz. We cxamine this bady of data for three reasons: 1) to
facilitate comparison with McMees' resules: 2) to provide an independent set of
estimates in addition to the 1969 results reported in Chapter IV; and 3 to provide
some minimal infarmation on compositional effects by type of donee.

The sfmplest possible demand relzton Includes only estate size and imputed price
as explanatory variables. Results from this formulation — which was discussed
aztlior in Chapter Il — are reported in Table 3. The coefficients appear to be
estimated quite precisely.*® The implied elasticltfes of giving with respect te estate
size and price, calculated at mean values, are 0.46 and - 1.67 respectively. The
patential collinearity between price and estate size is not important. The sample size
of almost 5,000, the correfation between estate size and price of only about - 0.5,
and the nonlinearity and wide brackets of the estate tax schedule all combine to
enabde us to estimats the separate price znd wealth effects quice precisely.

Mchees® wsed several explanztory variables in addition to estate size and a
single linear price term, Table 4 reports the truncated normal regresslon wsing
similar additional explanatory variables: whether or not married, an age dummy, a
community property siate dummy, trust use and percentage trusis znd young with
“dependent” Once again, virwally all of the coefficients are measured qulte
precisely. However, the introduction of the additional explanatory variables reduces
the price elasticlty to about ~1.2 and slightly increases the estate size elasticity.
Recall from our discussion above that fncluding a possibly endogenous explanatery
varizble, such as trust use, may render @ coefficients inconsistent.t$
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Table 3

Charitable Baquest Regrestion

Elustieity? of
Coefficient of:4 giving with respeet o
Economic estate 0. 4420 0453
{31.8)
Impuied price =2772.54 -1.67
(~48.5%
& Aggociated "™ siativtics In parenthests.
b. Calculated at mean values.
Tabri= 4
Charitable Bequeyt Regrassion
Elasticity® of
Coefficient of:2 giving with respect tn:
Economic estare 04751 0.520
3.0
Imputed price -i905.69 -1.181
-16.3)
Not marmied =B14.43
-10.5)
A< ' -442.99
(~4.4)
Truzt use ~-114.99
2.3
Young with dependent -6524.71
~2.4)
Percentagt trust 234 .54
(1.8)
Community property state -193.9%
(=2.9)

& Assoviated v statistics in parentheses.
b. Calculated at mean valoes.

It is Instructive to compare owr price and estate size elasticities ohtzined via the
trurcated normal procedure using all of the data with the elasticities implied in
Mchees' basic equation based on an ordinary least squares regression with jusi the
non-limit observations. McNees' estate size elasticity is {24.5 x 10°% x E? { C}. For
an estate size of $100,000, the implied elasticity is minute 1025 or scl. The tax
elasticity {the negativa of the price elasticity) is (304 pn f C 3 Again, It is unclear
exactly how poand C were entersd In the basic squation. If g is entered in decimal
form and C in thousands of dollars, the implied price clasticity i5 closc @ unity.
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However, this then implies a wealth elasticity of very close to zero. In all other
cases the implied price elasticity is either zero [in which case the implied estate
olasticities are on the order of 25 to 40} or an outrageously farge 40 tw 75 (agafn
commesponding 0 a zero estate size elasiicity). Hence, despite all the obvious
shortcomings, the results in Table 4 a1 least are plausible,

Table 5 reports results of a régression identical 1o that just discussed, except that
our aiternate definition of wealth or estate size, adjusted disposable estate, is wsed.
Agzin, the coefficlents are measured quite precisely, The implied price elasticity at
the mean s virtually identical, but the wealth elasticity is considerably larger,
approximately unity.

Twbis 5

Charitable Bequeat Ragression
(195750

Edasticity? of
Coafficlent or-2 giving with reapest bo:

Adiegted disposable eptzie 0.560 1.051
{16.5)

Lmpwted price 58244 -1.185
-14.2)

Mot marriad -520.74
(457

Age <85 -24.45
{-7.3)

Trust use =134.3%
{1

Young with dependent 247 85
(=2.2}

Erecantage trusts B5.05
(3.1

Communily property sate ~I71.64
(=3.5}

o Associted “t7 statistics in parenihasss,
b. Calculated at mean valwey

The estimated coefficients of the other variables in the regression 2re measured
somewhat less precisely than those of the incomw and price variables, but in most
formulations are significantiy different from zero by comventional tests. They
suggest that persons dying before age 65, persons dylng before age 65 with 2
dependent (revealed by a bequest to a spouse or child), thase in community
property states, and those not married begueath less to charity than their counter
parts with the opposite characteristics. The coefficients on trust use and percentage
trusts suggest that the net effect of trust ma:lablltty on charitable bequests is
progably not lage.

The picture differs considerably, however, when we adopt a less restrictive
formuiation af the price term In the regrassion. We noted In Chapter |l that 2
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simple linear dependence of charitable bequests on price is quite restrictive, for it
implles that a unlt change in the marginal (ax rate is associated with the same
absolute change in charitable Bequests, In the truncated normal model, of courses,
the associated change depend: not just on the expected bequest, given a bequest,
bur also on the probability of giving 5till, a simgle price term appears unduly
restrictive. Hence, in Table & we present a regression with this restriction relaxed.
We allow the price coefficient fo vary over the range of price in thres steps: less
than 0.8, between 05 and 0.8, and greater than C.B. A formal test of the
hypathesis that the three price coefficients are equal may be made by the likelihood
ratio test. We nate that the stakistic — In A, the ratic of the makimum of the
likelihood function over the restricted to the unrestricted parameter space s
distributed as x 2 , where K is the number of restrictions. In our case this number Ts
a large muitiple of the 5 percent critical vaiue of the x” distribution, Hence, we
averwhelmingly reject the hypothesis of a single price coefficient®® The implied
elasticities, caboulated at mean values within price classes, are -0.9 for ithe lowest,
-1.4 for the middle, and - 1.8 for the highest price class. The corresponding wealth
elasticity is about cne half using adjusted disposable estate. Hence, easing up the
restriction on the price effect has sharply reduced the wealth efasticity.

Tabia §

Charitable Bequest Regression
(1557-59)

Elasticity® of
Coeflicient of:2 giving with respect to-

Adpnusted disposable eatate (3.5931 540
(3.9

kmputed price <06 -1473.00 %35
-32.0)

£ < Imputed prics <08 =70l =}.aks5
-23.6)

lmpnisd price =.3 -507.13 -1.792
-13.59)

Mot married -505.11
{=17.5)

Age <55 -157.85
(-4.4)

Trast use LY E ¥
{2.5)

Young with dependeni =217.4%
=2.3)

Community property state -21143
(=0.73

a. AssoCiaied "1™ stalktHcs in parentheses

b, Cakulated al ti=an values.

Results of regressions similar to those reported in Table 6 for total contributions,
that is, with price effects differing in the three ranges, are reported In Table 7 for
regressions disaggregated by type of donec Recall from Chaptar [l that several



Adjusted dispozable estata

Price <. 6§

& = Price < 8

Price > 8

Nt mastied

<65

Trusi nge

Young with dependent

Community propeciy sate

TableT

Charitabla Baquest Regressions™

Digaggeegated by Type of Dones

Educatton
Religlous Scleniific
D055 [0.2] 00261 [04]

(87 (4.3

-269 01 |-0.71 -1304 41 [-0.71
{-14.9 {-13.5}

-263.54 [-1.1] ~1549.34 [-1.4]
{=19.5) (=217

~204 57 [-2.0] -1773.37 1241
-15.00 -15.9}
=-133.92 -353.51
{=10.3) {=5.3)
5148 -319.82
{=3.8) 4.1}
244 =5 58
.7 -0.3
93548 =475 84
(=20 -1.7)
-68.8% -74.91
(3.1} -0.9)

a. Asmociated L™ statisties i parentheses; cbastoites st mean values in beackets,

Social Welfare Criher
0.1205 |06} 0608 (071
(4.9 {i4.5)
=1 200,89 |=.7] =5119.9 [-1-81
=15.1) {-16.8)
=1326.77 [-1.2] L5473 [-3.8]
(=221} (-11.8)
—1448.04 [-2.0] 047 .4 [-5.2]
-16.1) {~15.1)
4593 -B0314
i~8.1) (=200
-327.13 4312
(—&.4) (-0.%)
ET.02 1B4 .49
Z.Mm 09
=249_77 =18& 15
-53 (-0.2)
131 -).B1%
(1) 0.1}

Bo¥L
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strategies were open to us in modeling the disageregated regressions. in particular,
we have chgsen not to attempt to place constraints across equations forcing the
disageregate results to reproduce those for total contributions. We divide charitable
bequest dorees into refiglious, educationfscientific, social welfare, and other. The
results are extremely reveallng Flrst, the weatth elasticity Is around one half for
education and social welfare, However, it is substantialiy lower for religious
donatiens. This is consistent with the casual observation that total bequests increase
more than proportionaely and also shift away from religlous organizations as wealth
increases. The price elasticlties all fotlow the same pattern: they decreass
substantially jn ahsolute value as the prlce decreases. Leaving aside the other
category, which includes many closely held private foundations, the price elasticities
hover around minus two for those with low marginal cax rates (hence high prices),
around minus ong for the middle range, and somewhat below one for the highest
tax, lowest price range. If these results are at all reliable, they suggest that the
deductibility of charitable baguests stimulates at least 25 much giving o charity as
revenue lost to the Treasury across the three major donee categories for the low and
mxdest tax groups. The deductibility is less than fully efficlent in this sense for the
highest tax rate range {f these resulis are correct. These elasticitfes may be used to
simulate the relative impact of alternative tax law chahges on bequests by type of
donez,

For sxample, the wealth elasticities reported in Fable 7 suggest that the tax law
changes which decrease average tax rates, holding the marginal rate constant {for
example, increasing the exemption while adjusting the brackets te retain the criginal
marginal rates), will help sducation and social welfzre proportionally more than
religion.

We neted in Chapter |l some crucial advantages of our second hody of data: the
1969 estate tax teturns. We turn now to a discussion of the empirical results from
these data,

EMPIRICAL RESULTS: 1069 DATA

We present in this section the astimates of charitable bequest equations derived
from 1969 estate tax returns.®”? The results differ somewhat depending upon the
exact formulation, but the estimated price glasticities are usually unity oc larger for
the low and modest price range and less than unity for the highest range. The
astimated wéalth elasticity Is one half or |ess except for the wwalthiest estates.

Tabis 8 presants estimates of charitable bequast equations comparabie to those
of Table & The measure of wealth is adjusted disposable estate, and three separate
price coefficients are estimated over the price range. As in all of the results, all of
the goefficients are estimated quite precisely. The wealth elasticity of 0.4 is of the
same order of magnitude 25 the corresponding estimates for 195759, The price
¢lasticities, evaluated at the mean values of estate size for each price class and for
noremarrried persons over 65, differ markedly over the price range. The highest
tax-lowest price group has an estimated price elasticlty of ~0.2. Demand appeals to
be quite inclastic for this group; we shall see below that a less restrictive representa-
tion of the prive effect changes this conclusion. For the middle range of tax and
price, the estimated demand elasticity is about unity. Finally, for the low tax-high
ptice group, esdmated demand is quite elastic. Mote also that the collipeariby
between estate size and price does not appear o preveni precise estimatign of the
sepatate wealth and price effects. Again, wide brackets and non-linearity in the tax
function plus the large sample size are more than sufficient to overcome this
potentizl problem,
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Table 2

Chatitehle Bequest Regrnerion
(194%)
Elasticity? of
Coefficient of:d ghving with respect to:

Adjuated dispogable extate 0.3252 040
(19.7)

Imputed price <5 =34 7.06 0.0
(=-3.9)

& < Imputed price <8 442 59 -0.96
{-5.7}

Imputed price 2.8 -568.07 ~2.53
{-24.0)

Married =19
{-4.5)

Age <65 ~2d5.5
i-5.7)

2. Amocigbed "t statiatics tn parenthees,
b. Cafculaied at mean values,

The two other explanatory variakles included in the regression are dummy
variables for married persons and persons dying before age 635, Married and vounger
persons both bequeathless to charity, ceterds poribis, The conjecture, of course, is that
married and younger persons have mors, and more dependent, dependents: spousas
and vounger children. The substitution of charitable bequests for bequesis to heirs is
ITkely te be greater the wealthler the heir and the move distant the relation. While no
direct fnformation is available on potential heirs and their own estates, we may con-
jecture that persons dying before age 65 on average have children in their twenties and
thirties, whersas those dying beyond age 65 have children somewhat older 2nd, on
average, with somewhat higher current income. We shall deal further with the
marrked-not married distinction below,

We noted the negative effect of being married on charitable bequests. It is
warthwhile to explore this relationship still further. Hence, we ran a separate
regression of the type reported in Table & on a subset of the datza referring 1o
married persors anly. Agamn all coefficients appear 1o be measursd quite precisely.
{See Table 9.) The estimated adjusted disposable estate elasticity is wirtually
identical far the married group. However, the estimated price elasticities are all
much larger in absolute yvalue than for the population as a whole. A formal test of
the hypothesls of no marital status effect on the three price coefficients was made
using the {ikelihood ratio method comyparing the equation reparted in Table 8 to an
equation with six price variables — the three price classes divided into married and
non-married This produced a 2 statistic many times the critical ¥Z. Hence, it
appears not only that married persons give |ess to charity, ceterds parfbes, but that
their charitable bequests are much more sensitive to the relatdve price of giving

Takle 10 reports estimates of an zlternative way of varving the price {and this
time also the wealth) effect over the range of price {wezalth). We enter wealth and
price lineardy and also enter each muldplied by the comesponding rarurzl logarithem.
Reczli from Chapter Il that in the truncated normal model, the price {or wealth)
effect equals the probability of giving 2 positive amount times the derivative of the
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Tebin B

Charilable Bequest Fegrossion
(1969 - Married)
Elasticity® of
Coefficient of:? giving with respect to:

Adjucted dispogable entgie 06361 0.44
{10.4)

Impuied price <26 -2156.43 -L.02
£-20.5)

5 < tmputed price <8 -1B18.53 224
-26.1)

imputed price > 8 -1982.60 -3.96
(-10.3}

Ape <65 —447.51
(=3.2)

a. Assachited "L aatlstlos ln parehibeses.

b. Cakulated at mvean values.

Tabla 10

Charliable Bequest Regreszion
(1969

CoefTicient of:" Eiving with respect to:

Adjusted diposabls estate -1.083 0.1
{-£.6)

Entate % lag extale 0.17%8
{11

Price =-1758.% ~2.0
=746.1]

Pricz x log price -25443.2
=185

Married -539.5
-19.2)

At <60 £22.68
(-18.1)

a. Associgted "™ statistica in peremtheacs.
b. Calculated at mean values.

index function with respect to price (wealth). In this case the derivative i not just
the price coefficient, but the coefficient on the simple price term plus the
coefficlent on the p log p term multiplied by one plus log p. Hence, the price
effect on the index varles over the range of p.
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The estimated wealth elasticity is sharply lower at (.7; the estimated price
elasticity, at mean values, is -2.0, somewhat higher in absclute vaiue than the
previgus specification.

We note that the iikelihood ratio tests for each of these two sets of regressions
of the hypothesis that there [s only one linear price effect [and ane lincar wealth
effect in the case of the regression reported in Table 10} is overwhelmingly rejected.

It fs not just the price offect that may differ in different ranges The wezlth
effect, too, may vary over the range of wealth. Hence, Table 17 reports estimates
based on a formulation with four estate size variakles and three price variables.
Again, the indiwidual coefficients are all measured quite precisely. The estimated
wealth elasticities (ovaluated at mean peices within each wealth class) Increise with
estate size. The slasticities for the two middie estate sizes zre close to the estimate
for the single elasticity reported in Tables B and & The smallest estates appear to
have 2 somewhat lower wealth elasticity and the largest estates a substantially larger
wezlth elasticity than the middle groups. The three separate price coefficients also
are maxsured very procisely. The pattern is the one we now expect. the dasticity
decreases in absolute valie as the price decreases. However, all three elasticlties are
farger by one half or mare in absolute value than those reported in Table 8 The
hypothesis of a single estate size coefficient conditional on three price coefficients is
overwhelmingly rejecied by the appropriate [ikelihood ratio tests.

Tabls 11
Charitgble Bequest Regresslon
(1359)

Elasticity? of
Caefficient of:? glving with respact to:

Eptare < 250,000 1.036 .14
(5.3)

250,000 < Estate <_ 500,000 g:}ﬂ” 037
(.

500,000 < Estate <7 1 000 000 135 057
(14 ;

Escate =+ 1,000,000 0.610 1.23
i42.2)

Imputed price <.6 -2036.61 0,69
(-23.8)

&< Imputcd pricc <8 -1730.17 -1.69
(-30.8)

[mputed price > & 1924 33 -1.18
=62.57

Marsisd i
-16€)

Age <65 501.32
-17.3)

% Lquld aseets 49840
{16.7)

g Amoclsled "t statlsiics in parentheses.
b, Cakulaied at myesn vahes.
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The age and marital status dummies work in the expected direction onge again,

in the repression in Table 11 we also include a variable reflecting the asset
composition of the estate.*® It appears the mare liquid the estate, the larger the
charitable beguest. However, the composition of the estate is likely 1o be
endogenous and again we rmay be subject 1o an error in specification producing
inconsistent estimates.

It is also instructive to note that singe the brackets of the estate tax rate
schedule are so wide we have a substantial variation in estate size for persons with
the same marginal tax rate (and hence price}. We performed some regressions within
price classes of charitable hequests on estate size and dummy variables for maritat
status and age. This enabled us to "pick off” the wealth coefficient. The results
wers very similar 16 thase reported in Table 11*?

Finatly, we repowt in Tabbe 12 the resclis from the least restrictive formuolation
of the demand equations estimated. This forrmutation, in addition to allowing the
four separate wealth offects, allows threc separate nonlinear price offects. Within
each of the three price classes, two variables are entered: price and price imes the
nawral logarithm of price. This allows some curvature o the price effects and,
urlike the results reported in Table 10, potentially allows this curvature to vary
across the three price classes. Agaln, the coefflclents are esimated quite precisely;
the likelihood ratic test of the hypothesis that the coefficients of the three
nortlinear price effects are zere s rejected av the wsuzl levels of significance.
However, the implied elasticitfes calculzied at the mean values of the relevant
variables are quite similar o those reported in Table 11: extremely elastic in the
high-price, low-tax range; quite elastic in the middle ramge; and somewhat less than
unit elastic in the low-price, high-tax range. As with the results reported in Table
19, the mplied wealth elasticithes zre somewhat stmafler, particularly for milfionaire
astates, than with the simpler formalation. When the percentage cty iquid assats s
included in the regression, the implied elzsticities are quite similar.

Taken at face value, the sstimates reported in this section and the previous ane
lerd support to the argument that the charftable bequest deduction is efficlent (in
the sense of stimelating at least as much additional giving to charity as revenue lost
by the Treasury). Recall, however, that we noted many problems relating to the
specification of thesa relationships: omitted variables, the endogeneity of cstate size,
and so forth. We shali discuss these problems in more detail in Chapter V!, For
now, we tun ko an example of how the results may be used to simulzte the effects
on charitable bequests of tax law changes.

v

THE EFFECT OF ALTERNATIVE ESTATE TAX
REFORMS ON CHARITABLE BEQUESTS

Suggestions on the appropriate role of death taxation are numerous®® The
desirabitity of 2 deduction for charitable bequasts (znd for charTtzble contributicns
under the income tax] has been a much debated subjeck among economists and tax
lawyers.*! There are two mzjor srguments against the deduction: It s allegedly
inefficient and it is allegedly ineguitable. While [ disagree with both of these
conientions for reasons soon to be stated, it is Instructive to examine the arguments
against the deduction. First, it Is alleged that the deduction is Inefflcient because it
loses more revenue for the Treasury than it produces for charity. This argument
contains three potentially fallaciows assumptions: That the price elasticiby of
demand for charitable bequests is less than one; that the elasticity of the tax base
with respect 1o the rates is zero; and that the additional revenue could or would be
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Tabla 12

Charitabls Bequesi Reprepson
(19430

Flusiicity® af
Coetliciemt of:d giving with recpect to-

Estate < 250,000 0.5452 0.2
Z1)

250,000 < Extate < 300,000 0.2187 0.24
1.7

500,000 <. Extate << 1,000,000 0.3159 0.40
4.0

Estate > 1,000,000 0.2881 0.54
{13.2)

Imputed price < & -1350.4 .65
(=4.0)

pinp ip <2.6) =2190.7
(=41}

S Imputed price <8 =119 -1.7
-8

Plop (6 p <. .8 =413
(=223

Fmpated price = .8 23314 ~3.82
=17.3)

plnp % p >.8) =3318.0
(6.2

Married ~354.0
(—9.4)

Age <65 -123.2
(-5.2)

a. Adsociyled "t ptatleticg In parenthesos.
b. Calculaped pt mean valoes (within comesponding clasey).

dispensed 2 efficiently by the federal government as by thousands of private
philanthrepists. Little can be said about the third assumption except to note a
curious disregarding of the economists’ usual favorable disposition toward decentrali-
zation OF the zero elasticity of the bzse with respect to the rate assumption, again
lttle direct evidence 5 available o support or challenge this assamption, However,
the assumption k clearly ome extreme, and if there is any substituden from
chatitable baguests to lifetime consumption or charitable contributions {within the
percentage of AGI limits) the usual estimates of foregons ravenue are too large.
Finally, wa have presented zbave considerzble evidence to suggest that for all but
the exeptionally large estates, the price clasticity of demand is Jarger (fn 2bsolfute
value] than one. Hence, the Troaury foregoes less than the additional charltable
bequests generated by the deduction even Tf we assume that the estate tax base would
not shrink if the charitzble bequest deduction were eliminated.
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Second, it s 2lleged that the charitable bequest {and fifetime contribution)
deduction is inequitatrle because it creates a different price for giving to charity for
faxpavers with different tax rates, for the higher one’s tax rate, the lower the price.
A decedent with a taxabfe estate of two million dollars has a marginal tax rate of
44 percent; ene with a taxable estate of fifty thousand dollars has a marginal rate
of 25 percent Hence, the price for giving an additional dollar to charity is half
agaln as high for the latter as for the former. The deductibility of charitable
bequests and contributions thus introduces an inequity among taxpayers. Such an
argument is correct as far as |t goes, but [t ignores other dimenslons of equity. First,
it ignotes the ultimate beneficiaries of the services of the philanthropic organiziation.
It is clear that the consumers of the services of philanthropic organizations come
from a much [ess well-hesled range of the wealth distribution, on average, than do
those using the charitable bequest deduction under the estate tax. Second, a large
amount of volunteer time, for example, 2 doctor working one day a manth at a free
clinic, results in the same differential povernment subsidization, since the foregone
sarnings would be taxable at rates depending upon income. To my knowledge, little
public oiutcry gan be heard demanding that volunteers for charity mail a check to
the government for the foregone tax revenue on their foregone earnings In this
respect, the deduction equalzes the relative prices of lelsure and giving to charity.
Finally, equity also encompasses the effect of tax policies on the distribution of
income and wealth. Feldstein®? has shown that abolishing the income tax deduction
for charitable contributions would make the post-tax-and-contribution distribution
of income less equal. For the estate tax case, we are already dealing only with the
extreme upper tail of the wealth disiribution and abolishing the deduction will most
iikely increase the lifetime consumption of the extremely wealthy and result in
larger inheritances for noncharity heirs Worse yet, abolishing the deduction might
decrease the savings rate for wealthy elderly persons. This would decrease future
incorne, and If the elasticity of substitutlon in production &5 [ess than one, the share
of this smaller income accruing to labor would fall. Hence, the primary ohjective of
the estate tax, breaking up the concentration of wealth, might be dealt a severe
blow,

Proposed changes in the charitable bequest deduction range from its abolition,
through substitution of 3 Aatrate credit, to flip-flopping the progressive rate
structure in grandng the deduction. Many would favor a floor, andfor a ceiling,
the deduction. While all of these policies are amenable to analysls with the empirical
estimates presented abowve, we shall, for present purposes, limit ourselves o a
discussion of three palicies: The abolition of the credit in favor of an across the
board rats cut preserving the revepue yield of the tax,%? 2 flatrate credit replacing
the deduction, and a cefling of 50 percent of the estate on the deduction,

Based on my estimates from the 1969 data, abolition of the deduction would
increase revenue to the Treasury by about $940 million** The new, rovenue
preserving, rate schedule is thus approximately thres fourths of the current ohe, The
price of bequests s then increzsed to unity.

It is clear from Tables 17 and 12 that giver the size of the price elasticities, the
efimination of the deduction will sharply curtall bequests For example, elimnating
the deduction increzses the price of bequests by approximately 50 percent for
estates in the $500,000—32,000,000 range. The estimated price elasticity for this
group is -L7. It i5 clear that raising the price 0 unity sharply ourtails charitable
bequests.

On the other hand decréasing the tax rales to three fourths of their oviginal level
décreases the tax by this percentage, but decrezses the estate by a much smaller
percentage {which, however, increases with estate size), Given the estimated wealth
elasticities, it is clear that the increase in charirable bequests generated by the
owerall razte reduction will be far less than the decrease faused by eliminating the
deduction
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We have estimated the zggregate decrease in charitable bequests due to
eliminatien of the deduction and the decrease in the rates sufficient o retain
revenue vield in the following way: For cach estate we estimate ity expectad
coniributions given a price of uniiy and the lower (ax rate based on the results of
Table 12. We then sum the result and subtrzct this number from expected beguests
with the current tax structure. We czleulate the percentage decrease and zpply it to
the actual level of charftable bag::ests from 1969 gitate tax returns,

The difference in expected charitakle bequests from taxable returns, as reported
in Table 13, &5 1.1 billion; if we delete the "outlyer,” the corresponding ffpure fs
about $0.8 billion. Thus, in aggregate, we estimate that abolition of the deduction in
favor of an equal yield agross the board rate reduction will cut charitable bequests on
taxable returns by one half or more.

Tabie 13

The Effect of Ahternadve Policies on Charfiable Bequesis

{in todibions of dollars)
Abolsh  Replars
deduction! =~ with 3% 0%
Tkt reducHon credit |::n|=lll.nga
Change in:
Total chazitaile bequezia -1,104 -0 -158%9{~318)
Bequest to:  religlon -152 -7 =190 =34}
education/scing on =361 -164 -16(-1 36)
tcalth/social welfare -587 =191 =05(-17T0)
Tax revenun 0 I HI W
Lozt 1o charity per dobar of
addiviongl revenue - £1.60 §4 40

a. Numbers in pareniheses refer to change if the effect is to cut all the way back 1o exactly
5G perctnt of eatate,

OF courss, most returns which are not taxable will not ba affected by the
change; those returns which are not taxable due fo charitable deducrions will also
cut baguesis to charity, However, it is likely that aggregate bequests, taxable plus
nlorrtaxabln, will fall &y slightly more than charitable bequests on taxable returns
alone

Before turhing 1o a discussion of the offects by type of donee, let us compare
the effect of tha abodition of the deduction on total charitable bequests with Two
other policies: Replacing the deduction with a flat-rate credit and imposing 2 ceiling
of 50 percent of the estate on the deduction

Replacing the deduction by a 30 percent flat-rate credit raises the price of
charftable bequests for estates with marginal tax rates grezter than 30 percant and
lowers it for estates with marginal tax rates less than 30 percent. For afl estates, the
price is equalized at 0.7, Both because the price rise is not as large for large estates
as with abalition of che deduction and because it is actually a price decrease far
modest-sized estaves, the indicated total decline in charitable bequests, while
substantial, is not nearly so severe as with abolition of the deduction: $360 millien,
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ot one third of the corresponding figure for abolition of the deduction. The
Treasury would gain approximately 3227 million in additional revenue; hence, each
dollar of additlonal revenue would lase charity about $1.60.

Finally, a 50 percent of estate ceiling on the deductich would affect these 2
percent of decedents giving more than 50 percent of their estate to charity. The
total charitable bequests in excess of what would be allowed with 2 50 percent
ceillng is still a substantial amount, %338 million, about ohe sixth of charitable
bequests. The predicted effect on total charitable bequests is to eliminate over one
half of these bequests in excess of S0 percent of the estate, or $139 million. The
Treasury would gzin a stight amount, $43 million; hence, each dollar of additional
revenua for the Treasury would lose charity %4.40.

It is alsc worth menticning the probable effects of constructive realization of
capital galrs on charitable bequests. While cur data do not include informaticn on
accrued capital gains, other sources® ¥ indicate that the very wealthy tend to hold z
great deal of such gains until dealth, The effect of constructive realization on
charitable bequests depends crucially upon whether assets bequeathed w charity are
included In constructive realization. If they are, 3 wealth effect will decrease
charltable bequests;®% alsa, lifetime giving would be clobbered in the short run {if,
as seerns likely, constructlve realization of appreclated property passing through as
gifts to charity were zlso adopted). Once capital markets and individual portfolios
adjust to this change we may expect far less saving in the form of acocrued capital
gains, and probably a decline in the size of net estates; this again fmplies a decline
in charitahle bequests. However, if assets begueathed to charity are exempt from
consiructive realization, the picture is further complicated. At impact, such a policy
would decrease the price of charitable bequests so long as accumulated czpital gains
exceeded planned charitable bequests. This would result in an initizl ingrease in
charitable bequests for such estates, in part or in toto offsetting the decrease in
charitable bequests due to the wezlth effect mentioned above. Again, individual
portfolios and capital markets would adjust to the change to substitute away from
accrued capftal gains to other forms of saving and lifetime conmumption, thus
weakening the initial price effect This policy is so0 often discussed that obtaining
information con accrired capital gains in estzte is almost as high a prierity as
matching fifetime giving with charitable bequasts,

Another frequently discussed estate tzx reform is ko tax each estate just gnce per
generation by allowing 2 100 percent marital deduction. While no information exists
following the disposition of esiates within familles, a few general qualltative
conglusions may be drawn from our cstimates concerning the effect of a 100
percent rmarital deduction on charitable bequests. For those decedents with a
spouse, this policy would increase the price of charitable bequests relative to
bequests to the spouse from 1-4 1o 1, where u is the marginal tax rate [it would
leave unaltered the prica of charicable bequests relztive to bagquesis 10 non-spouss
heirs). From Tahla 9, we see that martied persons are esven somewhat more sensitie
to price in determining charitable bequests than the whole population. Hence, for
this group, the 100 percent marital degiusction would reduce charitable begquests
sitbstantially. Mowever, the Increased bequests o the spouse might well show up as
the subsequent charitable bequests of the spouse Hence, at the very least, @ 100
percent marital deduction will postpone charitable bequests until the death of the
spouse, How much of the total decrease in charitable bequests will zocrue ultimately
to charity is difficolt o say. Were a ceiling placed on the 100 percent maritzl
deduciion, say of $1,000,000, this price effect which is unfavorable to charitable
beguests would be confined to modest-sized estates and would not affect the
charitable bequests of the exiremely large estates responsible for the bulk of
charitable beguests Suck a policy also may be combined with = limit on the
decuctibility of charitable bequescs, for example, the 50 percent limiration discussed
above, The combined effect would be a substantial decline in charitable bequests.
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Turning noew 1o our attempts 10 esstimate the affect of altsrnative estate fax
reforms on charitable bequests to different types of dopees, we immediately note
several distinct prehlems. First, and most imporant, the only available data on
charitable beguests by donee 1yoe are from the 1957-59 Treasury Special Study. We
noted abowe several problems with this data. First, it is 15 years old. Second, there
have begn several changes in estaie tax statuges since 1957-52: in particular, while
the rztes have not changed, the reguiations concernirg clasely held private founda-
tions have besn changed substantially. A not insignificant zmount of charitable
bequests accounted For &y the 1957-59 data made by the extremely larpe estzies
showed up in the “other’” category, including & high proportion of “private other."
It is very difficult to say how much of this type of charitable bequests fs still
occurring; further, a large share of these funds probably do wind up, eventually, as
donated to one of the cther categories: religion, education, science, cutture, health
or welfare. Finally, the sample size is much smaller for the 1957-5% dazta than for
our 1969 data. The sampling rates are qulte low for all but the milllonzlre estates in
the 1957.59 data and this problem [s exaccerbated by the fact that only one in five
estates bequeath anything to chariby. For all of these reasons, ! place much more
reliance on the 1969 estate t2x return data, and my results therafrom, than the data
from 1957-5%.

With this in mind, we are faced with two potential strategies: We may estimate
the effects of the tax reforms on charbtable bequests by donee type from equations,
such as those reported in Table 7 or the analog of that reported in Table 12, based
on the 195759 data, and then build up the fotal effects by simply adding across
donce types; or we may start from the 1969 aggregates and work our way down to
the effects by donee type. If we adopted the former approach, it would be
extremely cumbersome to obtain a precise consistency between the totals implied
by summing the disaggregated results and that obtained using the estimates for total
charitable bequests. While thlks is also the case if we adopt the latter method, the
aggragate estimates from the 1969 daia are the ones in which we have the most
confidence. Hence, we approximate the effects of tax reforms by type of donce
msuming the 1969 price effects hoid for each donee type [recall from Table 7 this
asumption appears valid) and that the 196% wealth effects, adjusced by the ratio of
wealth effects found for each type of donee in the 1957.59 data, hold. We also
work with the distribution of giving by donee type found in the 1957-39 data; the
other category is simply exchided — assigned 1o the remaining cztegaries in
praportion to their charitable bequests. This may result in a very slight overestimate
of charitable bequests to educationfscience and healthfwelfare. The disaggregated
results are rendeared consistent with the total viz an iterative procedure. Again, we
have less confidance in the precise estimates by donee type than we do in the total;
however, the qualitative picture is not changed at all by adopting alternative
rezsonzble procedures.

The estimates in Table 13 reveal the story we expect hased on the distribution of
charitabie bequests by donee type and the estimates of the price elasticities: The
bulk of charitable beguests ge to donees other than religion. This concentration
increases dramatizally as we move up the wealth scale Since there are substantial
price effects, policies raising the price of bequesis to charity, especially o the very
wealthy, sharply curtail charitable bequests to educationfscience and healthfwelfare;
bequests e religion are affected only slightly.

For example, abolition of the deduction combined with a rate reduction has a
predicted effect of reducing bequests to healthfsacial welfare by over one-half
villien dallars and to education/sclence by ovar one-thirg billlon doltars The latter
& approximately the size of total [fetime giving under the income tax. Replacing
the deduction with a flat-rate 30 percent credit woudd also curtail, if our resuits are
accurate, beguests to educationfsclence and hsalthfwelfare substantially. Since the
price increase is less severe for the wealthy and there js actually z decrease for the
smaller estates subject to tax, who favor religlen refatively more heavily than
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wealthier estates, religion essentially breaks even under this proposal. Finally, the 50
percent of estate ceiling provision, which affects 2 small number of pramarily
wealthy estates, would probably also decrease charitable bequests to the nonereligion
categories by large amounts.

In brief summary, these policies which raise the price of charitable bequests 1o
the wealthy will substantially curtzil charitable bequests. This decrease will come
almast exclusively at the expense of the sducatdonfscience and hezlthiwelfare
SECTOrs.

While other policy options arve under discussion, the moral of the story iz clear:
A large increase in the price of charitable bequests for the group giving most to
charitcy — the extremely wealthy — is likely w0 cause 2 sharp decline in charitable
bequests

We tum now o a brief eonclusion.

VI
CAYEATS AND CONCLUSIONS

Taken at Face value, our results indicate that over a wide range of the estaie size
rangs, charitable bequests are quite sensitlve to the price reduction created by their
deductibility, Defining the efficiency of deductibility in the usnal way—the ratio of
the induced charitable bequests to the revenue less ko the Treasury (assuming a zero
elasticity of the estate tax base with respect Lo the rate]—ic appears that
decuctbility 1s at least fully efficient for the small- and modest-sized estates in the
group filing returns Only for the largest estates does deductibility appear to be less
than fully efficient. We note, however, that the [argest estates are responsible for a
disproportionate share of total charitable beguests.

Throughout Chapters 11, 111, and 1V we warned the reader that the unavailability
of sufficient data on lifetime ecoromic activity introduced certain potential biases
into our estimates, It is worthwhile pausing for a moment te examine the possible
direction and magnitude of these effects The simplest way 1o explain these
potential biases 15 to discuss them in terms of 2 linear model corrresponding to
equation system (7).57 Recall from that discyssion that charitable bequests are a
function of wealth, the relztive price of charitable bequests, and other prices. Recalf
also from our discussion in Chapter 1 that no data are available simultaneously on
charitable bequests and the relative price of charitable beguests, on the one hand,
and the corresponding lifetime variables: wealth and the relative prices of gifts and
lifetime charitable contributions.??

Roughly, then, we are regressing CHp on E and Prpp when we should ba
regressing CHpy on wealth, PCHD. Pgl, PCHL. and PCL.

We thus have omitted =veral variablkes and used a proxy for another.

Suppase, for example, the wealth varizble is properly specifled: then omitting the
“erossprice” variables yields expected price and estate size coefficients:

E bpchp? = SpcHp * *pcL ProL * 2peL BpGL ¥ pcHL BrCHL

E g} = 8g * vpoyL BpcL * YPGL PrGL * TRCHL BPCHL

whete the s are the true coefficents and the o s and ¥'s are the coefficients which
walld be obtained from the auxiliary regressions®® of the excluded variables on the
included ones. Thus, any biases will depend upon the correlation between the
Ineluded ‘annd exciuded varfables and upon the true coefficients of the excluded
variables
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Unfortunately, we have little wo guide us about the sign of the potential bias
Economic theory telis us very fittle about crossprice effects. Further, we are
uncertain as to the sign of the auxlliary repression coefficients; the ohyious
correlation among the prices is complicated by the presence of astae size as an
additionzl regressor in the auxilizry equations.

Further, we usually expect that crossprice effects are not large relative 1o direct
price effects. In addition, the true coefficients of the excluded prices may not 2l be
of the same sign. All of these factors tend to make me believe that the sum of the
effects making up the bias of the price coefficient may not be too large relative 1o
the true cosfficient The mast pressing problem is to obtain some evidence on
substitution between lifetime charitable glving and charitable bequests.

A similar argument may be made for the bias In the wealth coefficlent. The §'s
may be small 2nd of oppesite sign. Hence, we are unsure as to the direction of bias
and doubtful the hias is large.

Similar reasoning may be applied to the misspecification of the wealth term.

With this discussion in mind, it is perhaps best to conciude with a word of
caution. | have my doubis as to the magnitude of these biases; perhaps subsequent
work with better datz wiil conclude that estimates pressnted above are too alastic.
Hewever, until better data become avallable, it would be wise not to base publlc
pnlici}- upon the assumption that the price elasticity of charitable bequests is quits
small.
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Footnotes

1. Americen Assoclation of Fund-Rasing Counsel {1973). Based on T969 sstate tax returm;
hence, excluding charitabla bequesis by perates nor vagquirad te file an estate tax returh.

2 Lifetime conwibutions amourt to another $17 billion; three Poarthe of Mis ol went to
ralightrt. Hence, annwal charitable bequests to educatlon, science, health, culturs, and welfarg
organizationt amobni 19 abawi one half of the corresponding lifalime charitabe contributions,

1, Charitable bequests are also {potestlaily] affected by the Income tax and the gift tan, See
Chapters 1 and VI,

4. Wn spagk hec of the federal esiate tax. The effects of state estate and Inheritance taxes arc
analogaus 1o those of the ledaral estats tax,. Sas Chapter 1V,

5. If less than ong hatf of the esratw is tramsforred tg the spouse, the marital deducthen 3 '
{imited to the actual wransfer,

6 U5, Inemal Reverue Service [1972), p 1.

7. This Is strlctly true so leng as charltable contribuiions are Inss than the amolnt by which the
economic estaie excoeds the marital dedection plus specific examption.

8 Under the yaual assumptians af demand theorny.

2. Unless the marginal propensity to bagueath o charity is at Isast unity.
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10. Thus, the estate to¢ may affeci saving andfor work effort. {f it affecis caphtal accumulation,
it will alse affect real income per capita in the long run IF charitable contributions are al all
income elistic, contribuiians will alvo be affecied in this way.

11. We would need data on lifetime charitstde contritestions, wealth, earnings. and ransfors at
death for the same individuals,

12. There are alizrnathve ways of modeling lifetime contributions and bequests, For example,
we could take ytility & be tha discounted stream of instantaneous uiilftics gver the |jfetime,
plus a utility of bequest:

U = | o ulc,G,CHdt + VIGT,CHY)

and makimize this sabject to a budpet constraint refating ecpenditures to wealth, Such a model
is primarily wsafy! in derlving implications about the pattams of c,, CH; and G, over the lifa-
eycle. Since we do not have any data on CH for the same familles over the iffe-cycle, such 2
formelation would have to be implemenied with cross-scctlon dila on individuals at different
ages. Da on CHy &y yegr and CHy for the tame Families ant not availalle.

Another way of modeling the problem would be o adopt a two perlod utility function:
u[CL,. CHL, GL} + WCH-B, ED}. The separability restdction will be discussed in detall
baldw,

13, We treat lifetime carnings a3 exogenous for our purpoics, OF course, eatate Lasalion iy
2l affect labar supply behavior,

i4, The Forward price of a commodity is the price that wauld have to be pald In the present
for delivery of a commodity at same point in the future. For our purposes the estate planner
may simply buy bends delivering the required amount of money [n the futwre.

15. AlEmative conkectures on the affect of estate taxation on E are discussed in %, F ekowky,
“On The Economlc Effecx of Death Taxation In The Unird 5tates," unpublished Phd.D.
thesis, Harvard University, 1959, and R Musgrave, The Dheory of Bubdic Fiaance, (MceGraw-Hill,
1959),

16. OF coursa, over the Ifecycle, as lncome varies, sa doss m Ve We may think of m , a5 either
some ayverdging ovar rates over tha lifeeycle, or as a fat rate tax used o ilMustrate our point

17. M, Feldstzin, "“On The Effects of The Income Tz Treatment of Charitable Conteibutions:
Some Preliminary Reguls," Discustion Paper Mo, 337, Harvard Instityta of Ecopomic Research,
1974,

18. We asume throughout that decisions st based on real, aftertax values

19. This interest ramm reflects the compounding of shorter perjod rates over many perlods It is
qulbe llkely ta be on the order of 3 or more with modest annual interest rates and modest time
horlzons

0. The expacted inflation rate may differ by commadity. Someone planning to give o a
hospital may account For the higher inflation rate In medleal sepvices than i gensral
cotsumphan

1. Serketly epeaking, Wis applies only o additional beqoests bevond the specific axamption
and the marical deduction, Far bequests to grandchildrea and ather: involvlng gerwration
skipping, the postponemant of tax by the use of trusty complcates matters canslderabiy, See G
Jamrscher, Trusis and Estote Taxatfon, Hropking Institution, 1966,

22, Apaln, we Use a flat rate tax for Jllustrative purposss
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23, The direce effects on Gy and G plus any indireck effacis via changes in wark effort or
swving behavior. Of course, se sscond-round effects are discounted at an apprapriate imterest
rate. Hence, the most impartant are probably these generated through surviving Spouses,

24. ). Shaeffer, "Philanthropic Contributions: Their Equlty and Effichency,” Quarterdy Kaview
of Business ord Ecoromics, 8.2 (Summer 1968], pp. 25-34,

25. W. Yickrey, “One Economlst's View of Philanthropy,” in F. Dickinson, ed., Philonthropy
and Public Poficy, NERR, 1962,

26, Vickmy alse¢ discumes the fncome tax treatment of charftable conrfbutlons. His conclusion
appcars w0 be 2 summary |udgment pleced together from datd on both begquests and Helme
giving.

27. 5 McNees, "Deductlbllity of Charltable Pequesis,'' Modiomaf Tox foursel, 26:1 (March
1973}, pp. 7998,

28 McNees alio prescals regression eilimates disaprrepaied by typa of demes and Dy estals slza.
29, it Is unclear from McMNees' presemation whether the C and E variabies are entered In dollars
or, as they appear on the data tape, thousands of dollars | have assurned that they are entered

in thousands of dollars; McHeas' squation predicts that large escates bequeath srbstonifially e
than e Fulf esimie 10 charlty If the data are entered In dollass.

30. Martin Feldsteln has siressed the Impartance of thils resirlction b me.

31. Least sguares in this case causes other problems See A, Goldberger, Econrometelc Theory,
(New Yark. |ahn Wiey and Sons, 1964).

32. |. Tobin, ““The Estimation of Relationships Ffor Limlted Dependent Variable,™
Eronomerrfca, 26{]anuary 1938], pp.24-35.

3% T. Amemiya, "Regression Analysis When the Dependent Yariabls Is Truncated Normal,™
Econdvrietrica, 4:6{Novernber 1973L

3. If the relation is corvectly specified.
15, Many othar astimation strategies are possible, Sae Goldberger, op. cik
35 C. Shoup, Fadeaai Estare amd O Taxes Brookings Instiutfon, T9566, Appendbc A.

37, Also included was information on lifetime charitable contributions However, thete data are
considered exiremely unmeliabla. Sec Shoup, op cik

38 The bulk of these retums welate o dedth in calendat 1969, Separaie analyic: by date of
death produced results smilar 1o these reported below,

39, While this 7 percent of estates probably accounts Tor the buik of charitable baguests, the
amount bagueathed o charity by the ™emaining 93 percent [with gross estates |es2 than
$60,000) s not known.

40, Thers is ome extremely large estate which begueathed an enormous amount oo charity.
Whether this is 4 usual — or a0 exceptional — oecurrence |§ ditficult b judge. Separile results
delering the exrreme upper tall of the estale size disiribution produced results quite simllar o
those reporied below.

41, These data are tabulated in morm defail in US. inkernal Revehue Service, Statistics of
|ncoma, 1969: Estate Tax Ramrng, 1972

42, See Jantscher, op. cii
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43, Al tablez In this section refer (0 wnweighted regressions. Regresmions weighted by the
inverse of the sampling rates produced similar estimates. Regresslans weighted by the square
reol of estate slze productd quike similar @sults, Grossing up estates o include Hfetime gifts
also made little difference. Convergence [defined a5 no changes up 1o ife Fourih decimal place
in ooy coefficient] was rpemally achioeed in & ta 10 Imraions. The "i-ratios,” of course, ae
realy asympratically nomad varighles, Several othar Farmulatlons of the squalions are discussed
in Chapter 1V,

4. McNees, ap, cit,

45, We shall discuss thls fn more detail in Chapier ¥[, For the moment, the reader is advised to
axarcise caution In the Interpretation of thess resplts,

456 Note that the hypothese of a single price coefficient B #or the same thing as that of a
single price elasilcliy.

47, The comments of pote 43, supra, apply to the 1969 data ag well,

4&, A rogresshan including e diffzerenl wepes of asacis and debis produced mived respfls, most
coefficiants fot belng meamired very preclsely, some with 'wrong signs," =te,

49, 1t & worth noting that resstimating the squation reported in Table 11 delating the mms
with gross esiares zhove $ 10 miltion produced results very simifar 19 thosa reported in Tabke 10,
The unly major difference was a modest decmase in the weagth slasticity im the highest wealth
class,

50. See K. Musgrave and P. Musgrave, Public Fimorce i Theory ond Froctice, (Mew York;
MeGraw-HOl, 1973)% 1. Pechman, Federsf Tax Paficy, Ind ed. {New Yark: Morten, 1971]; E.
Rolph and | Break, Pubfic Fimence, [Ronald, 1961); and Shoup, op. cit.

51, See W, Andrews, "Personal Deductions In an ezl Income Tax,” Aaxvied Low Rewfew, B6:2
{December 1972), pp 30%385; 8. Bittker, “The Propriery z2nd Vitality of 3 Federd [ncome
Tax Deductlon for Private Phifanthrgpy,'' in T fmpacts on Phigmiropy {Pripceton, M.).: Tax
Institule of Armerica, 1972); F, McDanlel, “Fedaral Matching Grants for Charltable Contribu-
tions: A Substibute for the Income Tax Deducilon," Tox Low Redew, 27:3 (Spring 1972), pp-
377-413; 5. Surrey, ef af, Faderal! income Tocation [Mineola, M.Y.: The Foundation Prass, Ing.,
1972);: and Pechiman, op. £t

42, Feldsrein, op, cIL

53, Under the zero efasticlty of the hase aswumplion; perbaps this it pest viewsd as 3 very thorg
rn balanced budget operathon

54 One huge estate made enormous lifetlme gifts o charity, which were included in the sstame
and deducted, If we assume that these funds would have been in the taxable sstate, the revenus
yiold would be larger than meniionad 0 the mxk If we delated this “ouilver” completaly, we
are probably incomectly assuming that no super rich people dle and [eave everything to chariby.
Emil Sunley sugsmst that one such death a year |5 possibly too often. We assume one half of the
charitable deductions would be taxable, Other asmmptlons would not drastically affect the
resufis.

55 Eg. M. Balley, "Capltal Galns and Income Taxation,” In A. Harberger and M. Baliey, eds.,
Fire Taxotfon of fncome from Copital, Brookings Institution, 1969,

56, Notle, howewer, that the capital gafns (ax would be subtracted from the estate and hence
would be offset, in part,-by a lower eslale tax.

57. This discussion, of cours, i only hturistic; it dors save us the curmbersome sk of
discussig the much more complicated truncated normal andog.

58, We switch here to FED a5 MUMErarie.
59, H, Theil, Frinciples of Econometrics (New York: Jchn Wiley and Sons, 1971}

&0, Mole that the same reasoning apples ta 3 duscussion of estimatdng lifetime charitable
coniributions when the price of charitable bequests |5 axcluded,






CHARITABLE BEQUESTS, ESTATE TAXATION, AND
INTERGENERATIONAL WEALTH TRANSFERS

Mzrtin . FeldsteinT
Iniroduction

Charitable beguests are an important source of support for nonprofit organiza
tions and a significant factor in the dispersion of personal fortunes. In 1970
charitatle beqguasts exceeded $2 billion or 10 percent of the tatal philanthropic gifts
made by individuzls.! Such bequests are particularly important for educational
institutions, accounting for approximately 24 percent of all individual gifts® A very
substantizl portlon of the net value of large estates is contributed to charity. Among
estates with & gross value in excess of 31 miliion in 1970, gifts to charitable
organizatlons were more than 33 percent of the value of gifts to individuals Among
estates with gross value in excess of $5 million, charitabie bequests were more than
125 percent of the value of gifts to individuals,

The current estate tax law excludes from the taxable estats all such charitable
bequasts. The tax law thus makes the “price” of charitable bequests less than the
price of beguests to individuzls.? More specifically, an individuzl with 2 marginal
estate tax rate of 60 percent can bequeath $100 to charlty by foregoing a bequest of
§40 10 his personal heirs; Tor him (or them| the net price of charitable bequests is
cnly 0.4 Becauss the estate tax is very progressive, the net price of charitable
bequests Falls sharply as estate size increases

This feature of the estate tax law raises three refated questions: (1} Does the
deduction of charitable bequests increase the total amount of such bequests or does
it lower the taxes paid by the estates thar make such baquests and thus mesely
increase the amount that is availzble for distefbution to individual heirs? (2] I the
deduction does increass total charftable bequests, are the sxtra beguests that are
induced farger than the estate tax revenue that the Treasury foregoes because of the
deduction?* That is, what is the efficiency of the charitable bequest deduction, the
number of dollars of additional bequests induced per dollar of forcgone revenue? [3}
What is the effect of the deduction of charitable bequests on the net estates
received by individual heirs? IF the induced increase in charitable bequests is greater
than the foregone revenue, individual hcirs receive less than they would if the
deduction were eliminated But If the induced increase in charitzble bequests fs lass
than the foregone revenue, individial heirs are better off than they would be if the
currant deduction were eliminated.

The answer e all three questions depends on the elasticity of charitable beguests
with respect 1o price. The primary focus of this pzper will be on the estimation of
this price dasticity. An estimated price elasticity that & not significantly different
from tero implies that the cument deduction does net increase charitable giving. In
contrast, a significant negative price «lasticity implies that charitable organizations
do receive more than they would if the deduction were efiminated. I'f the absolute
price elasticity is greater than one {that is, if the price elasticity is algebrzically less
than minus one), charitable organizations receive morz in additional contributions
than the Treasury foregoes in revenue The absolute elasticity is itself a measure of
the efficiency of the deduction, that is, the ratio of additional charitable bequests
to lost tax revenue. It is also clear that an elasticity greater than one implies that
the current deduction reduces the size of the net estate received by individual heirs;
although the deduction reduces the taxes paid, charitsble gifts are fncreased by

ime:ssnr, Department of Economics, Harvard Unversity.
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more than taxes are reduced so that the net estate after taxes and charitabie gifts is
reduced. Obviously, 2z price elasticity less than one fmplies that the deduction
increases the size of the net estate available Tor individual heirs.

The evidence presented in this paper suggests that the price elasticity of
charitable bequests is significantly negative and probably between minus one and
minus three, This result is therefore quite consistent with Boskin's estimate® that
the price elasticity is between minus: one and minus two. This agreement i
particularly reassuring because Boskin used 2 wety different type of Jdatz and
estimation method.

The current paper examings the sensitivity of the estimated price elasticity o
alternative definitions of price and 1o aitemative functional forms. Changing the
meastire of price has litdle affect on the estimated price elastfcity. In contrast, the
price elastieity is quite sensitive to the choice of functional form relating charitzble
bequests to price and estate size. In particular, a number of functlonal forms imply
positive price elastlcities over the entire range of estete sizes or a large part of that
range. These unstable and unacceptable price elasticities must be borne in mind and
regarded as a warnmg that thase results may be subp:ct to serfous potential error.
The evidence there is clearly not as strong as ft was in previcus studies of the effect
of taxation on charitable gifts by living individuals.®

The dzta and the measurement of variables are discussed n Chapter 1. The basic
parameter estimates are presented in Chapter 2. Separate estimzies for large estates
are developed in the third chapter. In Chapter 4, gifts 1o different types of donees
are studied. There is & brief concluding section.

I
DATA AND MEASUREMENT

At irregular infervals the Intermal Revepue Service published the value of
charitable contributions in each gross estaic class duﬁng 2 single recent year.” The
current study uses a time series of these cross SWIIOFFE for the available years from
1948 through 1963.% With 15 gross sstate classes,” the sample has 135 apgregate
observations. Although there was no change in the estazte tax rates during the
sample perlod, the tax rate at every read level of gross estate has been Increasing
hecause of inflation. This source of variation reduces somewhat the collipearity
beiween price and estaie size that exists within 3 single year.

A variety of functional specifications relating charitable giving (G} to estate size
(E} and 2 price {P) have been investigated. The most bazic specification is the
equation:

.
1 = at PPy E tey (1

B,

The subscript i denotes the pross estaie size ¢lass and the subsaript t denotes the
year. The variahle gj; is an unobservable residual that reflects random disturbances
and specification errors. The maore general specifications described below allow the
effects of estatwe size and price to vary with the levels of estate size and price.

The variable Gy is the average charitable bequest per return in gross estate class
i and year t The bequest is defined as the gross amount given by the individual
estate to charity and not as the net cost of that contribution o the individual heirs
These amounts include the value of donated assets as well as gifts of money.
Bequests are measured in consiant 1957-59 dollars by deflating with the consumer
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price index, Of course, only those estates that file estate tax returns, that is, those
with gross estates in excess of $60,000, are included in the sample.

The basic measure of estate size [E) uwsed in this study has been gross estate
minus all noncharitable deductions except the maritzl deduction. This measure
assumes that the marital deduction takes priority in the individual®s estate planning.
Fortunately, a vartety of other definitions of estate size, including gross estate
minus noncharitable deductions, gross estate minus the tax liabllity if no charitable
bequasts were made, and Bross estzte itself vielded very similar estimates for the key
price elasticity. In practice, the value of the Ey is the average real value of the
estate per return in gross estate class i and -,-fear t, measured in constant 1957-59
dollars. Although the results are not sensitive to the available measures of estate
slze, It is clear that none of the available variables is an ideal measure of the
decedent’s economic sitgation, The value of previously created trusts and of ifts
inter vivas, as well as the number and financial positions of the decedent’s potential
hejrs, should all Influence charitable giving

The price varizble {P} measures the estate’s opportunity cost per dollar of
charitable bequest in terms of foregane personal beguests to individual heks. An
estate with marginal tax rate [ can cheose between (1) contributing one dollar to
charity and {2} having 1-m doliars for additional personal bequests to individual
heirn. We {hersfore define the individual's price of charitable giving by #=1-m. |n
practice, Py is measured by using the marginal tax rate for an estate with the
average '"taxable estate" in gross estate class i and year t. Two different measuras of
“taxable estate" and therefore of price have been used: P1 is based on the actual
taxable estate plus charitable bequests and P2 on the actual taxable estate plus both
charitable beguests and the maritzl deduction. Both measures yield the marginal tax
rate for the first dollar of charitable bequest. This makes the price varlable
exogencus, using actual taxable estate would make the price variable depend upon
the charltable bequest itself. The first measure of price assumes that the decedents
choose their maritzl bequests before they decide on their charEtahIe gifts while the
second measure assumes that both decisiens are made jointly."® Fortunately, there
is little difference in the results corresponding to these different measures of price,

Contributions of appreclated assets create no special problem for measuring the
price of charitable bequests. When an asset is begueathed, elther to an individugl or
to a charitable organization, its Tutl value can be deducted fram the donor's taxable
estate and there 5 no constructive realizztion and therefore no ircome tax o be
paid by the decedent or by the recipient. Assets gifts have the same price as cash gifts,

Estates are subject not only to faderad estate tax but also to taxes lovied by
individuzl states Because the federal government gives a dlrect tax credit for a
portion of the state taxes paid, the two rates do not fully cumulate, To assess the
importance of the state tax rates, the following calculation was performed for 1963,
For gach of the 15 published pgross estate classes, an estate at the midpoint of the
class was chosen, On the assumption that the full mzrital deduction is used and that
the remainder is given to the decedent’s minor children, the inheritance tax in each
state for each size estate was caicuiated. The excess of this inheritance tax over the
federal tax crefit is the “'excess state tax.” Weighting the excess state rates by the
number of estates in each size class and state yields the average excess statc rate by
size of estate. In every case, this average excess state rate was less tihan 1 percent.
On the basis of this it was decided o ignore the state inheritance taxes'!

Table 1 presents the values of Giy, Ej; and P1;; for each gross estate class for
19673, the most recent year in the sample. For each estate dass, the table alsa shows
the ratic of gifts to the estate after all noncharitable deductinns {column 5).

Each of the observations represented a different number of estate tax returns In
the wery highest estate size classes, there are relatively few retirns each year and
substantial wvear 1o year variation in the ratio of bequests to estate sizo. Although
the available data are mat a sample but a report of all estates, one can regard cach
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Table 1
Charitable Bequeste by Estate Size, 15943

Average Avarage
Gross Enawe Charitabie Het Charity as
Se Class Bequests Exstate® Parcentage of
{in 3000°s5} {in SO0} (in J00"2) FL Wet Eatate*
—ar B R @} T wm
5069 L2 £5.89 1.00 P
T0-19 B.10 (388 100 I
B0-89 1.35 T2.14 057 232
S0-99 1.49 %044 093 .35
100-119 180 116 089 .50
120149 168 11307 0482 ER 1Y
150-19% +.00 14549 0135 358
200299 6.53 342 070 415
499 14.19 31223 .70 540
500999 36.23 58047 .68 TI7
1.000-1,999 11258 116999 253 11.563
2,000-2,993 100.23 205378 0.55 11.14 _
30004999 3TE6E 3,207.53 047 14.60
5,000-9 399 £28.04 356544 0.37 1784
104,000+ 340998 15,582,438 0.23 To9

*Eztate value is measared by gross estate minws all noncheritable deductions, P1 s based on
taxable axiate phis charitable Baquesis.

years's actual observatien as z sammle from the population of possible decedents. If
the underdying microeconemic relations have constant variance, the process of
averzging implies that the error variance will be larger for the obzepvations based on
a smal! number of refurns. We have therefore weighted each of the observations by
the square root of the nember of returns represented by that observation

]
EFFECTS OF PRICE AND ESTATE SIZE

Equation 2 presents the est/mated parameters for a simple specification:
G
< 0118 - 0107 P1, + 0994 + 107 B,
Biy {0.010) (0.083) @)

R? =082
N =135
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The value of the estate is measured by the gross estate minus afl deductions except
charltable beguesis and the marital deduction. The price P1 is based on the raxable
estate plus charitzble bequests, The ratio of charitable bequests to estate value is
significanthy relatad te both price and estate size. The equation_provides a guile
good explanation of the overall variation in the bequest ratio: R< = (.82, Despite
the potential problern of collingarity between eslate value and price, the standard
errors of the estimated coefficlents are very small.

The specification of equation 2 implies that the price elasticity of charitable
bequests varies with price:
G P d{G/E) P P 13)

@?c- @ e M @

The price elasticity bas besn evaluated for the average value of P and the
corresponding velue of G/E at four different sizes of the taxable estate. For taxable
estates of 530,000, the average price in 1963 was 089 and the predicted ratic of
charitable gifts to estate value was 0.022, This itnpifes 2 Iocal pefce elasticity of
-404. By a similar caloulation the price elasticity at $T20.000 is -2.06, at
£500,000 15 -1.45, and at 35,000,000 is -0.31.

The very substantizl changes in estimated elasticity may represent true behavioral
differences but may also reflect only the restricted functional form. As Table 1
showed, the ratio of gifts to esiate size rises very rapidly for large estates. The
specificarion of equation 2 imposes a lineat relationship which may distort the
implied elasticities. As an alternative, equation 3 transforms the dependent variable
%0 that changes in price and esiate size cause proportional changes in the ratic of
£lfes to estate size:

G 7
In -1 = -0989-3.18 P, + 038 - 107 E,
By (0.16) (0.14) (@)
r? = 0.83
N 135

The coefficients are again very sighificant and the overall explamalory powet is quite
high.l ® The corresponding elasticities are derived from:

46 P _AGE) P

&P G 4P (GfE)

din{G/E}
dr

S {5)

-3IER

The specific elasticities are now —2.83 for z gross estate of $80,000, =239 for an
estate of $120,000, -2.16 for an estate of $500,000, and 1,18 for am estate of
$ 5,000,000,

There are of course other ways to generalize the specification of equation 2. Of
particlar Importarnce 15 the potential nonlinearity i the effect of estate size it
seems reasonable to expect that an exirz $7,000 of estate value will have a larger
effect in small estates than In very large estates. This s confirmed by the estimates
of equation 6.
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G't
= = 038 - 020 Pl + 007 ®DZ
it (0.21) {0.118)
+ 020 - 107 B - 053 - 10715 B} 6
(0.06) {0.16}
R% = 0.88
N =135
The price elasticity is now derived, by an extenslon of equation 3, from
dG P F
ﬂ? E ={-0+015W E}}ET {7

The implied price elasticifies vary substzntially but at a lower kvel than in the
simpler specification of equation 2: =196 ar $80,000, -1.09 at $120,000, -0.69
at $500,000, and 0,11 at $5,000,000.

Unforiunarely, other generalizations have conflicting implications. Eguation B
extends the previous specification by introducing & crossproduct tefm between
price and estate sire. To prevent this term from being dominated by the very largest
estates, the [ogarithm of estate size is used,

.
It
g % 009 - 056 P + 016 (P2
it (€.18) (0.10)
+ 017 + 107 By - 036 + 10715 E}
{0.05) {0.14) )
+ 0029 Pl ¢ In(Ey)
(0.004)
R% =091
N =135

Each of the terms in this new specification is statistically significant but the
elasticities, calculated from

ac P P
— — = [-D5& + DI P + 003 1 e
# ¢! 003 =Bl T )

now have the wrong sign for all size estates: +1.50 ar £30,000, +0.70 ar 3120000,
40,54 ar $500,000, and +0.18 at $5000,000. Although these results are clearly
wnacceptable, they serve at a warning that the previous estimates may be maote
uncertain than their standard ermors imply.

A specHicatlon similar to equation $ but in semilogarithmic form also shows the
importance of nenlinearities and of the interaction of price and estate size:
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Gil 2
In g = 175 - 2212 Pl + 790 (1)
i (2.55) (143}
016 + 1079 B + 042 10714 B}
(.07) (6.19) (10}
+0.76 Pl 1n(E;)
(0.06) R? = 0.94
N =135

Again the elasticitles fmplied by

dac P
—_ = = |- g2+ . + 1.
F G {-22.12+ 15380 P 076 In(EY} P {11}
arg positive and unacceptable: +2.01 at 80,000 but +1.92 at $120,000, +2.48 at
$300,000, and +2,00 at $5,000,000.

The final specification to be considered is the simple constant elasticicy
relationship:

NG, = -10.28 + 156 In(E,) + 0.19 (0Pl

{0.04) .18)
RZapgs P
N =13%

The price elasticity is insignificant and has the wrong sign, a further warning abour
the rellabllity of the semilogarithm elasticlties. All attempts to generalize this
specification by adding the squares and crossproduct of in P1 and 1n £ always
resulted in the insignificance of all price terms and no improvement in the
explanatory power of the cquation.

Table Z summarizes the parameter estimates for the linezr and semilogarithmic
equations. The corresponding elasticities are presented in Table 3. In general the
results are less volatile and more plausible for the second form.

Each of the specifications has heen reestimated using the alternative definition of
prica (P2} which is based an taxable income plus both charirable bequests and the
marital deduction The parameter estimales are pre;-enl:ef in Table 4 and the
comrespanding price elasticities in Table 5. Comparing the R+ values in Takles 2 and
4 shows that P1 has a greater explanatory power, that is, charitable begquests are
generally determined after allowing for the maritzl deduction. The elasticitles are
similar in Tabkles 3 and 5 but the original values based on P1 are generally more
reasoiable.

m
BEHAVIOR OF LARGE ESTATES
The assumption that a single behavioral squation ¢an represent both the small

estates and the very large estates is of course a great simplification. Morsover, because
of the weighting of obsarvations the parameter estimates af Chapter 11 are heavily
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Tabin 3

Price Elasti¢itiez of Charliabie Giving:
Price Measured by PL

Estate Sire
uatlon 380,000 $120,000 $500,000 £5,000,000
2.1 =414 =206 -1.45 -0.31
2.2 -1.96 -1.09 -0.69 0.1
23 1.50 0.t .54 0.L8
2.4 =183 -2.39 -1.14 -1.1%
15 -1.0% =92 ~{.33 0,45
26 101 1.42 1.4% 2.00

influenced by the behavior of the smaller estates. The current section foouses on the
obseryations corresponding to estates with real net values (that Is, gross estate minus
charftable and marital deductions) of at least $500,000.17 These estates accounted
for 78 percent of 2li charitabie beguests in 1963 This reduces the sample to only
54 shservations and makes precise estimation even maore difficult. Mevertheless, the
results are quite interesting and rearly all of the calculated price slasticitles imply 2
substansal price sensitivity.

Table & presents the estimated parameters for the same specifications as in Table
2 The price varfable is again P1. With the exeption of squations 6.3 and 6.6, the
price variable has a significant effect on the ratio of ghring‘ to estate size. Table ¥
shows the price elasticities corresponding to these equations.”*

v
BEQUESTS BY MAJOR. TYPES OF DONEES

In six of the pine samnple years, the [nternal Revenue Service pubfished separate
estimates of charitable bequests made to three major types of donees: private
educational inetitutions, public educational institutions, and religious organizations,
These disagaregated data are analyzed briefly in the current section.

Unfortunately, the gifts identificd as going {a these three categories of donees
account for a relatively strall proportion of total bequesta Table 8 presents data by
estate size for 1961, the last year of the sample with disaggregated information, The
resfdual category of “other'’ doness received some 50 percent of charitable bequeits
from: smalfl estates and more than 70 percent from estates of more than $500,000.
It is not <legr whether this {arge residual category actually reflects gifts to other
types of donees, especially to private family foundations, that will later distribute
these funds o particular instiortions, of merely the problems of ideptifying
particular types of donees from available records, In cither case, the diszgeregated
data and their implications must be regarded with substantial cavtion.
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Table &

Pricz Elasnclies of Charitable Giving.:
Price Megsured by B2

Equation S80,000 3120,000 Mmismtm §5,000,000
4.1 -5.47 245 -1.65 -0.33
4.2 -£0.20 -0.10 -0.06 -0.01
4.3 1.46 0.77 .59 0.20
4.4 -2.86 -1.41 -2.18 -1.19
45 .17 -0.14 -0.13 -0.07
4.6 2.64 148 5.07 2.40

Table & implies that the gifts meorded as going to religious organizations received
an almost corstant share of total glving and of total estates for all size estates up M
$1 million, These gifts were about 0.7 percent of totzl ¢states between $60,000 and
$1,000.000 2nd rose only to about 1 percent for estates herween $1 million and %5
million. By contrast, gifts o private and public education rose rapidly as z
percentage of total estates.

Because of the obwvious inadequacy of the disaggregated datz, only 2 cursory
anilysis has been performed, Tiable 9 pressnts the astimated price and estate size
coefficients for the basic specification of equation 1 and the corresponding price
elasticities,

The parameter estimates indfcate that the share of the estate recorded as going to
private education i5 fquite sensitive to price, except perbaps for the largest size
estates. Gifts to public edecathional institubons show zpproximately equal sensitivity
while gifts to religious organizations are least sensitive,

It should again be emphasized that maost of the charitable bequests were ot
alloczted to any ono of these three categories and that the analysis therefore may
substantially mistepresent the effect of taxes on individual types of donees The
cumrent results are putr forward as preliminary estimates based on the only available
data. A more careful classification of charitable bequests by the Internal Revenue
Service would provide an opportunlty to provide a much better analysis of the
effect of the estate @x on different types of donees.

¥
CONCLUDING REMARKS

This study has analyzed the only available time series data on charitable bequests
by estates of different size. The evidence generally implies that charitable bequesis
are guite <ensitive to the price of such bequests that is implied by the current
deductibility of charitable bequests for estaie tax purposes, Most of the functional
specifications that vield negative price elasticities over the entire range indicate high
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Table ?
Price Elasticitics of Charitable Giving lor Larpe Estales

Eslole Siza
Equation $5001 000 31,060,000 35,000,000
6.1 =272 -1.05 .58
6.2 9.5 =642 =213
&3 =145 -1.40 0.7
64 -L14 -1 o0 =117
6.5 =7.82 =125 -4 15
6.5 «1.27 =092 =0.19

price clasticities, almost ahways greater than one and often substantially greater.
These resuits are strengthened by separate estimates for lzrge estates that indicate
even higher price elasticities for thess bogquests.

The implications of such high price asticities are clear and important. (1) The
current deductibility feature of the estate tax law induces 2 substantial increase in
charitabfe bequests (21 The charitable oreanizations receive more in additional
Bequests than the Treasury foregoes in potential estate Tax revenue {3} Private
intergenerational transfers of wealth to individuals are therefore reduced; because
charitable gifts are increased by more than tases are reduced, the personal heirs now
receive less than they would if the current deduction were eliminated.

Mevertheless it is important in concluding this paper 1o emphasize that the
specific estimates of she price elasticity of charitabie bequests are quite sensitive o
the particuiar specification of the equation. The equations that best explain the data
for the entire sample imply positive price elasticities. Similarly, the simple constant
elagticity specification alse has a positive price elasticity. Even the specifications
that imply negative price ¢lasticities often have implausibly laree elasticities. Finally,
the data for disagaregated analysis by type of dones were quite inadequate because
of the very large unallocated fraction of charitable bequests.

What interpretation should therefore be given to this study as a whole? Some
readers will undoubtedly conclude from the instability of the parameter estimates
and the frequercy of implausible estimates that the current gvidence §s without
value. Others however will stress that nearly all of the acceptable specifications
imply substantizl price elasticities and that this result supports the conclusion
reached by Boskin with individual crosssection data, | prefer to leave cach reader 10
decide for himself how the current evidence should modify his own prior beliefs,
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Footnotes
1. S&t American Association of Fund Ralsing Counsel, lnc., Ghing (54 1574,

2 Council for Finarcizl Aid o Education, Volmtary Support of Eduigtion T371-F972 [Hew
York: CFAE, 1973].

3. Because of the special marltal dedoction, an individual can give half of his estats o his wife
and deduct that amount In computing tho taxable wstate. The deduction of charitabla bequasts
lowers the price of charlty relafve to the price of beguests o individual: other than the
decedenl's spouse and bequesis o the spouse in mxcess of the maritad deduction.

4, In 1970 addtdonal federal eswam tax lizbilitiess would have been $1.0 billion [f charitahle
bequesis were fot deducted In calculating taxable estates and if rotal estatss nevertheless
remzned the fame. Total estate tax collections in 1970 were 3314 billian, This caloulaticn
ignores slate Inhentance and death taxes

5, Michael Boskin, "Estata Txation and Charitable Bequests,™ jourmy of Fublic Ecomomics
{farthcoming), 1974,

G The smdies of the effecis of taxatlon an charftable glving by Nving Individuals are presented
in Michal Boskin and Martin Faldsteln, “Effects of the Charllable Deduction on Contriby thons
by Low lncome and Middle income Househalds, " mimeo, 1975, Feldsteln, “The Income Tax
and Charltable Contrlbutions: Fart 1 — Aggregate ind Distribational Effects,” Notonsl Tax
Aournaf, 28:1 {March '975), pp. 81-09; Feldsteln, “The Income Tax and Charltable Conirlbu-
tions: Part If — The Impact on Religious, Educatlonal and Cther Organltatlons,”' Nationg! Tax
fovrngf [forthcomingl, 19735; Febldsteln and Charles Cloufelter, “Tax Incentives and Charitahfe
Contributions I the United States: & Microecaonometric Analysls," forrag! of Pubfic Ecomomics
[forthcoming), 1974; Febkdstzin and Amy Taylor, "The Income Tax and Charitable Contributions:
Estimates and Simulations with the Traasury Tax Flles,™ mimeo, 1975,

7. See, for example, internal Revene Sefvice, Sratistics of Income 1965: Fidiciary Gift amd
Estats Tax Retwrms [Washington DC: US, Government Printing Office, Pub, No, 408 {11-6], .
&2,

B For estates after 1963 the Intemal Revanue Servlce published bequotts by “sconormnic estabe
class™ rathar Lhan "gross estate class™ so that the dala are no longer comparabla

9. The pross estate class lower fimlis are fin £100 unlis): &8, Y0, &0, 50, 140, 124, 150, 200,
30, 500, 1,600, 2,000, 3,000, 5,000, 10,000,

10. The individual Faces w0 prices when making the joint decisien: the price of charity and the
price of gif{s i@ a spouse. Both First dollar prices are the same since neitfher gift is Laced.

11. The assompiion that the heits are & dpouse ad mings children lowars the 2tate inkel itanee
12x, 11 would in principle be destrabic to examnine this In gréater detail bur the current resuls
augmest that such effort may not be worthwhlle

12, The R values For the twe squationt cahnot be compared directly because the dependent
variabfes are differant

13, Mera specifically, an cbservation is ingluded it the mean net valps in 193759 dollars 8 ai
least 3500,000,

T4 1t remaing impestible 0 obeain valid esimates of the consiant eastcity logarithmic agua-
tton or lts generalizations The coefflelent of the price varlablas are germrally positive and always
smaller than their stendard errors. Tha tax scheduls is apparently such thair the corrclation
baiwpan In P and In E is too high to permil moaningful estimation.



A NOTE ON THE ESTIMATION OF PERSONAL
GIVING

Ralph L. Nelsan T

Introductian

At various places in the several statistical reports that accompany the Filer
Commission’s main report there appear estimates of the total giving by living
persons. Sorme of the estimates have been made dfrectly, as part of an effort to
measure the aggregate amount of private giving. Cthers are the byproducts of
analyses of the cconamie, tax, and socio-demagraphic factors that influence giving
behavior. The several estimates use data from 2 number of income tax return and
househald survey sources and are arrived at by a variety of analytical procedures.

A conscientious reader of these reports woyld bhe met by what at first glance
might appear 1o be a distressingly high degree of inconsistency among the estimated
totals for what shouid be the same thing. He might, therefore, jump 1o the
eonclusion that these researches have provided him with no clear notion of the true
magnitude af persenal giving. The purpose of this note is te demwonstrate that this
conchusion is not warranted.

This variation in the estimates of giving by living persens is the primary reason
for canfusion about the true fodd amwlnt of private giving. Giving by none of the
other major donor groyps, corporations, foundations, bequests, and endowment
earnings, are exactly measured and in some cases the basis for estimation 5 less salid
than it is for giving by living porsons. Howewver nane of the other sources accounts
for more than a very small fraction of the total {less than 9 percent} whereas “living
dortar™ giving amounts 1o between 70 and 80 percent of the total.

There are several reasons why the estimates cannot be expected to be in close
agreement. They relate to different years, reflect progressive stages in a process of
refinement, and are based on varizot definitions of contributions, Table 1 presents a
comparison of estimates adjusted to relate to the common year 1972, The estimates
range from $15.8 wo $32.2 billion, the highest being twice the stze of the lowest.

Most of this rather large difference in estimates reflects the presentation of
estimates in successive stages of refinement. Each of the three estimators named in
Table 1 made a number of estimztes. Each estimate raffected the data ayzilabie For
making the estimate, the estimating technique, znd the assumption zbout giving
behavior used in producing the sstimare. Having made several estimates, each
estimator presented what could be taken o be a “preferred™ or ““final” one. These
are indicated by asterisks in the fable, The three “'preferred” estimates were $19.8,
$19.9, and $23.6 billion, a range of $3.8 billion, or approximately 20 percent.

Gfwen the potential for variation, the cbserved differences are neither unexpected
nor unreasonable. In view of the several types of information sources and
differences in estimating technioues one should not expect ¢xact agreament in the
totals. Mor, for some of the estimates, has precise estimation of the total been the
primary purpose. This is particularly true for the estimates based on the findings of
sample surveys of the giving patterns of families,

Reports of these surveys repeatedly stress that the findings are primarily useful
for analyzing paiterns and making comparisons. Blow-ups to estimated population
totals are properly regarded as providing total measurss which are subfect to a large
element of statistical sampling error.

Though susceptible to statistical ermor, the sample survey and econometric
analyses provide valuable new insighls into giving behavior which not only have

*Prufesmr. Deparinent of Economics, Quesns College of the Chy of New York,
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Tabde T

Several Estimates of Personal Giving in 1972
Made for the Commission on Privete Philanthropy and Pablic Needs

(in billiens of deltars)
Person Making Data Source and Method Estimaie
Estfmates of Estimation Eor 1972
Martin £, Ecomometric Esthrpation
Feldztein®
L970 Trearury Tax Fila » Four Frice Elanicities §22.1
L9682 Treasury Tax Filz = Four Frice Elasticitics 20.8
1970 Treasury Tax File = Constant Price Elasticity L35
Survey Rﬂuumb Expansion of Sampls Survey to Popalsiben Tokil
Center (Mongan-
Doe-Hybels} Mo adfusimest for eantobutions overreport g aisd
incame undstreporting 3za
Parvial adjustments for comtribotions overmtporting
end eare undecreporting 2649
“Best™ A?:epte Estimate: Downward adjustment in
nomiber of Mgh-imeome familiss 13.4*

“Extréeme Apurnption Estimate ™ ﬁd'ljustad far possible

*pervaiive underreporting of incoma poi B
Raiph L. Nelson  Total lremized Coniibuticns (RS Plas Estimated Total

Monliembzed Contributions

Broad (A5 Reporied oo Income Tax Rewms) Definition
of Giving

Mo elfect pecigned to liberalized atatwdard deduction 184

Reflecis bbepplized stacdard deducting” 19.8%
Narrow Defimition of Givirg®

Mo effect 2ssined to libaralizad standard deduction® L3 B

Refecis Iberalized standard Jaduction 170

Noies to Table 1

Eignified sxtimate either mﬁdﬁ prefermed or awumed to be preferred by person muking the
eafimmate, Welson despnaced hiz “tax retura™ estlmata as preferred in part bocaosa the orher two
ey pea of eslimates ware hased on unadjusied tax return data. Sec note (d) below for reasons fox
narrowing the definition.

Ag reporied 1o the Commissian on Private Philanthropy and Public Needs ity tabde sntithad
“Simulnted Changes in Totel Giving and Taxes (Billions of 1970 Dolkern)" and dated February 3,
1975, The 1970 estimate was extrapolated to 1972 by applylng & 15 percent growth vahoa over
the two yvears, This grovwth rate wac boced on ananual saries [hi] by Melzon and by the
Amercan Assaciation of Fond-Rainng Coupsel ynd presented In Ohiving 0784,

., Jarmoa N. Meigan, Richacd F. Diye, and Tudith Aybels, "Reniliz frem Twe Nationo! Surveys o

Phitenthrapic Activiry, " paper for the Caommistion on Privete Philanthropy and Puh{ic
Needs, Appendix I1, Tables A-{[-6 and A-II-7. Estimates apply to the yesr 1573 md were
extrapolated backward to 1972 by applying a % percent growth eate from 1972 to 1973, Basis
for estirating growth rate wan the same as in (a1).

As tevigad in background memorandumn) 1o Wale Greene, dated Tune 2, 1975, in sactlon entitled
“Esritmatas of Total Giving by Income Class, 1972."

. The narrow Sefmition axchudes the owrmepocting of gifts and the legelly deductible out-of-pocket

danor expensas (trzvel, telephone, ate.) incurred in vohentary phileniheapie aetivity and not
recotded a1 pevenue by recipteni organizations.

As preented in report 1o the Commission on Private Philanthropy and Public Nesds, Pripads
Giping in the Amterican Economy, 19601972, January 8, 1973,
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relevance in policy design but which also enable those making estimates 10 more
precisely {ill the large maps present in the diect aggregate data on giving. The
known aggregate for personal giving is the giving by persons ilemizing contr|butlons
on their hcome tax returns, as tabulated by the Internal Revenue Service, The
unknown zggregate s the giving of persons who do not itemize contributions
because they either choose to take the standard deduction or do not have to file
tax returis.

Both the household survey and econometric studies contain many new and much
improved measures of the differences in giving behavior between itemizers and
non-termizers. Moreaver, both studies provide us with detailed examinations of the
reaspns for the differences. These, combined with the guantitative measures
provided by these studies, permit us to arrive at much more refined and
unarpﬁisuuus measures of the giving of non-temizers than hitherto has besn
possible.

In summary, we have found that, when made comparable in time peried and
definition, there is a much higher degree of consistency among the several estimates
that there at first appears & be. For the year 1972, as reported above, the range of
differences was found to be less than 20 percent. We turn row to 3 detailed analysis
of estimates, partly with a view toward determining just where in this range the
exact amount of personal giving might be sxpected o fall,

Three Components of the Estimate

In the detailed analysis of the estimates, three separate but refated components
of the estimates will be examined. The first deak with giving by individuak and
families who do not itemize their contributions on their Income tax returns.
Particular attention will be given to the giving of non-itemizers whose pretax income
{Adjusted Gross Income, or AGE in Internal Reverue language) for 1972 was less
than $30,000, Of the pretax income of all non-ttemizers, 98 percent was received
by individuzls and families having incoma less than $30,000, A correspondingly high
percentage of non-itemized contributions, therefore, came from incomes of less than
$30,00¥). Focus on these income groups, therefore, will tell substantizily the whole
story of the non-itemizers.

The second component to be examiped is #he giving of families whose 1972
pretax income [AGI) was greater than $30,000. As will be shown below, the
estimates made in the Survey Research Center study typically asslgn a very high
proportion of tntal giving to the upperincorne groups. The size of the estimate for
these groups is found to depend on two things. The first relates o the validity of
the data an contributions, that is, whether one shoold rely on the amounts reported
by the respondents to the survey questionmafre or on the amounts reperted as these
respotidents” income tax deductions for contributiohs. The second relates o the
estimated total income of upperdncome groups and in particular 1o the correct
number of familizs in these groups.

The sxtrapolation of the survey findings for thest higher income groups has led
to questfonahly high estimates of their contributions. Expansion of the survey
restlts for the year 1973 places giving by thesse higher income Familiss at an
sstimated $7.37 billion.' Yet for 1972, the year befors, the Internzl Revenue
Service reparted that families with £30,000 or more In pretax income Hemized a
total of $3.75 blillon in contributions. Given the very low proportion of the total
ineome in these imcome classes whose recipients did not claim a contributions
deduction {about 5 percent), the total contributions from all high-income mivers
could not have exceeded $4 billlon by wery much. Literally interpreted, this would
mgea; an improbable 24 percent growth in upper-income giving between 1972 and
1975,
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The third compenent of the estimate, separate from but related to the first two,
concerns the adlustments that are made to allow for the incorrect reporting of
contrlbutions and for ambiguities in definftion. The two problems are partly related,
as incorrect reperting in part is a result of differing perceptions of what constitutes
a philanthropic contribution. In addition to this, |neorrect reporting alio involves
either the undemeporting or overreporting of contributions,

IMustrative of the general problem is the carrection that the Survey Research
Center Telt compefled Lo make in successive revisions of jts aggregate estimates.
Giving data reported by the respondents in the survey yislded an estimate of total
giving %3 bilRen higher than that made using the itemized contributions on the tax
retyrns of the same respondents. The same discrepancy existed wheiher based on
unadjusted reported incames or on reported incomes adjusted for underreporting.?

The tax definition of giving 5 2 relztively specific ope, and in the abave
comparison of the Feldstein, Morgan, and Nelson estimates, served adequately as the
commen measure for comparisons. Yet even the tax return data rmay be incorrect to
the degree that they reflect underreporting of contributions by some persons and
overreporting by others, The former results frem forgetfulness and caution, the
latter from either unconscicus of conscious exaggeration. Though largely indirsct
and Impressionistic, the scattered evidence of the matter suggests that on balance
there probably has been cverreporting.

A specific adjustment of the estimates for overreporting will not change their
relative size, as in the comparisons presented above all estimates are Based primarlly
or entirely on the amounts reported on tax returns. Howsaver, a clearsr idea of the
degree of overreporting will lead to 2n improved measurg of the actual amounts
given and produce donor estimates more concordant with those based on data for
recipient Organizations.

Giving by Mon-ltemizers

As mentioned above, this analysis relates 1o the non-itemazed giving of families
whose T972 AG! was less than $30,000, and which accounis for all but a very smali
proporticn of total nen-itemized giving. Al three fnvestigators, Feldstein, Mergan,
and MNekon, fournd that for familiss of comparable income level, the non-itemizers
gave significanily less than did the itemizers, and this diffetence is reflected in each
sel of estimates. However, the techniques for fmputing the giving of non-pemizers
were unigue in each case and produced wide differences in the estimates of total
nor-Htemized giving, Each involved comparison of the behavior of itemizers with
that of nondternizers, and the methods and results varfed with the approach used.

Feldsteln, individually and in collaboration with others, constructed 2 number of
econometric behavioral models which relate giving o factors such as tax rate,
income, age, and marital status. He estimated the oguations ueing Treasury data for
a crosssaction of tax returns. The equations, thus derived, were used to predict the
giving of non-itemizers, Drawing upen survey data on giving by both itemizers and
non-itemizers, he found that the principal operational effect of non-itemization was
a price effect. MonJtemizers give less betause they pay an after-tax “price” of 100
percent of the amaeunt of their gifis. ltemizers, on the other hand, pay something
less than 100 percent by viriue of the fax savings resulting from the deduectibillty of
thair gifts. He found some minar effect for ftemization as such, apart from the price
effect but regarded it as not statistically significant.?

Feldstzin's findings of the primacy of the importance of “price,” as versus pure
itemization, are consistent with the findings of an earller howsehold survey study
made by Roistacher and Morgan. There it was noted that “The effects of
itermization seem 10 be moastly the effects of income [working through the right to
itemize and the marginal tax rate and the ability to give] .. In that study
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iternization is found to be incidental to homeownership, and homecwnership 1o be
a function of income and the interrelated variables-of age, marital statws, and family
size. These, however, are also facters thar directly {and strongly] influence giving
behavior. Feldstein's multiple regression equations also assign great importance to
income and age and thus broadiy corroborate these firdings.

Feldstein's estimate of the giving of non-iterizers turns primarlly on the
measures of price elasticity produced by the econometric amalysis. It turns moast
particllarly on the elasticity measures for the below $30,000 income classes in
those variants of hls analysis in which separate elasticitles are estimated for the
several {four) income classes he specifies. Me found that, jn this income range, price
elasticities were guite high {-2 10 -3). As the price for nonsditemizers (100 percent] is
substantially higher than that for itemizers (72 to 85 percent), he estimates that, all
else the same, giving for non-itemizers is substantially lower than that for itemizers.

The effect on the estimate of non-itemized giving is iNustrazted in the following
tabulation which compares two of Feldstein's estimates for the year 1970.%

Exlimated Prace Elaaticity Eetimated Total Giving (in billions}
34,000 1o 320,000 tg all Non-
$20 Income $30.000 Income Familics liemmizers
~31.67 =097 18.1 5.2
=035 - 35 192 6.3

It is soen that the higher mwasure of price elesticlty produced a lower estimate of
total pon-itemized contributions. The two estimates were based on different data
sots, the first on the 1962 Treasury Tax File and the second on the 1970 Treasury
Tax Flle. In each case it was specified that separate elasticities be estimated For each
of four income classes, and divergent measures, particulzrly for the $4000 bo
$20,000 income classes were found. Feldstein h2s more confidence in the higher
price elasticity estlrmate for low-income givers yielded by the 1962 Treasury Tax
File than for the lower clasticity estimate viefded by the 1970 File, stating that
“these [1970] data are just not sufficiently rich to provide accurate information on
toth price and income elasticities.”®

In most of his simulations of the effect of tax changes an giving ard In his
preferred estimate of total giving, Feldstein returns to an earlier, less detailed
model.” This is one that assumes the same price elasticity for all income classes.
While believing that the evidence of high price elasticity for low-income givers is
“reasonzbly consistent and clear,” he encounters difficulty in sorting out price and
income effects, particularly 11 the low-income subgroups of his varicus data samples.
He finds that "“The disaggregated results are generzlly much less accurate than the
overall price elasticity. The low-income iterrizers are an unrepresentable sample of
low-income households.™®

There is ancther source of uncertainty about the implications of Feldsteln's
econometric findings for the response of low-income givers to proposed changes in
the tax treatment and thus the “price” of their giving. This vncertainty arkses
because the anzlyses are based on crosssectional data which, in essence, are a
“stopeaction” snapshot of families in z system of changing giving propensities,
whalesale shifts in income classes angd tax brackets, and unfinished adjustments 1o
new equilibrium relationships. This is one element in the more general problem that
arises in the use of cross<4ectional data to predict behavioral changes:

The changes [in giving resulting from changes in tax policies], computed
from crosssection data pertaining to different individuals at a point in time,
may approximate how individuals will respond to changes in tax policies
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through time. However, it can be that respansss to changed lax poficies
through time can be different from those predicted by a crosssection
analysis.?

For the purpose of estimating the fotal giving in the period to which the
crosssectional data apply, the econpometric equations are much less subject to
gualification. For this purpose, the equations czn be regarded as a sysiem of
structural relationships whose parameters provide the means for estimating tatal
giving, particularly that of the non-itemizers for whose unreported giving the
equations provide a multi-factor basis for impytation, Separation of the effect of
specific factors is mot as critical to the estimate.

In presenting an estimate of the existing level of total giving as a reference for
moasuring the effects of tax changes, Feidstein uses the estimate based on the
assumption of the same price elasticity for zll income classes, The procedure is
described as follows:

in 1970 total giving on ltemized returns was $13.0 billion. The remaining
$4.3 billion is our estimate of the total giving by taxpayers who filed
non-ftermized returns (i.e. who used the standzrd deduction), This amount is
estimated for each non-itemized return [using the multiple estimating
equation] and aggregated with the appropriate weights.®

The estimate of $17.3 billion for 1970 translates into one of $19.9 hiltion for 1972,
as presented above in Table 1. This assumes a 15 percent growth in giving over the
two-year period. .

The findihgs from housshold surveys reported by the Suney Research Center,
like those of Feldstzin, suggest that for families of comparable incomes, non-itemizers
made significantly lawer contributions than did itemizers. This & summarized in
Table 2 for families in the survey with 1973 incomes of less than $30,000, the
mgome range from which the bulk of noa-itemized contributions originated. The
differences described in Table 2 zre of the same order of magnituda as those
implied by Feldstein’s slasticities applisd to the “price” {complement of tax rate}
differances between itemizers and non-itemizers.

Tobie 2

Average (iving of Itemizers and Non-Tiemizers
to Low- and Middle-Income Classes

1971
Average Giving Per Family Ratio: Non-Itemizers
Income Clats Itemizers Nen-lismizers to [tamizers
Lege than ¥ 4,000 §119 } &9 058
5 4000-3%3 7909 215 ] 041
% 8.000-% 0,999 It4 L7 .37
FICA0T - £14,990 407 201 0.4%
315000 - 319,99 G0 ERL) 055
320 (WM - 579,999 EQO 454 044

Source: Morgan, Dye, and Hybels, "Ressltz From Two National Surreys of Philanthropic
Activity,” TaMe 24.

This examination of the two types of study lflusteates the value of multiple
research approaches. In both the econometric and household survey studies the
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primary objective was the description of hehavioral patterns and the analysis of the
family characteristics that influence giving. Estimation of total giving was &
carefully qualified secondary product of the analysis. In the process, however, both
types of study have glven us a much clearer picture of the behavier of
nor-itemizers. In this way they hawe laid the groundwork for much improved
estimates of total giving. Fhe implication to be drawn from these studies is that
non-itemized giving accounts for a much smaller part of total personal giving than
many may have beligved it 10 be,

Whereas the Feldstein and Survey Research Center estimaies are based on
extrapoiatiang of micro-economic data, that made by Nelson s based on datz on
aggregate giving and income. Melson begins with aggregate itemited contributions as
reported by the RS, To this he adds an estimate of the total contributions of
nen-itemizers and non-filers. This estimate is arrived at by applylng a specificd
giving percentage to the aggrepate Adjusied Gross Income of everyone other than
those itemizing contributions.

The percentage chosen oo apply to the income of non-itemizers and non-filers is
critical 16 the estlmate. Nelson adopted the percentage estimated by C. Haery Kahn
as preserted in his study, Fersonol Deductions fn The Federsf fncome Tax. Kahn
based his estimate an an analysis of changes in contributiohs percentages across
years when changes were made in the standard deduction. Kahn'slatest estimate {his
series ended in 1954) reflected the 1948 liberalization of the standard deduction
and resulted in zn uvpward revision in the earlier percentages applied to
non-itemizers and non-filers.

Mo broad changes were made in the standard deduction from 1954, the final
year in Kahn's series, through 1970, Accordingly, Melson applied an unchanging
petéentage rate to his estimates of the aggregate AGI of everyane other than itemizers
over the 1960 1w 1970 period, and in his criginal {(fanuary 1975 report, through
1972, The assumption of an unchanging percentage giving rate for non-itemizers is
open ta question. However, 2 number of offsetting trends were observed, which led
io the belief that the constant percentage assumption would yvield tolerably accurate
estimates of non-itemized giving.''

For the reference year 1972, however, the assumption of unchanging ziving
percentage became much less tenable. Itemized and non-itsmized glving in that vear
reflected the broad liberalization of the standard deductlon contained in the Tax
Refarm Act of 1969, After more than two decades of unbroken intresse, the
number of returps containing itemized contributions Fell sharply in 1972, This
development was explicitly included in 2 recent upward revision of the cstimate for
1972,'? and drew upon lnformation provided by the Feldstein and Survey Research
Center studies. Bath studies suggested that the giving rzte for the "new" non-itemizars
{that is, itemizers in 1970, non-itemizers in 1972) was higher than that for the “olkd"
nor-itemizers (that is, non-itemizers in 1970 and 1972),

The effect of this revision was to increase the 1972 sstimate of total personal
glving from $18.4 billion to $19.8 billion, or by 7.6 percent. The criginal giving
percentage applied to total “non-iemized” AGI] was 1.44 percent; the revised rate
waxs 1.84 percent. Both estimates use the "“contributions deduction on intome tax
retam® definition of personal ghving and so may be directly comparzble to the
estimates cantained in the other two kinds of studies.

Giving by Upper-Income Families

The second component of the estimate to be examined s the giving of
upper-income families, those having 1972 pre-tax incomes of $30,000 or mare. One
of the more generous estimates (Survey Research Center “Best Aggrepare Estimate")
creits ypper-ingome givers with 29 percent of the woral 1973 personal giving, or
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$7.4 bhilion of $25.7 billicn, One of the less generous estimates (Feldstein, Separate
Elasticities for Tour income classes, 1962 IRS data} credits upper-income givers with
about 15 percent of total 1970 personal glving, or approximatety $2.8 billion of
$18.1 million.

Mustrative of the problem encountered in estimating the contributions of
upper-income givers is the effore by the Survey Research Center to expand its
sample survey findings to 2n estimate for the total population, In its first attempt,
it expanded fis survey results with no adjustments for either the overreporting of
contributions or the underreporting of income. [t estimated 2 totzl of $13.8 billion
of giving by Familles reporting income of $30,000 or more, 39 percent of total
estimated giving of £35.1 Billion for all income groups.

It found that the income ditz in one of the two =mples ysed in the survey was
not refiable for reported incomes under $50,000 because of “'porvashe under-
tepotting of income.” This produced & misleadingly high percentage of giving to
ingeme. When this was expanded by the proportion of such apparent income
recipients in the papulation, the result was 3 major overestimation of total giving.
With the removal of the unreliable [Census) sample of reported incomes under
$50,000 from the estimating process, total estimated giving declined from $35.7 to
$32.4 billion, of which $12.6 billlon, or 39 percent, came from incomes of 430,000
or more,

The next adjustment took account of the discrepancy betwesn a family's giving
as reported to the wrvey taker and that reported on its income tax retum
{(*"zmount deducted™). This adiustment applied to those respondents for whom both
amounts ware availahle and where the amount deducted on their income tax returns
was different from, ard usually lower than, the zmount reported to the survey
taker. The adjustment thus takes partial account of this particular kind of gverstate-
ment though it retains any overstatement present in the income tax deduction. The
adjustment reduces total estimated giving from $32.4 to $29.3 bitlion in the
estimates with the aforementioned correction for Income overreporting’? Even
with the adjustments, however, incomes over $30,000 account For $11 billion or 37
percent of the total.'*

One finzl adjustrment was made because the earlier procedures “in retrgipect
overestimated the numbers {of househoids] in the income groups over $50,000.°1*
If actual numbers of tax returns over $50.000 are used, instead of the original
blawn-up numbers, total giving is estimated at $25.7 billon, down from $29.3
billion. Giving by famillas having $30000 or more in 1973 income totals $7.4
billien, down frem $11 billion, and accounts for 29 percent of the total, down
from 37 percent.

Although the estimated giving of families having income of $30,000 or more was
reduced from $13.8 to $7.4 billion, it is probably stilt too high. It will be recalled
that this $7.4 billion of 1973 giving was roughly twice the $3.76 hilfon n 1972
giving reporied by the IRS for familiss with incomes of $30,000 or more. After
allowing for a 9 percent growth from 1972 to 1973, the discrepancy still exceeds
13 billion_

In summary, the Survey Research Center's "Best Final Estimate’ of §25.7 bitlion
for 1973 probably still reflects some underreporting of income ard overreporcing of
tontributions, both biases keading o an oversstimation of total giving. Having been
reduced by $%.4 billion from the first estimats, probably an additional $2 killion to
£3 blilion of "fat™ remains o be rendered were it possible to carry to completion the
ahgve-described refinements. [f so, the T972 “‘perfect” estimate, allowing for 9 per-
cent growth from 1972 to 1973, would then be in the range of £20.8 o $21.7
billion. This would be reasonably comparable to Feldstein's preferred estimate of
$199 hiltion and to Nekon's revised estimate of $19.8 billion.
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Owereporting of Contributions

The third component to be examined is the matter of overeporting. In the
reconciliation presented abowe, afl estimates have been either based on or related o
the statistics of persenal giving as developed by the IRS in ifs tabulations of
individual income tax returns. Lacking direct evidence on the focus and degree of
overreporting, no attempt was made by elther Feldstein or the Survey Research
Center 10 adjust their contributions data for this practice. Melson, in his original
report, presented estimates that made explicit adjustment for a2 combination of
overreporting and Isgally deductible outof-pocket donor expenses (travel to
meetings, phone calls, and so forth| not recorded as contributions by donees. Up to
this point in the present reconciliztion, this adjustment was not made, the objective
being to make the Melson estimates comparabke in definition to the other two
estimates,

The HNelsoh "correction" iovolved a downward adjustment of tax return giving
daia of 14 perceni. This was applied uniformly to all income classes and all years.!¢
The adjustment was based primarily upon a direct comparison of the “same” gifts
as reported on donor fax returns and by recipient organizations made by Dr.
Kenneth . Lutterman for the vear 19597 Which part of the 14 percent
reprosents legally deductible expenses incurred in voluntary philanthropic acthvity
and which part represents overreporting s problernatical. Efforts to try Lo rmeasure
it more precisely would probably flounder for lack of hard evidence.

In view of these problems no attempt has besn made to develop 2 precise
estimmate of the amount of overreporting present in the tax returmn data on giving.
Accordingly, the discussion presented in this section must hecessarily be tentative,
with possibly relevant indirect evidence presented to suggest something about
patterns and ingentives.

Though indirest and conditionzl, the evidence i not lnconsiktent with the
hypothesis that overreporting may well be sufficiently common and lacge enowgh as
1o have 3 measurable effect on estimates of total giving. For purposes of illustration,
this analysis will concentrate on possible overreporting by taxpayers In the $10,000
to 330,000 income range. This is the income range from which more than half of
itemized contriburions ¢ome, as well a5 roughly ane third of non-itemized
conttlbutions. If zighificant, overreporting in this income range could have 2
material effect on estimated total giving, First through the direct tax return data on
itemized contributions and, then, by extrapolation of these datz to the estimate for
non-fbemizers,

The incentive to overreport contributions may be reasonaply strong for taxpavers
in these income classes. Facing marginal federal tax rates of from 12 to 36 percent,
as well as state income taxes in many cases, these are the income groups in which,
to use the words of the Survey Research Center report, “the ability (o itemize i5
borderline, changing, and prabably influential,”™' *

While it would be hard tp document, the use of professionals in the preparation
of income tax returns may lead to some overreporting of contributions. Indeed, one
of the possible benefits to the taxpaysr from such help & advice o the amounts of
deductions not |fkely to be gquestioned by the IRS. The Survey Research Center
found that most (almost three in five] of the houssholds in these income classes
used pakl professsionals in the preparation of their income tax returns, with
ax;muntal:'nl‘_s and tax serviges accounting for most of the income tax assistances. {See
Tahle 3.

The risks of overreporting to taxpayers in these income classes may not be groat.
The probabllity of an IRS audit is likely to be small, and the additfonal tax and
penalties, If part of the contributions deduction were diszlfowed, wotld not be
severe. The revenue gzin to the IRS would be modest, possibly not covering the
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Tabis 3

Income Tex Help Received, By Income
(percent of income class)

Type of Help
Fliands
Wa _GotHelp  4cconn Tax Relative,

Lo me Heip Pakd Free tani Lawyer Serwices Eg Orther
$0-09% 53 35% 12% 15% 1% 198 20 L L
§10.000=

19.999 36 57 T 23 5 18 i -
$20,0{6-

29,999 38 bt 4 35 3 20 H 3
$10,000-

49,999 34 43 3 45 6 11 1 1
£50,(HG=

29,999 27 &9 4 60 ¥ L] [ l
$100,000-

199,959 T 43 1} it} L& L1 o i}
£200,000-

499,999 a 100 1] 100 0 [ i] 0
£500,000-
O More a 100 qQ 106 0 1] a 1]
All 44 45 0 1 5 11 1 T

Source: Morgan, Dye, and Hybels, “Fosits feom Two Nationel Surveys of Philanthropic
Activily," Table 16,

cost of the awdit, given the typical size of itemized contributions in these Income
classes. In 1970, for example, itemized contribbions averaged $315 jn the
$10,000-00-51 5,000 AGI class, 34135 in the $75,000-t0-$20,000 AG] cfass, $557 in the
$20,000-10-$25,000 class, $699 in the $25 O00-$30,000 class. Disallowance of,
say, 10 o 20 percent of thete contributions 3t manginal ax rates of 10 10 36
percent weuld viekd only modest additional revenues to the (RS,

A t2x incentive to HMemize, as distinet from the incentive w give, may be ong
interpretation of the responses of households 1o the questicnngzire survey conducted
by the Survey Research Center. Of the 253 pecple in the survey who had started to
itemize [n the past 5 vears, only 21 (8 percant) sald that it had had any effect on
their giving. OF the 137 who had stopped itamizing, only 10 (7 percent) said that
this kad had any effect on ghving. Yet as shown above in Table 2, there were large
differences in reported giving between the itemizers 2nd noh-Hemizers in the survey.
How much of the differences reflects a2 ynderestimation of their behavioral response
o tax incentives and hew much an exaggeration of theirr contributions [t is not
possible to %now, However, the findings, taken together, 2re not inconsistent with
the assumption of at least some exapgeration.

The effores of the Survey Ressarch Certer o adjust far overreporting of
contributions in its refinement of the astimate of overall personal giving kave been
mentloned abowe, There the problem was one of memary bias, that is, the incarrect
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recall of amounts given to watious charities. The bias iz apparently commeon when
detailed questioning of respondents is invofved, and it is in the direction of net
overreperting.'® The procedure used by the Survey Research Center to correct for
this bhias was b0 substitute the respondents’ income tax charitable deduction, if
aviilable, for the totzl gifts reported to the survey taker, the latter being “‘often
somewhzt farger.”

On the assumption that some of the same kind of memory bias may be present
in the contributions figures reported on income tax raturns, the Survey Research
Center's correction is reexamined in more detail here. In the aggregate, the
carrection reduced the estimate of total giving by about 9 percent (see above). The
correction for the $10,000-10-330000 income classes & summarized in Table 4.
Here it is seen that the bias was much more pronounced in the $20,000-t0-%30.000
inceme  class than in the $10,60010-$20,000 class, however this in part may be
slatistical, a reflection of sampiing variation. Cwerall, the correction averages out 1o
ahout S to 11 percent, about the same as the correction made for the aggregate
total,

Tabie 4

Surwey Resegrch Center's Adjustments for Overtaporting of Civing,
Two Income Distributions, $10,00000-530,000 incorne Classes

19734
Oping] [noome Disuihuﬂnnb Revised |ncomge hstribytion e
Avrrage Gilt; Average Gifl:
Total Adjasied for  Percent Tatal Adpsicd for  Perocnt
Income Class Reported  Oveneporting Thangc  Reporied  Owerreporting  Change
510,000-5159 559 422 408 - 33 e 365 - 34
$20, 0005 29,909 849 T30 -15.2 RI0 &72 =19.0

3. Inchodes both itemizers and non-flemizers.
b Morgan, Dye, Hybaly, *Eesulis From Two Nztional Sorreys,”™ Tables A-11-1 and A-TI-5,
¢, Fhid,, Tables A-T14 and A-11-5.

Though indirect and suggestive, the available evidence points to the probable
existence of moderate overreporting of centributions on tax returns. The amount of
overreporiing is not capable of any degree of precise measurement, nor & the
balance between unconscious and conscious exaggeration. However, the degrea of
overTeporting i probabiy large enough to warrant an adjustment in the estimates of
total giving based on tax return data, thu#:; any speclfic adjustment must presently
bt bated on a subjective evaluation. author feels that 2 5 to 7 percent
adjustment would not be inappropriate; if anything it might err on the side of
vnderstztement.

Coaclusion

A 5 to 7 percent adjustment for overreporting has been applied to the
"preferred” estimates made by Feldstein, Maorgan, and Melson, as thess were
reconciled, revised, and presented on pages 7503 zbove. Thus corrected, the estimates
probaaly represent the most defensible available range of estimates of the pumber
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of "true™  philenthropic dollars coming from living donors in 1972, The range so
computed is from $18.4 billlen 1o $20.6 billlon,

This examination of the several studies of persanal giving has demonstrated
several things. First, it has shown that much of the apparent disagreement among
estimates of total personal giving results from differences in time period, definition,
angd stage of refinement. Second, it has illustrated how the variety of camparative
descriptions and analyses could be used to provide beiter measures of aggregate
giving. This has been particularly true jn using comparisons of ftemizers end
ron-temizers to estimate non-itemized giving, the major “unknown guantity™ in the
aggregate. Third, analysis of progressive refinements in the estimate provided a more
precise notion of the amount of giving by upperdncome families, a finding of
partictlar importance 1o certam groups of donees, Fourth, the rich detail of the
househo!d survey study vielded a number of patterns suggestive of the probahble
degree of net underreporting in the contributions data, This provided the basis for
better informed, thaugh still subjective, comection of the estimate.
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EVALUATION OF ECONOMETRIC RESEARCH ON THE
INCOME TAX AND CHARITABLE GIVING

Arnold z¢||nerT

This poper was wiltten i response to F reguest from the Commission on
FPrivate Phifanthmopy ond Public Needs for an evalugtion of the eéconometric
study measuring price and income elasticities of charftable ghving by indhviduals
prepared for the Commission by Professor Mardin 5 Feidsteln and his associates,

Does the Feldstein Study Represent the Current
State of Econometric Skills?

The analyses performed by Professor Feldstein and his associates empioy standard
econometric and statistical techniques in a knowledgeable fashion. The methods
employed appear o be theroughly understoag by the investigators and the results of
their applications are clearly and accurately presented. The methods emploved include
statistical estimation and testing procedures. Their statistical estimation procedurs,
clessical least sguares, is 2 stapndard and widely used method in econometrics and
stztistics that is regarded as yielding very satisfactory results when applied correctly.
Similarly, the procedures employed to construct confidence Intervals for and test
hypotheses about the vatoes of income and price elasticitics are standard ecorometric
and stazisdcal procedures that are senerally regarded to yield satisfactory results when
apolied correctly. Thus, the mzjor statisticat methods employed by Professor Feldstein
and his associates are widely used and accepted methods.

As regards the economic principles underlying the analyses of charitable giving,
most ¢conometriclans and others would agree with Professor Feldstein and his
associates that an individual’s income and the price of charitable giving are importamt
factors that zffect the amoyuni that an individual gives to charity. Most would alsa
agree that certain ather characteristics of individuals might be related to the amount
that is given to charlty, for example an individual’s age, wealth, and his marital status,
Variables such as income, price, wealth, age, and marital status have been employed in
many previous studies similar to the one wnder consideration. Thus with regard to the
probien of choosing appropriate variables to include in their analyses, Frofessor
Feldstein and his associates have utilized an approach that has been used in many
other sconometric studies. Further work to show explicitly that standard economic
theory also justiffes the wse of just the variables employved in the analyses would be
warthwhile and is usually regarded 1o be a standard operational procedurs in gaod
econgmetric work. It is probably the case thar standard economic theory can justify
the use of the variables emplayad in Professor Feldstain's empirfcal 2znalyses and this
should be made explicit in the final report

Professor Feldstein and his associates have used their empirical relationship for
charitable giving 1o predict what mighc happen to the amount of charitable giving if
the tax weatment of charitable cantributions were changsd. In the research papers the
results of such calcufations were reported. Since these calculations are of greal
importance, it is critical that they be performed and reported in the best possible
manner. [wa points arg particularly relevant here. First, any calculated predictions
should be accompanied by measures showing how reliable the predictions are.
Standard methods are available that provide such measures, technically  called

t H.G B, Alexander Profesior of Ecotomice and Statistics, Graduate School of Business, Univars/ty
of Chicago
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“predicrion intervals.” Prediction intervals indicate gquantitatively the margin of
wncertainty associated with a prediction, and their calcalation would previde readers
with exiremely valuable information about the precision of the predictions. These
prediction precision measures should be caiculated for changes in the tofef giving of
various groups of pivers Second, it appears that Professor Feldstein and his associates
have used their smpirical refationships to predict the fogarithmr of charitable giving tar
each individual and from this prediction have obtaired the prediction of actual ghing.
't would be desirabie to tzke account of the logarithmic natare of their model and use
methods in the Ifterature 1o calculate bebtter predictions for charitzble giving.
Technically, this s the problem of getting good predictions for a variable, here
charitable giving, that is refated to other variables in 2 “log-normal” regression. Thus,
to be consistent with the current state of econometric practice, it is necessary for
Professor Feldstein and hls associates to take account of the logarithmic nature of his
relationship for charitzble contribttions in caleulzting predictions and to caleulate
measures of precision 1o accompany his calculzted predictions

Are Appropriate Econometric Technigues Employed?

The main objectives of Professor Feldstein's econometric analyses appear (o be
determination of the form of the mathernatical relztionship o equation relating
charitable giving 0 other variables such as income, price of charitable giving, and 50
forth, and determination of the sensitivity of charitable giving to changes in income
and in the price of chariteble gving. Since the price of charitable giving is
approximately egual to T-m, where m is an individezl's marginal tax, determining the
form of the relationship connecting charitable giving, the price of charitable giving,
and ather varfables will provide an important link between tax policy with respact
charitable contributions that are tax deductible and the amount of such charitable
contributions that an individual makes,

In efforts va find an appropriate form for the aforementioned mathematical
relationship or equation, hereafter referred to as the Equation for Charitable Giving
[ECG), Professar Feldstein and his aseociates follow usual economettic practice in
formulating a tentative form for the ECG. They then proceed to use the datz on
tharitable giving and other vatfables to try to determine whether or not the fentative
farm for the ECG is sypported by the information in the data In checking whether
the postulated form of the ECG is supported by the evidence in the data, they pursued
the desirable practice of using not Just one sample of data but several samples of data.
In addition, they checked the postulated form for the ECG using changes in charltable
giving and ather variables from 1962 to 1970, Further, in response to suggestlons
mada by Dr. joseph Pechman, thoy imvestigated the possibility that the ECG might be
different for low, intermadiate, znd high income groups of individuals and indeed they
did find such differences. Last, they devoted some attention to a ferm of the EOG
suggested by Professor John Britczin dhai allows for different respomses ta a given
proportionate change in the price of charitable giving at different income levels. Alsoc,
they experimented with differant concepts of income and other formulations of the
ECG that permitted difforent price responses for individuaks at different income or
wealth levals

The analyses described in the previous paragraph entailed a considerable amount of
work that has yielded interesting approximations to the form of the ECG that exhibit
semsitivity of charitable giving to changes in incore and the price of cheritable giving,
With respect to the econormetric and statistical techniguas employed in these analyses,
Professor Feldstein amd his associztes have employed statistical testing procedures to
deiermine an appropriate form for the ECG. With respect 1o these procedures, the
following pints are relevant:
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1. It is usual practice to analyze the deviations of individuals' actual charitable
contributions from those predicted by a tentatively entertained ECG, These deviations
or “resideals' will tend to be largs and exhibit systematic patterns if the ECG has been
incomrectly formulaEd. If study of the deviations or residuals reveals no such patterns,
this finding should be reported. On the pther hand, existence of systematic patterns
mzy indicate that the ECG has been incorrectly formulated. Further, the residuals
should be analyzed o determine whether their dispersion 1s approximately the same
for different income classes singe the validity of many of the tests applied in the
research reports depends on their being approximately the same. In summary,
additfonal work to provide this and other results of “residual analysis" to check the
adequacy of the form of the ECG and the assumptions underlying tasting procedures
woull_i be very desirable and would be regarded as good econtmetric and statistical
Praciice

2, The simulated “"Distribytional Effects of Eliminating the Charitable Deduction,
1970, reported in Table 5 of the paper., 'The lncome Tax and Charitable
Lontributions: Estimates and Simulations with the Trcasunr Tax Files,”™ by Martin
Feldstein and Amy Tayler, are based on their eguation (2.4). This equation
incorparates the assumpt[cn that the price elasticity of charitable giving is the same at
2l income |evels (equal to -1.285). Since the evidence supparting this ass:mption s
very weak, additicnal calculations are nesded to appraise the sensitivity of the resulis
to the |nd||:at.ed possible variation of the pru:e efasticity at different income levels.
Also, in all of these calculations, the figures in column (4], G should be accompanied
by a measure of precision {z prediction intervall. Fuither, the numbers in columns {2)
and (3) and {2} and {4 should be multiplied togethet to '!,.I'leld tofals and the predicted
totals should be accompanied by measures of precision. Similarty, the figures in
column (5] that are predictions should be accompanied by a measure of precision.

3. The suggested elaboration of the form of the ECG proposed by Professor John
Britain is & rather standard form that should be imvestigated further, It and variznts of
it appear to offer more hope of petting a satisfactory form for the ECG than do the
“regrricred” wariants investigated by Professor Feldsiein and his associares,

4. In the paper, "Tax Incentives and Charitable Contributions in the United States:
A Microeconometric Analysis,' by Martin Feldstein and Charles Clotfelter, the resulis
of additional simulations, all based on the assumptions that the income elasticity is
087 at all levels of income and that the price elasticity is - 1.7 5 ar zll levels of incoame,
are presented. The assumptions that the slasticities do not vary with incose have not
been thoroughly investigated and thus the simulation resufts reported In Tables 4 and
5 should be treated cavticusly. An example of the procedure for testing thac the price
elastleity does not vary with income is givan in connection with equation {11} In
equation {11], the price elasticities at different income levels are not very precisely
determined. For example at the lowest income level, the estimate is -2.07 with a
standard ertor of 0.80. The number 0,80 indicates that the meastred price efasticity
of -2.07 is not very precise. In fact, the true price elasticity is wlth probabifity .95
somewhare betwaen about -.5 to- 3.7, given that the equation is properly formulated.
Similarly, the gther price elasticities In this equation have not been determined very
precizely. Indeed the main conclusion here should be that the elasticities are not very
precisely determined. It is not clear why the authers concentrate attention on testing
that the price elasticities are the same.! They should explain why they emphasize this
hygethesis in their work. Further, the assumption that the income elasticlty is the
same for all income levels that is built into eguation (11) zhould be examined mora
closely. 1ts invalidity could affect the determination of the price elasticitiss.? In
summary, it 8 good practice to explain why attention is Focused on a particlar
hypothesis, here eguality of price elasticities at different Income levels, and to consider
othar alternative hypotheses that are of [nterest. Then it would be desirable to explain
how powerful the testing procedure BB in discriminating between or among felevant
alternative hypotheses.
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5. More atention shouid be given to the possibility that similar results can be
obtained with different data sets because the effects of errors in formulating the ECG
are approximately the same in different data sers. Residual analysks, suggested above,
would be relevant for checking this point.

Have the Data Bases Bean Used Appropilately?

As far as { can determine, Professor Feldste/n and his associates have been careful
and thoughtful in their use of the data bases that they employ. They have provided
wseful discussion of measurernent problems and have corrected znother researcher's
earller work In which variables wers measured incorrectly. They have pald particular
atteption to the problem of zero reporting of charitable ¢ontriputions and the extent
ta which itemizers differ from ron-itemizers in their charitable contributions. In
addition, they have constructed interesting and useful aiternative measures of income
o test the sensitivity of thefr results {o use of altermative income concepis. Finally,
their use of not just one but several data bases in an effort to show that their resulis
hold generally is extremely important and very good econometrfc practice.

Are the Limitatfons of Econometrics Generally
and the Specific Methodology Employed
Discussed Adequately?

Professar  Feldstein and his associates provide very little discussion of these
limitations, probably because they have assumed chat sophisticated readers would be
Familiar with the general limitatisns of econormetrics generally and the specific
methodology that they employed. In my opinion, it would be desirable to provide a
short general discu ssion of such limitations in the report. Some of the issues that might
be discussed inchude (1) the differences between use of data generzted by controlled
experiments and the nonexperimental daia that were employed in the analyses to
determine the form of the ECG; {2} the adequacy of cross-section data, that is data
relzting to oifferent individuals at 2 point in time, for determining how any cee
individual would respond in his charltabde glvirg to changes in income and the price of
charitable giving at different points in time; and {3} possible “systems responses” to
changes in tex policies affeciing charitabke giving. Regarding the last point,
consideration should be given 1o possible adjustments of public and private charities [o
changes in tax policy.

As stated in the previous paragraph, it is my impresslon that Professer Feldstein and
his associates have an awareness znd pood understanding of the passible limitatlons of
their approach and of sconometrics generally and thus it should not be difficult for
them io provide the recessary gualifications.

Are the Conclusions Reached Justified?

One of the major conclusions of Professor Feldstein's analyses is that the price of
charitable giving angd income are important determinants of the amount of an
individval's reported charftable ¢oniributicns. He and his associates have presented
extonsive calculations supporting this conclusion and in this regard they have made a
very significant cantribution.
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in his paper with Amy Taylor, Professor Feldstein concludes that “ All three sets of
estimaies agres in placing the key price elasticity between - 1.0 and - 1.5, This value
itnplies that the current deductibility of charitable gifts is 2 very efficient incentive,
vielding more in additional gifts than the Treasury foregoes in potential revenue.” In
his simulations, reported in another of his papers, he employed a value for this price
elasticity eaqual to -1.15 for all individuzls in attempting to zppralse the possible
effacts of varjpus tax changes on average contributions by ingome classes extending
from the lowest $0- 5,000 per annum to the highest, $700,000 per annum and over.
These quantitative predictions depend critically on, amang other things, the particelar
value assigned 1o the price elasticity. The following peints are particularly impartant in
appraising the conclusion presented abowe and the results of the simulation
calculations.

1. I the price elasticity were —1.15 for sveryone ar were within the range -1.0 10
=1.5 for everyone, then indeed holding all alsa constant, the conclusion cited above,
that “this value implies that current deductibility of charitable gifis is a very efficient
incentive, yielding mere in additional gifts than the Treasury foregoes in potential
revenue,” would be valid. Note that assuming the same price elasticlty for everyone
does not imply the same elasticity of charitable giving with respect to the marginal
ihcome tax rate. For examples, a 25 percent increase in the marginal tax rate from 0,20
to 0.25 impligs just 1 6.25 percent decraase in the price of giving from 1-.20 = .80 to
1-.25 = .75, The fact that a given percentage change in the price of chanitable giving is
not the same as the correspondling percentage change in the marginal tax rate means
that the abselute price elasticity is not equal to the elasticity of charitable giving with
respect o changes in the marginal tax rate, In fact with marginal tax rates rising with
ingome, a price elasticity that is constant for all income levels mathematically implies a
greater sensitivity of high-income givers to marglnal tax rate changes than of
low-ingome givers.! Given that many readers may think in terms of the sensitivity of
charitable giving to marginal tax rate changes, it would be worthwhile to emphasize
that 2 constant price elasticity does not imply a constant elasticity with respect to the
marginal tax raie. In fact, it implies a greater response of high-income taxpayers to 3
given proportionate change In their marginal tax rate than of low-income tax pavers to
the same proportionate change in their marginal tax rate

2. While Professor Feldstein indlcates a fabrly large margin of uncertzinty for his
estimate of the prige elasticity - 1.0 to - 1.5, this margin of uncertainty is probably not
broad encugh to reffect zll uncertainties, particularly for low-income individuals, White
each low-income individual does not contribute a great deal to charity, there are 2
large humber of low-income givers and thus the group's total contribution is
substantial. Given the evidence presented, it seems dnwamanted to assume that the
price eiasticity for low-income individuals is equal to -1.15 as assurmed in the
simtilations Simply put, the price elasticities for different income groups have not
been determined very precisely. For example, in Table 2 of the Feldstein-Taylor paper,
the 1970 datz give a price elasticity estimate of -0.35 with a standard error of 052 for
the $4,000-20,000 Income group while the 1962 data provide an estimate equal to
- 3.7 with a standard error of 0.45. These point estimates of =0.35 and =3 67 differ
by about a factor of 10 and have very different poiicy implications. More work is
needed to understand the sourges of such variation in the sstimatss before they can be
used confidently for serious policy simulations. Simulations based on varicus assumed
values of the price elasticities for different income proups would be useful for
determining the practical importance of the differences Also more czlculations o
improve the form of the equation for charitabie giving would be desirable.

3. The estimated price elasticity of charitable glving, - 1.0 bo=1.5, relates to all
types of charitable giving. If the mix of 1ypes of charitable giving varies with income
level and if different kinds of charitable giving have different price and income
elasticities, the aggregate estimate of =1.0 to =1.5 is a very complicated average of the
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underlying different price and income elasticities. This point deserves attention and
analysis in order to obtain a better appreciation of the agregate estimate, ~ 1.0 to
-1.5.

4, In Table 3 of the Feldstein-Taylor paper, there is some indication that the
ingeme elasticity of charitable giving increases with the level of income. This paint
deserves furcher study and provides a basis for being cauthous about the results of
simulations hased on the assumption that the Income alasticity is the same, and less
than cone, for individuals at widely different incorne levels. The aggregation effects
mentioned in {3} above deserve consideration here toc. Also, with respect 1o the
calculations perfarmed using cusrent fncome andfor praxies Tar parmanent income and
wealth, the income elasticities of charitable giving with respect 1o “'permanent™ and
“transitory™ components of income should ke set forth explicitly and discussed. This
is important since changes in charitable giving may depend critlcally on whether an
income change is viewed as Deing a lemporary or a permanent change.

5. in connection with the calgulations purporting te show the effects of changes in
tax policies on the volume of charitable giving, more attention should be given to
explaining txactly what "background’’ assumptions are being made in the simulzations,
The changes, computed from crosssection data pertaining to different individuals at a
point in time, may approximate how individuals will respond to changes in tax policies
throttgh time. However, it can be that respoansss to changed tax policies through time
can be different fram thase predicted by a crass-section analysis. Explicit discussion of
this point would be helpful for readers to obtain a fuller understanding of the results
of the simulation analyses.

In summary, Professor Feldstein and his assocfates have provided much that is
valuable in understanding the guantitative determinants of charitable giving. Thatzll
findings are not 25 precise or 25 final as one would Fke is a wsual seate of affairs in
many Important bowestigations, for example the relationship between smoking and
cancer incidence, | congratulate Professor Feldstein and his associztes for their
successful efforts in reducing the range of uncertainty about the relationship of
charitable giving and Tts determinanis.

Footnotes

1. The description of their test below amiation [11] is not agoemte.

2. i Tabte 3 of the papar by Felditmin and Taylar, it 5 sasn that the income elasikcity for 1962
has a value of .53 |ze. 0.87] for the Moome class &20 thousand znd rises substantially with
Imteme, For 1970, there & also a rise in e ncome elxsticty with Income.

<
3. Specifically, If lag Ga =y logli=m), where —Yis the prioe elasticity, we have deG=-7(1?'")

e Ll —5"'—“- and thus the slaviicity of charltable ghving, G, with respect Lo w0 I am
-m m 1-m
Mote thai the vale of the Factor Ir-n_m rites with m from avalua of O for m=0 as the fol-

|lowing tabla indhcabes:
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CHARITABLE CONTRIBUTIONS UNDER THE FEDERAL
INDIVIDUAL INCOME TAX: ALTERNATIVE POLICY OPTIONS

George F. Break 1
Intraduction

This paper discusses the most frequently sugested ways of changing the
treatment of charitable contributions under the federal individual income tax.
Argiments for and agzinst each policy option are presented and analyzed, and
quantitative estimates of both the aggregate revenue impzct of the various alterna-
tiwes and the changes they could be expected to make in the level of charitable
giving are given. The distribution of these tax and giving changss by taxpaver
income classes s zlso shown, and the impact of the changes in giving on different
kinds of philanthropic institutions & summarized.

Twe different sets of quantitative estimates are used. The first was provided by
the Office of Tax Analysis, U.S. Treasury Department, and employs the 1970
Treasury Tax Flle updated to 1974, These estimates show the direct impact on
Treasury revenues of a given tax policy change bur do not incorporate any indirect
revenue effects created by induced changes in charitable giving. For some policy
aptiens, such as elimination of the charitable deduction, this is no problem since
there would be no indirect revenue effects, while for others the indirect effects,
though present, would be relatively unimportant. B still other cases, however, the
indirect affects would matter, and for them one peeds a simulation model
mcorporating both the effects of stipulated tax changes on the amount of money
given to charity by taxpayers at different income levels and the feedback effects on
Treasury revenues of those adjustments in giving. Comprehensive estimates of this
kind have been prepared by Martin Feldstein znd his assaciates, using the 1970
Treasury Tax File, and these provide the datz for most of the tables given below !

The Feldstein studies provide 2 wealth of empirical information about the
potential rezctions of private donors to changes in the tax treatment of charitabile
contributions. In particular, they show high sensitivitios on the part of such donors
to changes not only in their disposable incomes but also in the terms on which their
dallars can be giver away. Under present law, a one dollar cash contribution costs
taxpayers using the standard deduction ane full dollar, whereas it costs those who
itemize their deductions anywhere from $0.36 to $0.30. This price of giving, as
economists call it, i even lower for high-income taxpayers giving appreéciated
property direcily to charity, slnce the capital gains that have accrued on such assets
are not under present law subject to incomne tax. That such tax-created variations in
the price of giving could have important effects on the amaunt of giving has long
been recognized, but eariy empirical studies implied that donors were highly
insensitive to such price varlations. This in turn suggested that the tax treatment of
charitable contributions could be changed in waricus ways without causing much
change in the behavior of donors. Whatever complacency may have been creited by
such bcliefs, however, has now been shattered by the Feldstein studies.

The significance of the Feldstein findings — and it should be stressed that they
hawve been derived by the use of much better data and the application of more
precise and sophisticated econometric techniques than previous studies - may be
seen by considering the benchmark case of a price elasticity of giving exactly equal
to upity (-1.0). In technical terms, this means that a 10 percent increase in the
price of giving would cause dongrs 1o reduce their giving by exacily 10 percent. In

mefﬁmr. Department of Economics, Uiniversity of California,

isn
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tax terims, it means that donors can always be expected o give the same amoont of
their own money o charities and simply add to thase sums whatever help the
Treasury offers them through the tax laws, When 2 60 percent tax bracket donor
gives $104) Lo charity now, the net cost {or price] to him is only $40 since his $100
charitable deduction reduces his federal tax liabilities by $60. W that deduction
were eliminzted and if his price elasticity of giving were unity, however, he would,
according to this assumption, give only 40 to charity. The donee instioation would
therefore fose the $G0 that the Treasury galned from the changs in the tax law.
Clearly, that kind of taxpayer reaction has to be tzken seriously by policy makers.
But cven greatar Impacts on charities are possible, The Feldstein studies mostly
produce price elasticities greater than unity, implying that a taxpayer might well
respond to the loss of his charitable deduction by reducing his gift by more than
the increase in his tax liabifities. In the example just used, the $100 contribution
might be reduced to $30. Thus the charity would lose more {$70) than the
Treasury would gain from the tax change {$60), and the taxpayver would end ugp
with more disposable income than he had before. Tax increases on the rich that
actually increase their disposzble fncomes are not essy to concelve of but
eliminatlon of the charitable deduction might well b2 such an anomaiy.

Mot everyone, of course, wili be willing to accept the high price elasticities of
Eiving produced by the Feldstein smudies. Mevertheless, they are the best estimates
available, and they are accordingly used to compars the quantitative effacts of the
differsnt policy options discussed in this paper. Specifically, all of the changes
shown in both aggregate giving and the amounts given by taxpayers in different
income classes are based on a price elasticity of giving of - 1.285 and an income
elasticity of giving of 0.702, which are the preferred Feldstefn vatues. it is befiaved
that the resuiting quantitative estimabtes may be used by policy makers with a high
degree of confidence, Actual results might differ from those predicted by these
estimaies, but the differences are not [kely to be great enough to change the
general picnire significantdy, Somewhat less reliable than these aggregate forecasts are
the more specific ones showing how different kinds of charitable instimbons would
be affected. This is because the Feldsiein estimates of these effecis are, of necossity,
based on less comprehensive data.

Potentfal changes in the income tax treatment of charitable contributions ar: here
divided into nine major policy options and are discussed in Chapter 1, Chapter 11 deals
with two mixed options that combing elements of the nine basic choices carier
dealt with.

I
MAJOR POLICY OFTIONS

Extend the Charitable Deduction to All Taxpayers

Treasury tax model sstimates for 1974 indicate that 40 percent of federal
individual income taxpayers itemized thelr personal deductions, and &) percent took
the standard deduction. The former group, who were the only ones able to deduct
their charitable contributions for tax purposes, received zbout two thirds of booh
adjusted gross income [AGH amd taxzble income and paid over 70 percent of the
total tax. The first policy option would move the charitable deduction out of the
persanal deducticn caregory amd make it an “*adjustment to income™ deductible in
the computation of AGL In this way the deduction privilege would be available te all
taxpayers, whether they took the standard deduction or not.

In principle, the case for this proposal stands or fajls with the case for the
deductibility of charitable contributions in gensral. One approach to this basic issue,
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which may be termed the purist case, argues on the pro side that deductibility is
required becauss <haritable contributions are not properly part of a tax base that
secks to measure personal abilities to pay. A tax geared to such a base, it is argued,
would impose a uniform graduated burden on total personal consumption and
accumulation, and charitable giving carnot realistically be included in efther. Such
gifts obviously do not increase the contributor’s wealth, and unlike his consumption
expenditures, which have as their object the taking of economic resoyrces for his
own exclusive use and enjoyment, charitable contributions make resources available
io others, frequently on a nonexclusive basis. While private goods are =iitable
objectives for equitable income taxation, collective goods are not; and while all
sources of income should be treated equally For tax purposes, uses should bo
defined and differentiated s0.as to arrive at a practicable definition of personal
cansumpion pius accumaiation.

This case, which is based on philosophical and economic considerations too
complex o go into here,? is vigerously disputed by advocates of 3 comprehensive
income tax base.! In their view all sources and uses of income should be treated
equally for tax purposes, the only permissible deductions belng thoss required oo
define pet income accurately in the first place. Some uses of income, such as gifts
and confributions, are admittedly made for the benefit of others, but it is
contended that they must bring at least as rmuch pleasure to the donor as other
possible uses of his funds or they would not be made. The rebuttaf to this is that
the plezsures in question are entirely intangible and that mo income tzx can, of
should, expect to include in its base all of the many intangfble pleasures of life.
Broadening the concept of personzl consumption, and therefors taxable income, to
encompass such elements would logically mean taxing things such as the value of
volunteer services, the imputed value of housewives' work, and even lelsure. This
bebrg the case, would it not be more equitable to conflne the reach of the tax
.f[;}rst.em ;ﬁu tangible consumer pigasures, the great majority of which can successtully

e Laxed?

These brief comments no more than touch the surface of a highly complex,
technical debate. It 5 one that offers the policy maker much food for thought but
no definitive answers What is important is that those who have to make the
decisions be aware of the fundamental nature of the dispute which envelops the
guestion of how charitable contributions should be treated under the income tax. If
such contributions are fudged not to be a part of either personal consumption ar
saving, the solution is simple — they should be fully excluded from the income tax
base, and any [imitation on that principle must be justified by campelling counter-
vailing arguments. If, on the other hand, charitable contributions are considered to
be part of personal consumption, the Tssue Is much more complicated. Acceptance
of this view meanc making determinations ac to whether specific private philan-
thropic activities are desetving of public support, whether this sgppart should be
provided through the governrment expenditure or tax system, and if the latter,
which particular tax incentive is most efficient znd desirable. Deductibility s one of
a number of means by which the goal might be achieved.

The pragmatic case for full deductibility of charitable contributions draws on
bath of these contradictory lines of thought On the one hand, it is argeed that
contributions arc an ambiguous element in family budgets, not exactly the same as
ather kinds of consurnption expenditures but not entirely different efther. Some
special treatrnent under the income tax is thereby suggested, though not necessarily
full dedyctibility. On the other hand, it is argued thzt philanthropic activities are
well worthy of government support, that the decentralized, pluralistic, individualistic
systern of choice created by tax deductibility has many attractions, that no cfgarly
superior tax inceptive scheme has yet been identified, and hence that deductibility,
given its odher atiractions, is the best solution. Though not a ¢learcut choice when
judged by the test of either the technical defirition of =xable jncome or the most
efficient public incentive, deductibility does have the political advantage of drawing
support from both sides. No other policy afiternative has such breadth of appeal.
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Acceptance of full deductibility as the optimal income tax status of charitzble
contributions rafses two main questions about the aurrent faderal Law: (1) 1s full
deductibility now available to all taxpayers, directiy or indirectly, and if not, how
should it be made available; and {2] should any comstraints be placed on full
deductibility, and if so which ones? These two questlons will be considered fn turn.

The purist case for full deductibility requires only that all taxpayers be granted
the privilege. However, if incentives are also an [ssue, as they are under the
pragmatic case, consideration mst also be given to non-taxpayers. Unformnately, it
is nor clear how close the present federzl income t2x comes to mecting purist case
goals. On the one hand, it may be argued that full deductibllity is already extended
to all taxpayers, directly for those who itemize and indirectly for these who take
the standard deduction, because the latter is a proxy for itemization, adopted for
dmplification purposes, and its level is, or.at least should be, set s0 as 10 include
average charitzble ontributions at the lower income levels. On the other hand, it
may be argued that direct deductibility is preferable to Indifect and that [t can be
provided for all by moving the charitable deduction "above the line® without
creating any significant administrative or compliance problems. This, then, is the
first policy option 1o be considered,

Feldstein's estimates indicate that moving the charitable deduction above the line
would have reduced 1970 federal individual income taxes by 31 billion and
increased charitable giving by %1.2 billion, or 7 percent. Whereas gifts to refigion
would have risen by § percent, contributlons to education and hospitals wold have
ingreased by only 3 percent. Tax teductions, of c¢ourse, would have been
concentrated in the kwest income groups, being 4 percent for thase with incomes
below %5000, 25 percent between $5,000 and $10,000, 1 percent between
$10,000 and $15,000, and negllglble above that level.

Place Maxitmum Limits ot the Charitable Deduction

The second question ralsed above concerns the possible need to olace some kind
of lift on the deductibility of charitable contributions. Under the purist case, of
course, thers is no such need singe charitable contributions are not part of the tax
base in the first place. & that base were comprehensively defined s0 as 1o includes all
elements of abiliry to pay taxes, there would be ho need for purists to be
copcemeayd about the effects of full exclusion. Under a nen-comprehensive tax,
however, [t i quite possible for 3 taxpayer with relatively large amounts of exempt,
or partially exempt, income to contribute enough to charity to wipt out his tax
liahility antirely. Providing this kind of privileged status for some, by permitting
them te contribute only to their own privately chosen public gaods while everyone
else has 1o confribute to collectively chosen public goods is an option of dubious
merit. One way to constrain it s o place a ceiling on the daductions that a
taxpayer can claim in any one year, Whether the present tri-leve| ceiling is adequate
for this purpose will ot be copsidered here. An important start toward evaluating
it, however, can be made by weighing the revenue impact of lowering the basic 50
percent ceiling

Treasury tax model sstimates place the 1974 revenue gain from lowering the
ceiling o 40 percent at $333 million, an ameunt that is oply .71 percent of tocal
tax revenues. For returns with itemized deductions the relztive tax increase would
be only slightly larger (0.16 percent), but it would, of course, be concentrated in
the highest income groups{see Table 1). Perhap: more importznt than the révenue
increase i the estimate that aboat 2,500 returns with iremized deductions that are
now free of tax would be moved into the texable category. This s not a large
number, but jt is about 2 percent of the returns with AG] of $1 million and over.

Another policy option, which deals more divectly with the problem at hand,
would be o restrict the charitable deduction o 2 maximum of one half of each
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donor's “gross taxable income,’ derived for sach temfzer by adding his charitable
contributions to his taxable income as presenthly defined. Feldstein estimates that
this would have increased 1970 individual income tax revenues by %46 million and
reduced giving, mainly by those with incomes above $100,000) a vear, by $74
million. Educational Institutions and hospitals woukd have been the only donee
groups suffering contribution losses as high as 2 percent.

Compulsory Allecation of Charltable Deductjons

5till egnother approach to the present problem would be to require that each
taxpaver's total charitable contributions be allocated to deductible and pon-
deductible categories in proportion to his receipt of fully taxable ard tax preference
Income. Using for this purpose the 1969 minimum tax law's definltion of
preference income [minus the $30,000 exclusion but not the taxpayer's ordinary
income tax liability], Feldstein's simulations place the 1970 revenue gain from
compulsory allocation 2t $81 million and the induced reductlon in charitable giving
zt §$151 millfon. While the average contributions o religion or to health and welfzre
would not have fallen perceptibly, those to eduocation would have gone down by 4
percent and those to hospitals by 3.5 percent

Restrict Deductions for Appreciated Assets to Cost Basis

Compulsory allocations of the kind just discussed are based on the rezsonable
assumption that when income is earned, and expenditures made, in money, there is
no way of matching particular sources and uses. A given cash contribution cannot
be said to be made from either taxable or tax-exempt fincome becalise it may be
presumed that the donoe's behavior, though influenced b the toal onewsr of
after-tax money incame he receives, s not changed by shifls in the composition of
that after-tax income. For cash contributions, then, it 5 perfectly reasonable o
assume, as Policy Option 3 does, that the gifts come proportionately from taxable
and nontaxahle inGome.

In the case of gifts of appreciated property, however, specific allocation is
possible. When a person gives to charity an $11,000 asset that he bought for
$1,000, he is, under cument tax (aw, contributing $1,000 of taxable {ncome and
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210,000 of tax-exempt incodre. Specific allocation would restrict his charitable
deduction for ta=x purposes to his cost basis of %1 (KK,

Few data cxist on which to base estimates of the revenue and distribitional
effects of such 2 change in tax law. Treasury tax model tabylations, for example, do
rot separate comiributions of property from carryovers of unused prior-year
deductions. Since 1972 data show the division in that year to be BY percent
property contributions and 13 percent carryovers, however, it is here assumed that
these praportions glso 2pply 1o the moncash contributions roported in other years.
The errors introduced by this assumption should not be large, and they are certainly
tess troublesome than those created by lack of any knowledge of the partion of
property contributions made up of ynrealized appreciadon in value. The procedurs
adopted here is to make two alternative assumptions that, we hope, bracket the
true, but unknown, figure. In the fst simulation shown in Table 2 it is assumed
that one third of the value of contributed property is unrealized appreciation. This
fs eguivalent to disallowing 29 percent [29% = .33 x 87%) of reported non-cash
contributions. In the second simulation the assumption is that two thirds of the
value of property contributions is unrealized appreciation, which s squivalent Lo
diszllowing 58 percent of recorded non-cash contributhons.

Tabde 2 n .
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It is estimated that restricting deductfons of appreciated aseets to the donors'
cost bases would increase federal income tax revenue by $245 million in 1974 if
ane third of the claimed market value of those assets is unrealized aporeciation, and
by $520 miliion if cwa thirds of the market value is unrealized appreciation. Tax
increases on returns with itemized deductions would be minimal except for returns
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with AG) above $100,00G as Table 2 shows. For returns with incomes of $1 million
and more, income tax burdens would be raised by 3.5 percent if one third of the
value of contributed assets is uprealized appreciation, and burdens would rise by 3.3
percent if twe thirds of the value is unrealized appreciation.

Orne diffiqulty with restricting dechictions for appreciated assets to ¢ost basis is
that the form in which 2 charitable aift is made may be affsctad by tax considera
tions 1o the detriment of philanthropic activities. If the taxpayer with the $11,000
asset and a cost basis of $1,000 is in the 70 percent tax bracket, for example, his
tax gain from giving it directly to charity would be only $700. If he first sofd the
asset and then donzted the proceeds, however, his longterm capital gains tax would
be %3500 lassuming no effects either on Bis minimum tax liability or on the
amount of his szlary qualifyirg for the rmaximum tax), the tax reduction resulting
from the cash contribution of %i11,000 would be $7,700, and his net tax gain,
therefore, would be $4,200. Clearty, he would prefer the cash transaction, but if the
asset were of a kind particularly suited o the philanthrepic arganization, it would
froquently prefer the direct gift of property {even if the sale were made subject to
the condition that the charity have first refusal rights or any subsequent sale, the
charity might have to wait 2 Iong time to secure the zsset). Problems of this sort
cauld be avoided by requiring constructive reslizations for tax purposes of all
accrued capital gains on contributions of propecty. Such 3 ¢hange in the lawy would
make donors indifferent between cash and non-cazsh contributions since the tax
consequences would be the same in either case.

Tax Unrealized Appreciation on Property Contributions
as a Long- Term Capital Gain

The revenus effects of constructive capital-gaing realizations for tax purposes on
all direct contributions of property have been simulated on the basis of the same
two assumptions used in the preceding section. This means that 29 percent and 58
percent of recorded noncash contributions is assumed to be taxed a5 z lohg-term
capital gain. Additional fax revenue in 1974 would be 4114 and $240 millian,
respectively; and as shown in Table 3, the incregses would be significant only for
temized deduction returns with AGI of $100,000 and more. As would be expected,
the figures in Table 3 are about ore hzlf of the comesponding ones in Table 2, the
anky differences being that some taxpayers would be unaffected by the constructive
realizations zssumed in Table 3 because they would have unused capltal loss
CaITyovers.

That constructive realization of capital gains on charitable donations of property
is @ policy change that would have only a minor impact on Treasyry revenues is
confirmed by Feldstein's simulattons using different assumptions about the relative
importance of the accrued gains to be taxed and incorperating the feedback effects
on revenues of donor reactions te the change. His estimates of 1970 revenue pains
range from $180 to $370 mlion, and this would be accompanied by reductions n
charitabie giving of §350 1o $460 million. Those reductions, however, would not be
uniformly aliocared by type of charity. While education and hospltals would
experience Iosges of 7 to 8 percent, centributons to religisn and health and walfare
institutions would go down by enly 1 to 2 percent, These estimalss, moreoyer, may
be on the low side if the leadership quality of large gifts of property is as important
as many believe it 1o be. By serting an appropriate standard, it is argoed, such
donors induce others 10 give significantly greater amounis than they otherwise
would. How important such demonstration effects may be cannot be quantified, but
their undoubted existence should be kept in mind in assessments of the significance
of Feldstein's estimates that constructive realization would reduce charitable giving
by $1.25 o $1.97 for every dollar of additional revenue obtained by the Treasury.
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Finaliy, it should be noted that constructive realization of capital gains on
charitable donations of property is not 2 policy |likely to be enacted in isolation. I
adopted for charitable gifts, it will be asked, why should constructive realizations
not also apply tw ail other gifts, as well as to property transferred at death?
Certainly the impact on the amount of charffable giving would giffer with the scope
of the constroctive realization policy adopted. Many uncertainties, in shorg
surround this particular chamge in the tax treatment of charitable contributions
Hevertheless, it docs appear that increases in relative téx burdens would not be
large, except for high-income donors, and that educational institutions and hospltals
would be the main fosers.

Eliminate the Charitable Conmibtion Deduction

Al of the preceding policy options are consistent with the view that charitable
condributions, by thelr very natore, are not part of a propetly defined individual
tncome . We torn pow te options consistent with the opposing view that
charitable donaticns are part of personzl consumpiion, and Rence of an equitable
income tax base, ard that special tax treatment of them s justified, if ar all, only as
a means of stimulating philanthropic activities, If it were decided eithetr that private
philanthropy needed ne government support or that the support would best be
given outside the tax systern, by reguler federal expenditure programs of some Kind,
the existing charitable deduction provision should simply be eliminated.

The Treasury tax model estimates that elimination of the charitable deduction
woukd increase 1974 federal irdividuzl income revenues by $4.8 billion, which ks 5.7
percent of the total tax lizbility on itemized deduction returns, and 4.1 percent of
the tax liability on all returns, The disiribution of these tax increases, by adjusted
income ¢lass, is shown in Table 4 For ilemized deduction returns, which are the
only ones affected, the percentage increases in tax range from slightly ever 4
percent on returns with AGI between $15,000 ancd $30,004 o 23 percent on those
with 31 million and maore. Whereas taxpayers with AGI Below $10,000, who filed
37 percent of all returns in 1974, would pay less than 7 percent of the total tax
increase, the top 1 percent of tax returns — thase with AGI of §50,000 and more —
would pay 37.5 percent. The policy would make 211,000 presently nontaxable
returns taxable, the great majority of them {98 percent] having AGI below $15,000.
The tax increase on these converted-status refurns would be $80 million, which it
1.7 percent of the total tax increase of $4.3 billion,

Unlike alf previously discussed policy options, climinatfion of the charfrable
cantribution deduction would have a major impact on federal tax revenues. This
mearts that other parts of the budget are likely to be affected as well, and this
complicztes analysis of all other econemic effects of the policy change. The most
impertant of these effects are those on the level and compasiticn of private philan-
thrapic activities, but they are likely to be guite different depending upon whether
the higher tax revenues resulting from the elimination of the charitable contribu tion
deduction induce matching federal tax reductions or increases in expenditures of
one kind or andther. Since the nature of these induced fiscal reactions cannot be
predicted, attention at this point must be confined to the direct effects of
elirninating the charitable deductlon.

These effects depend critically on the sensitivity of giving to tax-induced changes
in donor incomes and 10 the terms, or price, at which contributions may be made
Eliminatior of deductibility, of course, raises the peice of giving to dnity for
everyone; that is, the cost of giving a dollar becomes a full dollar rather thar a
dollar minus the tax saving resulting from dedoctibility. Feldstein's standard
cstimates, which put the reduction in total giving at $1.29 for every dollar of
increased revenus 1o the Treasury, imply, for example, that elimfration of
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‘deductibility in 1970 would have reduced charitable giving by $4.6 hillion,
caompared with the Treastiry revenue gain of $3.5 billion. Perhaps even more
important ks the predicted composition of such a decline in charitable contributions:

Parcentage Dmelivs
n Charimbla
Donee Catagory _{!outrimtm*
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Finally, the paradoxical natire of these findings shoufd be noted. If elimination
of the charitable deduction would, as Fekdstein predicts, induce donors o reduce
their giving by more than their increased tax payments to the Treasury, such a
change Tn the tax law would result in highet dispesable incomes than before for
many taxpayers, particularly at the highest income levels. Under such circumstznces,
alimination of the deduction would be progressive in Its effects on individual tax
burdens but regressive in its effects on personal disposable incomes. In Feldstein's
standard simuiation, for example, taspavers with AGI bedow $50,000 wouid have
very small increases in their disposzble Tncome (less than 0.5 percent on the
averagel, but for those with AGI above $500,000 tax increases of 14 to 15 percent
would be combined with higher disposable incomes averaging 5 1o 10 percent.

Substinute a Single-Rate Tax Credit for the Charitable
Contribution Deduction

IT charitable contribuiions are regarded as part of the individual income tax base
so that tax deductibility s pot a matter of principle, and if private philanthropic
activitles are deemed worthy of government support, the basic cholce is whether
that support should be provided through the expenditure or the tax system. Those
who favor coliective determinzifon of prioritiss in this area will prefer to rely on
expenditure subsidies or on direct government oporation of the acthvities in
question. Those whoe favor individualistic, plurallstic choives could opt either for
open-ended matching government grants to private philanthropies or for some kind
of tax subsidy to donors. The former have the advantage of Aowing directly Lo the
organizations whose activitfes are to be sncouraged, but involved 2 greater risk that
the program would not long remain free of government controls® Collective
priorities, in other words, might gradually be substituted for the individualistic ones
now operating through the tax system. How great these risks may be is impossitle
to say, but those wha place 2 high value an individuglistic philanthropic chaices ara
lthely to feel a good deal more comfortable with tax subsidies.

Given a choice of tax subsidies, the main quesition congerns the terms on which
they should be offered to taxpayers. Several possibilities desarve consideratien:

T. One of the mast controversial features of the pressnt deductibilicy privilege
for charitable eontributions is the set of variable subsidy rates that it offers o



1531

tax payers. Whereas 1akers of the standard deduction are given po price incentive at
#ll o stimulate thejr giving and itemizeis in the first tax rate bracket must them-
selves put up &6 cents of every doMar they donace to charity, donors at the top of
tax rate scale need put up only 30 cents. This favoring of the rich over the poor is
regarded by many as a hlatant inequity of the deductibility system, Supporiers of
the system, on the ather hand, reply that in the broader context of the proper role
of private philanthropy in the society, it is progressive income taxation that creates
the ineguities in the first piage. Deductibility, they argus, merely counteracts those
inequities, and its job is to try to maintain the lovel znd composition of private
philanthropy that would prevail in the zbsence of 2 progressive federal individual
income tax, which has clearly inhibited ghving by the rich more than it has curtailed
giving by the poor.¥ In technical terms the assumption is that for sach tax bracket
the negative income effect of the federal tax on charitable glving is approx imately
offset by the positive price effect of deductibility. Whether this is so or not, of
course, is an empirical question, but supporters of the subsidy rate siructure implicit
in deductibility can always respond that it is the most plavsible zreangement enatil
the superiority of some other way of achieving the same goal is clearly
demonstrated,

2. For the sconomist the optimal rate structure for the charitable contribution
subsidy would be determined by the ratip of the external benefits of private
philanthropy & the total benefits, both external and internzl. Though donations
chlearly pravide both pleasure to donors and more tangible benefits to the cllents of
the supported philanthropies, it cannot be assurned that the social value of the
latter is always fully refiected in the former. When it is not, externalities are said
to exist, and by acting on 1he basis of their own perceived berefits, donors will
tend to undarsupport the activities in guestion. These free-market inadequacies can
be eliminated by having the government offer private donors subsidies whose rates
are higher the greater the proportion of sxternal bevefils penerated by the
philanthropic activity in question. Appealing as this approach may be in principle, jt
is not yet, and may newver be, capable of offering any precise policy guidelines.
Mevertheless, it iz a hzipfui rationale o have in mind. Relatively crude applications
of it include the distincton made between eligible and inefigible charitable
institetions in the provisions governing the tax deductibility of donations, and the
lower [20 percent) ceiling on donations te private foundztions. Further study of the
mix of public and private benefTts generated by different philanthropies might lead
to a set of distinctions more sensitive to socioeconomic Tealities.

3. A subsidy rate skructure with considerable appeal is one under which the
government’s matching coniribution rate rises with the ratio of the private donor's
contributions to his income.® This may be thought of as more afficient than 2
single-rate subsidy on the argument thal, other things equal, private reluctance to
give rises as the proportion of income dorated increases. Or it may be regarded as
mare equitable, on the arpument that donation of a larger proportion of one's
income = more socially meritorious. Ore difficuloy is that neither ratlonal appears
at present o affer any precise policy guidelines. Anather 5 that the structure would
be inconsistent with the ecaonamically offlclent ohe if very farge donations, because
of their high public visibility, provided more privaie pleaxsure to donors than do
small denaticns for the same purposes. A crude application of this general approzch
is the deduction floor proposal {Policy Option 9) discussad below,

4. A final possibility is to offer the same subsidy rake to every taxpayer by
substituting a single-rate tax credit for the existing charitable deduction. This policy
option has the obwvious equity appeal of not discriminating among denors on the
basis of income, s does dedugtibility. O the other hand, the credit would
discriminate between domors of cash and donors of their own services, whereas
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deguctibility is neutrai in this regard. When a perwon in the 60 percent tax bracket
conlributes $7,000 of his earnings to charity, for example, the net cost to him
under deductibility s $300; similarly, if he zarns $1,000 less in ordar to use that
time 3 give his services to charfty, the net cost is alse §400. Under 2 30 percent
tax credit, however, his net cost would be $700 in the first instance but only $400
in the second. in this sense the tax credit may be said to discriminate against those
whose persanal services are not of high value to charites and who must 2ccordingly
contribute in cash if at al.

Shifting from deductibility o a tax credit would alse have important effects on
the level and composition of private philanthropic giving. Table 5, bassd on
Feldstein's 1970 simulations, shows some of those effects. Shifting to a 25 percent
crodit, for example, would reduce Treasury tax revenues only slightly (by fess than
1 percent) but would change individual tax liabilities substantially, raising those at
the top of the income scale by about 13 percent and fowering those at the bottom
by a similar percentage. Though total charitable contributions would nat change
much [an [ncrease of ocnly & percent), high-Income donors would give much less and
low-incotme groups would increase their contributions modarately. As a result, funds
for hospitals and educational instiurions would fall off by 22 and 25 percent,
respectively, while giving to religious institutions would rise by 10 percent and o
health and welfare organizations by 3 percent.

The downward pressures on giving to bospitals and education created by a shift
to a charitable tax credit could be avoided by increasing the amount of the credit,
but only at the cost of ¢onsiderable loss of revenue to the Treasury, A M) percent
credit, shown in the middle columns of Table 5, would reduce tax revenues by $2.1
billion [2.5 percent] and raise total contributions by 52.3 billlon {13 percent), but
Faldstein's simulations show that hospitals 2nd aducation would still suffer donation
loswses of 15 to 17 percent while religion gained 20 percent. A 30 percent credit, in
contrast, would increase giving to 2ll major groups of cherities—by 3 to34 percent
for hospitals and education, and by 74 o 83 percent for Realth and welfare
organizations and religion. As Table 5 shows, however, the revenue cost of the 50
percent credit would have been $11 billion in 1970,

Emact an Optional Tax Credit for Charitable Contributions

The propensity of different income groups to give to different kinds of charities
presents policy makers who regard the present charitable deduction as a tax subsidy,
or tax expenditure, with a potentially difficulc tradeoff. The more the tan subsidy is
equalized for all taxpayers, the greater will be the reallocatlon of funds among
different charities, and these ¢hanges may not satisfy criteria of either economic
efficiamcy or political feasibjlity. Moreover, as long as the price elasticity of
charitable giving exceeds unity, lowering the charitable tax subsidy for the wealthy
and raising it for the middle and lower income groups would, contrary te standard
expactatfons, increase ihe dlkposable {ncomes of the wealthy and reduce those of
the other income groups,

If contern for the vigor or private philanthropic support for education and
hospitals is important, enacting an optonal tax credit for charitable contributions
would satisfy that concern white maving the soucre of @y subsidies toward
equality. Feldstein’s 1970 simulztions, for example, show that zn optional 25
percent credit, extended 1o all taxpavers including those taking the standard
deduction, would increase giving to hospitals and education by 4 percent and to
redigicn and health apd welfare by 11 to 14 percent. The 1970 revenue cost of this
policy option would have been $1.3 billion, with most of i, as Table 6 shows,
concentrated in the lowest income groups. IF a2n optional eredit of 25 percent were
offered 1t deduction itemizers only, however, the revenue cost would have been
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only %559 million, distributed in much the same way as the broader credit [see
Table &), Giving to hospitals and educatian, in this case, wouwld have risen by 1
percent and to refigion and bealth and welfare organizations by about 4 percent
The case for the more restricted optional credit, for itemizers only, would rest on
the canon of tax simplicity. For this purpose the standard deduction would be
made available to many low-and middle-income Laxpayers and would be set high
enough 1o include an zllowance for average levels of charitahle giving by these

Lroups,
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The adeoffs inherent in moving the charitable tax subsidy closer to equality for
all taxpayers, by means of zn optional tax credit, are shown in Tezble 7. While
higher cpiional credits may improve interparsenzl tax equity, they also cost
increasing amounts of Treasury revenue and may stimulate philzanthropic giving
more than & socially desirable. Morcover, the higher the optional credit rate
considered, the less reason there is to prefer it to a straight substitution of an equal
rate tax credit for the present deduction. This |s because the lattst policy, which is
always superior on equity grounds, has effects on giving that diverge less and less
from those of an optional credit as the rate of the credit is increased. At the 50
‘percent credit level, for example, the two policies have the fallowing effeces:
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Place 2 Floor Under Deductible Charitable Contribu ions

A proposzl with wide support, both a5 a mearns of stimulating philanthraplc
giving more efficiently thzn does the present tax law and as a way of rewarding
particularly meritorious social behavior, is to restrict the deductibility of charitable
contributions to those that exceed a certain amount or a specified percentage of
adjusted aross income. In support of this proposal, it is argued that charitzble
contributions that are a smali propertion of the donor's income may be regarded as
0 routine and ordinary that they would be made whether there is a government
subsidy or npt. If this is so, the efficient incentive policy is to restrict deductibility
{or a tax credit) to contributions above the eritical income percentage. Unfortu-
nately, there is little emplrical evidence that one might use either to set the level of
the percentage floor or 2ven to determine whether o not there % a sharp
distinction between routine and discretionary charitable contributions in the first
place. Moreover, the standard deduction prevents tax retwns frem providing a
source of Information about the charitable giving of lower income groups.

Given these uncertainties, the 1970 Treasury tax madel has been wsed to
simulate a mumber of different alternatives. The effects of three of these policy
options are shown in Table 8. The first, involving 2 relatively modest floor on
charitable deductions of $100 a return, would increase Treasury revenues by $0.9
billion, reduce total giving by $1.2 billien, and allecate that reduction of 7 percent
fairly evenly over all major categories of charitable institutions. The pattern of tax
increases would be uniformly regressive over the income classes shown in Tabls 8,
but given Feldstein's glasticity estimates, these increases would be Rully offset by
reductions in coniributions, so that no income class would end up with a lower
disposable income. In that sense the $7100 floor would have a strictly proportional
ax burden incidence,

Table 8
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Groeg Iecome Clees, [or lbemized Deduotivn Retorna, L1874

$100 Fleor 500 Floor +2% of AGI Floor

A1 Clese Parcant Parcent Percant
inn thowmnde} Pogreamt Chorga In - Parcemt  Chioge in - Percant  Change In
Chabtge Charliabde Chapge Chaziabde Change Charilapla

in Tax Condri- in Tax Contri- In Tux Comdti=

utions b LR mtionm

-5 1.5% -4 1% % -5.0% 1.2% -2.0%
5=10 14 -6.5 a.n -14,8 1.8 5. %
10-1% 1.2 -8.% £ ~l9.3 2.3 =15.1
15-20 1,8 =51 a1 =243 k.7 =£5.3
20-R0 I.0 -B.5 J.1 =2T. 7 .3 =230
S0-1d T -7 2.3 A 7.9 ~45.7T
1nh=500 .4 -3.4 1.8 -13.0 5.2 =434
Sl 1, Bk ¢ 1 =0. & fh, & =26 i M} 388
L,k amul crmwr (.00 -0,2 0.2 -8 4.0 =34.0
All olapsas 1.1 -B. & 2.4 -17, 5 BB =17.3

Amoune 0,82 %-1.18 =.37 £ -3.04 &, 32 3 -2.B4

Hn Bdtlione)

Spurce: Petdateln simalitions bived oo the 1970 Trewnsry fn maodel,



T536

The second policy option, using a higher floor of $500, would increase tax
reverues by $2.4 billion in 1970, reduce total giving by more than $3 billion, and
spread that 18 percent reduction Fairly evenly over different donees, the culs
ranging frent 17 percent for refigion to 21 for hospitals. The pattern of tax increases,
shown in Table 8, is roughly proportional up to an AGI of §50,000 znd regressive
thereafter, but again the amount of philanthropic giving would fall off enough to
raise disposable incomes for all AGI classes slightly, none of the increases being
lzrger than .3 percent.

An aiternaiive kind of deduction flaor, similar to that row wsed for medical
expenses, would be one proporticnal to adjusted gross ingome.  The Feldsisin
simulation for 2 2 percent floor, shown in the last columns of Tabte 8, estimates a
revenue [ncrease of $2.3 billlon and a reduction in total charitable giving of $3
billion, This 17 percent reduction, unlike the one of comparzble size for the $5G0
floor, would net be spread evenly among donee instituticons, Whereas sducation and
hospitals would suffer fupd losses of 30 percent, health znd welfare organizations
would dose 18 percent and religion only 14 percent. While the pattern of tax
increases is steadily progressive up to an AGL of 31 milllon, disposable ircome
changss would be insignificant below $7100,000 and would show average increases of
1 percent, 3 percent, and 5 percent, mespectively, for the three AGI classes zbove
that level shown in Table 8.

A troublesome problem with the use of charitable deduction flaors is the
incentive they provide taxpayers to bunch thefr contributfons in specific vears
Enaciment of a 2 percent of AG| floor, for example would induce a taxpayer who
custemarily gave 2 percent of his income sach year to charity, but for whom the
change would mean boss of afl deductibility for his contributions, to think carefully
about changing his pattern of giving to, say, O percent, U percent, & percent of some
other vneven distribution that would maximize the tax-saving valie of a ghven
amount of long-term giving Such changes in the timing of giving would be much
more feasible for the wealthy than for the middle and lower groups, and unless
effective constraints were written into the new deduction floor law, the equity of
the policy change would be questionable. To be effective, Tn other words, this year's
deduction Mook mwit be a functhon not just of this year's incomme but zlso of past
kevels of both income and charitable giving Similar problems, it may be noded,
would apply to government grants with matching percentages based an the propor
tion of income contributed by private donors eich year. Whether these difficulties
can be resohved at acceptaide admipistrative and compiiance costs is still an apen
guestion.

|

MIXED POLICY OPTIONS

The options described above would not necessarily have 1o be adopted in the
pure forms described, but elements from twa of more of them might be combined
[nto a single tax reform package. To illustrate the possibilities, two mixed policy
optiens may be considered explicitly.

The first, shown in the first bwe columns of Table 9, combines extersion of the
charitable deduction to all taxpayers with the impgsition of a $100 fleor. The
opposing revenue effects of these bwo changes more or less cancel each other, the
net increase in tax burdens being only 0.6 percent in the apgregats and chose to 1
percent only for taxpayers with adjusted pross incomes between $15000 and
$50,000. Less complete offsets ocour for charitable gifts, the disincentive effects of
the floor domipating at zll income levels, On the other hand, extension of the
deduction does moderate those disipcentives, especially at the lowsr income levels.
Whereas the floor alone would induce taxpayers with AGI between $10,000 and
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$15,000 to reduce their giving by 5.2 percent (Table 8}, the floor plus extension
would reduce their giving by only 4 percent {Table 9). Aggregate giving would also
drop by 4 percent, and this reduction would be spread unfformly cver all recipient
groups.

The second mixed policy option, shown in the last two column: of Table 9,
combines 2 1 percent of AGI floor with a 25 percent tax credit. This would
increase Treasury revenues by nearly 31 billlon, and these tax changes, which would
be negative in the lower income levels, would be distributed progressively by income
class except for the very top. induced changes in charitable giving, however, would
keep taxpayer disposable Income virtually unchanged below an anmual AGI of
$100,000, and above that lewvel disposable incornes would rise by 1.7 percent
between $7100,000 and $500,00C, by 4.5 percent between $500,000 and $1 million,
and by 9.4 percent asbove that level. Significant relative changes in charitable
contributions would occur at all income levels, ranging from increases of 13 percent
at the bottom to decreases of over 70 percent at the top {Table 9). Though the
drop in aggregate giving would be only 2 percent, education and hospitals would
lese 33 (o 35 percent while rellglon wauld lose only 4 percent
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THE PUBLIC FUNDING AGENCY
Eric Larrabee t

One might weil tace, over more than a century, the transfer of sacial endeavor
from the private to the public sector. To replace the robust communality of the
catonjes, where need could be treated in commaon {and the church often was the
geate, for that matter), there had 1o be choices made between individugl initiative
and government. Oné By one — in transportation, education, conservation, recrea-
thon — private routes were dizcarded and public ones adopted. Events as remote
from ane anpther zs the replacement of turnpikes by poblic roads, the near-
elimination of the proprictary medical schools, the develepment of the Forest
Service and of extensive state and national parks — all might ba corsidared, without
stretching the point too far, as variations on a common theme: one of trial, error,
ard trial again,

Motives varied, Typically the transition followed upon the discovery or recoghi-
tion that wished-for social ends could not be reached through the market system,
gither because they had become too expensive for the voting majority 1o afford, or
because the field was ane in which competition was irrelevant or ineffective, or
because self-evident desirable standards of quality or safety were being sacrificed. In
soMme instances government was able to render an activity aconomic by converting it
inte a monopoly, as in the early days of pubdic fransportation, when raiircad
rights-of-way or strestcar framchises were gifts of considerable value to the reciplent.
In others it brought institutions into being by extending indirect benefits, as with
the landi-grant coflleges, while in still others it became itseif the operabing agent. In
recent years, however, through the mechaniem with which this paper is concermed,
gowvernment has conveyed monies dlrectly to existing institutions, for purposes in
which thase institutions were already engaged. 11 has dong this through what might
be called public foundations, or Public Funding Agencies.

Conspicuously, the fields in which they operate include schotarly, scientific, and
medical research — including those aspects of higher education that are research
bound — and culture, ar the arts, as broadly defined {most exampies herein will be
drawn from the latter, since this has been the zuthor's principzl concern for the
past flve years). The most striking feature of this new domain for government,
therefore, is that it was previously occupied, and continues 0 be occupied, by
private patrons and private foundztions whom no ene — least of all government —
wishes to see withdraw. Though it may be true that in these areas ptlvate sources
of support can o longer bear the full burden, or respond fully te increased
demand, and thus it may alo be true that government hat been drawn in out of
necessity, it would most definitely not be welcoms or useful! for government to take
over entirely, or even to dominate, The virtues of pluralism and voluntarism need
not be labored at this junchure, other than to point out that govarnment is by no
means aniversally believed to be capable of replacing them. in this matter it is the
public sectar, and not the private, which k& under pressure to prove [tself,

Public funding of this kind very often serves as a forced supplement to that of
the individual patrans and foundations who previcusly carried the Ioad, and it i
very properly still under scrutiny as such. Public funding agencies and private
foundations bear certain superficial resemblances to one another, since the former
often behave in the siyle of the latter, from whom they early adopted much of
their theory and technique. But there are fundamentzl differences. The money that
a public agency has at its disposal is renewable on an annual or pericdic basis, and
subject to governmentzl review, both executive and legislztive. Once it is ™locked

*Fnrmar Exepcutive Director, Hew York State Council on the Afis
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in," in the terminology of the political process, there is reason to suppose that it
will continue, but there is no certainty. The political climate for scientific research
has been notowiously unstable, 1o the considerable discomfort of those whose
careers were committed to it. The tempiation to suppose that public money and
irterest on endowment are the same thing must be resisted.

Public money is alsa firmly wedded to public service. All funding comes with
some sort of string attached, and In this instance the string more binding than all
others is that which ties the omganization asking for funds 1o a demonstrated sense
of public duty or oblipation. Within {imits, & generalized social purpose wifl serve,
since it must have been sufficiently compelling to produce z favorable reaction from
woters and their slected representatives in the first place. Scientific res#arch and the
existence of museums or symphonies have come to be thought of as 5o defensible in
prihcipie as to be secure from that quarter, Most of the questions which arise relate
ta quantity or gross configurations of distribution; rormally the idenlogical umbreliz
covers all. On those rare accasions when any speclfic funding declision 1s disallowed
politically, this cutrage can be protested successfully if the funding forms a part of
a larger pattern of support which has the public's blessing. But the implication is
inescapable that service to the public is part of the bargain.

fFrom this flows a paradex — or, rather, a series of paradoxes. The mandate of
public service is very broad, perhaps as Wroad a5 can be imagined in z highly
organized and compartmentalized society. There are very few things that 2 public
funding agency serfously wants to do for which a pubikc service rationale cannot be
found, All cliims, until proven otherwise, are legitimate, If Syracuse, why not
Bedfard-Stuyvesant? if the Metropolitan Museunt, why nat the Earth Feople's Park?
If Lincoln Center, why not the Videofreex? The potentlal mnge of activity
enortnously enlatges itself. The imagination of the potential donar is liberated by
the assumption that hie gift bas been, in effect, validated in advance by its political
referrent. Contrary to what one right expect, therefore, the public-service recuire-
ment has the oppesite of a restricting effect on initiztive and innovation,

The second paradox is that the public funding agency can, if it has the willing-
nass and fortitude, take a strong position on the side of quality. The claims of svery
supplicant for funds are plainly not equal, nor do all of them equally zdvance those
gaals for which the political process has made the funds available — a proposition
quick o be understood and accepted by the political mind. From many other
analogies politicians readily appreciate that the pie must somehow be divided in a
way whick czn be described beforehand and explained afterward. An easy out is to
fall back on guotas and formulzs, and in numeroys fields = of which education is
the most notable — this is the pattern which atl-tpa-much government support has
previously followed. But the fields to which public funding agencies contribute are
new enough governmentaily, and have themselves a strong encugh tradition of
guality control, so that there the issue is still open. It Is vulnerable to chzllsnge {a
point to which we shall return), but it js not foreclosed,

A thing paradox is that government funding has proved to be more ready, if not
yet whelly able, to tke on a problem that private giving has been either
refuctant — or, as @ matter of principle, urmwilling — to engage: that of outright,
lonz-term subsidy. The ideal of public service requires, among other things, thzt the
reeds of the supported organizations be deflned 2t Iwasi to some degree a5 the
organizations themselves define them. Their priorlties must be taken serlously, and
it has proved uoseful on occaston for thety to play a part in framing whatever
published criteria and guidelines the agency employs, High on the list any organiza-
tion would write s the need for basic operating funds, and a familiar criticism of
private giving over the years has been that it tends to focus on projects and isolable
programs to the exclusion of the dreary, day-to-day demands which sat ap income
and bwild up deficits. To this complaint, at long fast, the public funding agencies
have jn recent vears begun to address themselves.
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Finally, v the very virtue of their being “public,” the public funding agencies
are embeddad In a complex system of Interactions with thair secial, economic, and
political environment which are consirictive in principle but often suppartive in
practice. That the agencies are not whelly independent, that they cannot agt
arbitrarily, that In fact they can scarcely function zt all apart from their dense and
nutritive context - these are sources of strength. The wery existence of a public
funding agency represents 2 high degree of commitment on the part of the soclety
which sets it up, and this forms a reservoir of confidence and good will which can
be drawn on, when necessary, to vilidate both purpesess and performance. By the
same token, of course, i the system i5 not responsive and fully depleyed, no
amount of merit or energy on the part of the xgency alone will avail. if the several
glements that make yp the systemn are out of balance, no amount of protecting one
from znother — of attempting o purify the process, so o speak, by deflecting the
forces which come to bear on it — will salvage the geal of wise funding decisions.
The agency icself cannot be made more effective, or safer from abuse, by isolating
it. Malfunctions in the system come azbout when one of the component parts fails
to perform its function, performs it badly, or seeks to perform it in such 2 way as
to dominate or neutralize the athers.

Reducsd to brief outling, a characteristic pattern would be somewhat as follows,
The owerall size and shape, the matrix, of the publiz furding agency’s operation will
be determined by its sponsoring political entities, both executive and legislative,
who will make funds available, together with some statement as bo how they ae to
be spent. A mare detailed spending program will have heen prepared by the agency,
both staff and gowerning board, often subject to review and approval by the
executive or legislative. Specific funding recommendations wili be generated by the
ggency staff, which will have assembled information about the field involved and
analysed requests or zpplications from those desiring funds. The gquestion of
merit — sciantific, scholarly, or ardsivdc — will be passed on by 2 panel of profes-
sional advisers, comvened for the purpose. Their recommerdations combined with
those of the staff will go to a governing board, council, or commission for final
ratification. Funds will then move to the constfiiuency to be served, to provide
those services 1o the public for which the agency was created,

Thus far, and so baldly stated, there is little contrast here to procedures that
have prevailed in private giving for a long time. The woial number of efements in the
system is five, and one may visualize them in a rough-andready sequence according
to a hypothetical progresslon of control over the funds. The decision-palnt rmoves
from political matrix to agency staff to professional advisers to governing board to
constituensy. Bul the distinctive feature, and it makes a vital difference, & that the
sequence returns on itself, for it is the constituency that continually creatss and
recreates the puilr.icail matrix. Only If the constitUency Is large and vocal will tha
votes be there. This s the most fundamental, and also the mast formidable, of the
interactions arong the five elements, since it links the two most powerful in a bond
full of possibilities for achievement and disaster,

It is not invariably recessary for 3 public funding agency 1o be structurally a part
of government in order to behave in the manner described. Many variations are
possible in which the agency, while retaining considerable independence, becomes
the designated or chartered instrument of its parallel governmental entity. In the
coltural field, for example, a number of county governmments have made substantial
funds available to county arts councils or cultural assoclations, with the acknow(-
pdged purpuse of removing the burden of decision from government and placing 1t
in the hards of a body regarded by the public as competent. A similar purposs
underlies the creation of “'districts” or “authorities,”"” which seem particularly
appropriate when they handle a sequestered fraction of tax revenues, as in the case
of the 5t. Louls Mussum, which receives city and county funds from something
called the Metropolitan Zoological Park and Museum District, which itself receives
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nine cents on every one hundred dollars of assessed property evaluation. {| am
seiting aside the conceivable eventuality of a cultural authority having bonding
powers, in order to fund capltal expanditures, though in some guarters this is
thought to be badly needed.) What will be described below is, therefore, less in the
way of any universzl rule than of a model or type-case situation through which the
strengths and weaknesses of the public funding agency as a phenomenon can be
evoied.

| use the word “matrix'" in respect to the political companent because it seems
te describe best the formative and shaping character of polltical actions. What the
agency sces itself surrounded by 1s not so much 2 legal and organlzational frame-
work as tha sum 1otal of a series of decisions and votes which have their own Fluid
and continuous life. They do not rest fong in one place and they do not ceass, but
their cumulative impact is always present and forcefully felt. From the agency's
point of view one of the worst aspecis of the politfcal process is this ongoing
cornmitment of the prolongation of issues, this instinctive abharence of any resolu-
tien which makes further political action at a later date unnecessary. Perhaps this is
the inevitable reaction of the professional who comes tp government as i hired
hand. After a lifetitne spent in the role, George Kennan could oniy say: "Where
others saw a stage on which momentous issues were being dramatically resalved, |
caw only a sordid, never-ending DonnybrooX zmong pampered and inflated
egas . . . [(Memoirs: 1950-7963 (19721, p. 322

The initiative behind 2 public funding agency will normally come from the
execitive, though thic is not invariable or prerequisite. If the constituency s mastive
and loud enough, the agency and its cause will acquire one or more champions in
the legislative, who will stand up for ks interest and organize the defense of its
budget. Politlcally speaking, this & normzi and well-Understood behavior, in no way
resented by other paoliticians who are engaged in doing the same thing with other
isspes and are grateful to have a colleagoe o wm to when isyes concerning the
agency come up. The legislator must be willing, on the other hand, to be persomally
identified with the agency's purposes, which is not true of the executive, who need
only regard theose purposes as polickcally defensible or at least expedient and make
his endorsement known. An extreme view is embodied in Meckscher's Law {ramed
after its inventor, August Heckscher, Commissioner of Parks, Recreation, amd
Cultural Affairs, New York, 1962-73} which hoids that culture always prospers all
the more under statesmen who pever hezrd of it before assuming office.

The actions of both the executive and legislative are descriptive rather than
prescriptive. The formative function is reost legitimate and efficient when it restricts
itself 1o controlling the size and seape of the agency’s operation and to setting forth
in only geperal terms its objectives and the criterfa it should use. {egisfation that
attempts to construct or prescribe the machinery of implemencation infringes on the
functions of other component parts of the system, and forces them inta imbalance,
The phrase “legislative intent” refleces the valid notion thac [aws passed Tor a
specific purpose need mot encode and program every device Tor putting themselves
into effect; what matters is that the purpose be clearly expressed, Well-dratted
legislation leaves no doubt in the minds of the executive as o what is intended 1o
be emecuted, and i can have grear usefulness and value. In the fdeal legislative
process, the intentions of the executive angd the doubts and reservations of the
legislative will have been hammered inte some kind of compromisa, which will have
the authority and persuasiveness natural to metal capable of srviving such
tempering, The mzndate of a public funding agency can hawve force in proportion o
the intensity of the Fires in which it is forged.

It goes withaut saying that a precondition of favorablke action on public funding
Is that its purposs shzll hazve been recognized as politically compelliing, preferably on
4 nanpartisan basls, as most aften has been the case with funding for the ans or
sclentific research, Doubtless there 5 2n aspect of fashion here; afier Sputnile, higher
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education coukd do no wrong (less so now), and within the past five years the arts
have enjoved rapid escalation {less so now). But the absence of partisanship has
been a hopeful omen, and will probably remain so as long as public desire for the
services being funded continues at its present level and continues o express itself.
For the long haul, direct opposition seems likely to come mainly from those who
believe public funding of all kinds to b2 excessive, or during those periods when
high taxation and budget reduction become vielent political issues. In normal times
the most immediate question will be that of who gets the credit.

Cuantity is apother maner. it will e debaved out of all proportion 1o its
importance, ar of any refatfonship between the debate and its ultimate outcome.
The periodical renewal of the funding has the effect of making it permanently
discussable. Like all pelitical budger contests this is an exercise in pressure and
counter-pressura. Knowledge of the actual need may be quite extensive in the
consttuency, the agency staff, or budget professionzls jn the gxecotive branch sznd
in the legislative committee staffs, but the final figure will be less affected by all
their axpertise together than by the forcefulness of the exectitive and the sansitivity
of the legislative 1o public interest and involvement. Mot that this ks scandalous or
necessarity deplorable, since it often produces the required resufts, but it does turn
back upon the funding agency — its staff and its board — an obligation not only to
ke poflitically active and resourceful, but to do all they can of the large-scale
budgsting, the cost accounting of long-term goals, which the political pracess,
unzided, cannot aspire 1w perform.

The ritual of pericdic reaffirmation requires that there be, at each new funding
cycle, a public souggle in which the agency measures itself ageinst other
departments of government and their compatitive calls upon the public purse. The
annual {or whatever) budget battle is the largest fact in the life of the agency
administrater. For more than half, or even as much as three quarters, of his year to
ke consumed by it would not be exceptional. Hawving pasuaded the executive to
endorse its budget request, which is the first task, the agency must then
moblilfze — without appearing o do 50, since this would presumably  be illegal — all
the power of its constituency to influence the legislative, Letters must be written,
telegrams sent, phone calls made, interviews requested and conducted — literally by
the tens of thousands in a state the size of New York. And all this sirenucus,
time-cansuming expenditure of effort has only what might be called a negative-posi-
tive effect; that is, for the effort to be there is of no great consequence, but for jt
rof 1 be there is fatal,

The expression of public opinion has the effect on politicians of enabling them
to consider a proposal on its merits. As long as no one is for it, they cannot
possibly be for it; but as soon as enowgh strong voices have spoken in jts defense
they can safely begin to think about it dispassionately. Setting rhetoric aside, their
acoual concern is also less likely 1o be about the toral sum than about the manner
in which it is spent They will want to know that it is prudently administered, They
will want to know that it i not merely stimulating increased need which they will
then be asked to meet next year. In the case of the public funding agencfes most
especially, they will want o know that government money fs not going 1o have the
effect of drying wp the previous Mow of funds from the private sector. In New York
State thiz toncern produced a so-called “maintenance of effort” clause in the annual
appropriation act for the aris, requiring evidence that state funding would not
“substitute for or replace” that from "pustomary’ non-state sources — wording
which the state arts council staff managed to have modiffed [nte a far more mild
and flexible form than many legistators wished (and in this, a slgniffcant indication
of their attitude),

Pallticians have constituents, and constliuents ate known to exert themselves an
their own behalf, with the resilt that both legislators and execyuiive may be tempted
to intervene with the agercy in order to increase their own aura of power and
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competence. Since the greatest fears of abuse attach to this dznger of improper
influence on specific funding decisions, it i$ well o note that in contemporary
experience examples of it are uysually rere or minor emough 10 be tolerated,
Firmress on tha part of the govemi fg board and vigilance on the part of the
constituency are the only ultimate safeguards, though there are elements in the
normal politicat make-up that can serve as reinforcement. First of all, the politician
is far more interested in the appearance of administrative supervision than in its
realiry, Administration is not his native province, not is it to his advantage to gather
unto himself any mors decislons — with their invariable consequence of offending
wmebody — than he can conveniently avold. The reputation of being a pipsline 1o
decision is not one he craves, since pipelines are difficult to tum off. In the
presence of a constituent he may storm and bluster, but in private he may fust as
well be sympathetic and understanding akout the agency's dilemmz, since it is so
iike his own. The time when he Ts serious, and must be taken sericusly, is when he
speaks for his district, Far more common than fndividual interventions are reminders
of the agency's responsibility to a particular section, often gropraphic, of its con-
stituency. Such pressure as this is not only legitimate but often he{pfui since it can
serve to counter-balance other pressures and to illuminate the agency™s routines in a
legislative context.

Cne other, and by no means negligible, function of the political entities is 1o
make or 1o approve appointmants to the agency governing board and staff. As for
the latter, it is essential that both the executive and the legislative rafrain from
using public funding agencies as duraping grounds for political job-placement; the
principle of professipnalissn must be accepted at the outset and vigorously
maintaired, on the grounds that its sacrifice is a potential source of embarrassnent
more serious in the long run tharn any short-run loss in patronage. Since most public
funding agencies are engaged in fields where professionallsm is obylously afled for,
there should be no hesitation in asserting this principle. Here the many precedents
in government for precise job definltion will stand the agency In good stead, and
the worst inroads of civil service can be resisted as fong as genuine professionalism is
oppassd 1o them. To be sure there is a hazard in that exempting a job from civil
seryice, and oponing it o quality judgment, also opens it to political appointment,
and it is for this reason that the political commivnent 1 professionglism must be
tdeep and enduring.

As for appolntments o the governing board, the executive {who normally makes
them, with legisiative approval) must understand that their quality is one of the
ornaments, or even rore visible defecis, of hls administration. Appointments to a
board are a tangible sxpression of policy, and an opportunity of assurance to the
executive’s constituency that he has [ts intzrests at heart. IF he wishes 1o make the
agency's sonstituency his own, this is his best chance to do so, His task, simply put,
is to find appointees who are acceplable both 1o the legislative arm and o the
agency's sonstituency. He should use the agency staff to inform him of how given
individuwals stand in the constituency’s estimation, and if he is wise he will now and
then defer ta the staff™s opinicn, singe doing so will gain him ¢redit at litile cost.

The importance of the governing board varies directly with its perception of that
importance, and it is For this reason that the methad of selecting members takes on
sich weight. In most instances they will be defined as citizens distinguished for
their achievement o interest in the area with which the agency is concerned, and
they must indesd perceive themselves as distinguished, jnasmuch zs their duty is to
take ultimate responsibility for the agency’s actions. They must be prepared to
stard as @ barrier between the agency's decision-making progess and al! forms of
interference or attack. If they zre not prepared to do o, everything eise is in danger
of coming unstuck. Matters of dignity and self-esteem, which might otherwise seem
trivial, become meaninzful in this context, sinte the routine work of governing
boards can be defined as whatcver they conslder necessary to verify ta their own
satisfaction that the decision-making process 5 one they can properly defend. A
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board member who takes everything on trust znd another who wants to strutinize
every decision are thus presumptively of equal vablue

A shortage of pocd trustees is universz! fn the nonprofit sector, but in searching
for them the public funding agency has cne advantage in that wealth or a gift for
fund raising are not among the requirements, with the money coming from
elsewhere, Other qualifications are wvery similar, foremost among them the
akility — more rare than one might imagine — to think and act comfortzbly in the
zrea where policy and specific decisions meet. Intelligent trusteeship calls for an
extraordinarily delicate combination of forcefllness and restraint it is the ability to
direct without meddling, to hold a firm but easy hand on the refn OF thelr nature
boards are schizophrenic, and ocecillate between intense concentration on individual
items and general complaints about not having enough time for high-level policy.
Acceptance of the pulland-tug between these polar opposites is fundamental to
effective performance as a board member.

A signal disadvantage of public-agency boands is that thefr members are of
necessity political appointees. Ta suppose that an executive, under the wusual
requirement of legislative concumence, will make appointments to a presurtably
prestigious board without taking political considerations inte zccount is unrealistic.
Since one of the functions of the board Is to inspire legislative confidence and
approval for its appropriation, for it to be wholly unpolitical might just as well
mean being wholly ineffective. At a very minimum the board will be “political™
yis-d-vfs the internal politics of its constituency, But every effort must nonetheless
be made to instre that the board as such does not become 2 pardsan body. Ohce
agzin the nonprofit sector has an advantage it can exploit in the candidates for
appointment who can be found among the fmpeccably distinguished, but politically
reutral, members of the professioral guild in the agency’s fleld. The presence of
artists on a bozrd concerned with the arts is no guarantee of eliminating politics,
but they de serve to anchor it in some other reality — that is, the reakity with which
the board is presuming to deal. Another advantage lies in the fact that local
communities frequently have so few citizens who take an active interest in politics
and the nonprofit sector that they turn out, in effect, to be the same people; they
will zlready have made the accommodation which board membership asks of them.
Fut another way, thers are at least bwe sgurces of independent-minded persons
which ¢an be relied cn to continue producing them,

Once appoimed, however, board members must rise above the reasons for their
appointment. They must be representative, but they must not act in the capacity of
representatives. The board overall will inevitably be a “balanced™ ticket, in the sense
that it must demenstrate to the casual observer an earnest effort o take accoumt of
the maior elements in the agency's constitvency and the commeunbty at large. But
board members once in office and in action must be willing 1o set aside, or even
disown, their parochial origins fn order to speak and vote on behalf of 3 more
largely defined public interest, which they alone now embody. Boards of public
fundlng agencies are in fact one of the few places where the publlc interest as
purely defined can take on body and substance, and routfnely become z serious
factor in deckion making

Since they were chosen becausa they were “interested"' citizens in the first place,
baard members will continually be open to criticism for conflict of interest. This is
a chronic affliction and will rcur In connection with the agency staff and their
professional advisers; it i in the nature of the system jiself. Complete impartiality
can be purchased only at the price of ignorance. Part of the difficulty is that
confiice of interest, as an idea, arises from the law, with its adversary procedures,
where conflict is 2 meaningful candition. Governmental standards of ethical conduct
derivegd from the law, In order o be workakle, are necessarily so vague that tha
entire subject becomes a cloudy one, in which appearance matters almost as much
as rezlity, To seem to have z ¢onflict is ‘as bad as having one. Under the circum-
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stances it is imposiible to avoid having board members who are connected one way
or another with organizations the zgency will wish 1o fund. The only solution is
to acknowledge this apenly and invoke the usual “foundation” rule of removing the
individual fram the discussion of any organization with whick he is asseciated, In
the long run, board members can disarm such criticism only by scrupulous restraint
on their own part and demonstrably fair amd judicicus performance on the part of
the board. The greater the degree to which the board learns to work together as a
unit, the greater its immunity to conflict-of-interest charges and the grearer the
;uhﬂ:nm:;y with which it will speak. This power cannot be conferced; it has 10 be
ieved.

The relationship of the board to the agency staff will be the problematical hut
necessary one which, unto etemity, 2l organizations have had with their boards of
directors It s never perfect, and what it chiefly calls for is 8 mutual acceptance of
the imperfect rolkes to be played. The staff sarves the board, but [t must do mame
than merely implement; it must serve thoughtfully. Agency st=ff members should
have, first of all, 3 psycholegical or career commitment not o government but to
the subject matter with which the zgency deals. Insofar as possible they should be
professionals from the field involved, especially in the middle range of sizff where
the field covered by one person may narrow to a specific discipline. A career
background [n government alone is unsuitable, if only because it may provoke
aceusations of bureaucratic thinking even where they are not deserved. The sftuation
fs glassicaily suited to what has been called the "in-andeauter™ in government, the
person who consciously constructs 3 career pattern on the assumption thar public
service will from time to time form a logical part of it.

The virtue of being a professional is being able to deal with other professionals as
an equal, with the object of establishing trust. For 2 major porticn of the agency™s
stzff time will be spent dealing with the constituency, and most directiy with the
constituency's professional guild. People who permit themseives to be assessed, as
amy supplicant for furds must do, wish to be assured that they zre beimg assessed
by equals, or alse the relationship betwten the two will fester. While it is probzbly
asking too much for agency staff members to equal their fellow professionals in
performance, they can at least be equal w them in their commitment 10 profes-
sionalism. At the same time they should not be professionals manguds, trying to
realize frustrated ambitions by over-influencing or over-directing the organizations
which they fund. Professicnalism has a concealed double sdge, in thar the more
“professionai”™ the agency staff hecomes, the more harsh and incisive may be jis
fudgments, and the more unpatatabie to those belng judged,

For the public funding agency, unlike most of government, is still expected to
respond to its publfc personally and politely. Where these high expectations come
from, or whether they are pustified, fc unimportant alongside the fact that they
exist; they are 2 compliment to the agency, by implication, but they present it with
certain staffing requirements which are not easy o satisfy., For zgency staff
members a saint-like patience and equanimity are useful acrributes, it not essentizl
anes, i view of the prevalent belief among some applicants that the best way 1o get
monay out of government 1s to be obnoxious. They should al:o have, in full,
immunity to the ego-inflation which sometimes accompanles presumed control over
large sums of money, And they must, lastly, have it fixed firmiy in their heads that
asking for money is a demeaning experience for most people, and that the state of
mind of the supplicant can easily be abused and abraded, however unintentially,
unless herpi; doses of tact and sympathy are applied. The vocation of public
philanthropy has as its first commandment, put yoursslf in the other person's place,
and stay thers.

The work of the agency staff is mainly analvtical; in close contact with the
organizations to be funded, agency staff members develop the information on which
svaluative judgments of the organization can be based, and they refine those
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judgments into preliminary foerm which may well, If unchallenged during further
review, become the flnal form. It is very difficult for them not to conclude that
they are in fact making the final judgments, since this s so often the case, and it is to
reming them of their coordinate and cooperative position that adyisory panels and the
zgency board exist. The staff's prerogative is to make the first move. They must be
able to arive at thoughtful perceptions based on a reafistic concept of need — that
is, to reach a sharp and dispassionate overview of an orgenization’s performance
measured against its potential, its audience, its socio-economic context, its positon
in the heirarchy of [s kind, and so forth. in dhe present generation most practitioners
have acguired these s=kilk through on-thejob trafning, singe formal academic
programs in nonprofit administration are few and recent in origin. Therc are
benefits in this pragmatic approach; experfence which includes #ite visits and
face-to-face contact with the organizations continues to be not only the best
training but the best practice.

In the course of tirme the staff will become a principal repository of knowledge
about the area with which the agency is concerped. Its central position, combined
with its own information-gathering imperatives, give it a unique command over its
subject matter. In some instances |t may be able to spare the resources for direct
commissioning of research, and its operative needs for research - both in long-range
planning and in mzking its case pelitically -—are greater than those of private
foundations. But mast of its empirical expertise is unlikely to be formalized and
will more often simply accumulate in the minds of staff members, who in any event
are oo busy to do anything else with it. Pragmatism does have limits, and the
nanprofit ssctor is notorious for its lack of conceptual thinking. The entrance of
the arts into the arena of public policy, to the extent that it has even been naticed,
has virtually besn unzccompanied by thoughtful discussion and debate as to what
thiz development implles. How many symphony orchestras does a given area need in
proportion to what it can afford? Can an art form become econgmically obsclete
and nonethelgss be worth saving artificially? These and others like them are
questions that agency staéfs must confront daily, and for which they must seek
workable solutions without whatever reinforcement a theorstical framework might
giva them. In order to function at its full capability, thereforz, the agency staff
must become something of a seminar on the subject of ity own operation. It must
be a thinking entity; it must originzte the ideas which fuel and ererglze its board.

Prafessicnal panels serve a duaf function. Primarily they are the recognized
arbiters on guestions of quality and professionallsm. They take the information
provided by the agency staff and subject it to scrutiny of their own viewpoint as
active practitioners; they come in directly from the figld, with some of its dirg stil!
under their fingernails. Their perspective i5 invaluable and their judgments have
implicit authority. But they are also a highly useful information link betwesn the
agency and the constituency, since it i from the constlituency'’s professional guild
that they will povmally be drawn. It is their opinion of the agency — its practices
and persannel — which the constitvency is most likely 1o trust.

The rulings of the professional panels have a salutary and astringent effect. They
serve the essential purpose of exorcizing any petential for wyranny on the part of
the agency staff, with whom they can be expected to disagres, provided the
governing board is informed of the disagreement and prepared 1o averrule both, if
necessary. Papels will sometimes feel resentment at being overruled; they come to
think of themselves as the voice of the only abstract and disimterested value system
in an otherwise skewed and distorted process. They must therefore be persuaded,
contrary 1o thelr instincis, that the validity and plausibitfty of the totzl systems
wolld be jeopardized if their deckions alone were invariably to prevail. Fanels have
a higher degree of epidermoid irritzbility than any other component af the system,
since they are self-defined as the most sensitive and vulnsrable. When their decisions
are reversad, they in thelr turn require 1o be assured that this was not for whimslcal
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or arbitrary reasens, since a lack of confidente on their part in the 1otal process
would quickly communicate itszlf to the constituency at largs.

Appointments to the panel can safely be made by the apency director on
recommendation of his staff, but membership must be rotated {three-year terms
with a third of the members being replaced each year s normal and workable}.
Rotation is essential to prevent the formation of cliques or the predominance of a
fimited viewpoint, but it is also more useful than might appear in maximizing the
nymber of persons whe have served on panels at ene Hme or another, since doing
=0 is a highly sducational experience in the difficulties and complexities of funding
declsions, and serves to educatz the constituency. The more sophisticeted the
panels, the more sophisticated the process. Pamels bave on occasion been anony-
mous, but increasingby the cuystom & bt let the membership be knowh, at the
very least after the funding cycle has been completed. In the name of participatory
democracy carrled fo excess, experiments have besn undertaken with panels whose
sessions are oppen to the public, though this example seems unwise to follow
generally, since it 0 seriously reduces the kevel of candor o be found in the most
productive panel discussions.

Most panels can be trusted to write their own rules and frame thelr own
procedures, though in the course of thinpgs they will be dependent on the review
and analysis conducted by the agency staff and its independent zuditors. Asave all
the panel must safeguard its own fntegrity. If the pinciple of confidentizlity s
adopted it should be strictly enforced, by snctions which may have te include
dismissal from the panel. Simadons implying confhict of interest are endemic to
panels, as they are to governing boards, and must be handled in the same way — by
recognizing the reality and removing the individuaf from the decision. Where panels
have a great and often either unused or misused opportunity is in the gray area
which borders on oversll agency policy, where a panel will be peculiarly sensitive to
changes in ¢limate or pricrity which take place from ong year to the next within its
area of special competence. Responsibility for any eventual change in agency
pricrities rests with its governing board, but from the panels can come fresh and
authentic advice which is well worth listening to. The parels are 2n intense focal
point where the needs of the constituency and of the politlcal matrix corverge.

The constituency in its turn s composed of three layers, roughly fn the form of
a pyramil. The top, and smallest, layer consists of the professiongl guild, or those
people who make their careers in the arez of the agency's interest or are directly
employed by the organizations the agency supports (I include in this group the
administrators and trustees of such organizations, since in most practical matters
their interests are the same], The second, and much larger, group i made up of
those who use or are affected by the services the organizations provide, which for
convenience can be called the audience. The third, and larger still, includes the
entire portion of the population that can be shown to hold a favorable view of the
agency's purposes, ¢ven though thoy do not avail themselves directly of the
organizations or their services. The total of the three groups forms what has been
described as a “favorably inclined cozlitien,”™ and iF its size is larger than haif of the
adult population, then a favorable situation for public funding can be said to exist.

For the constituency to make its [nfluence feit it must be organized, and here
the conventional struchure=s of citizens” groups, commitiees, and the like have
gencraily proved to be workable, They ars famifiar and well-understood devices and,
though many in the nanprofit sector are unaccustamed (o the amount of work and
group cohetion necessary to secure public funds, they have usually been guick to
learn. The citizens’ group will of course exercise itself in the narmal activities of
generating publicity, interviewing legislators, mounting letter and telsgram
campaigns, and so on, for all of which it 5 well suited, For the more precise and
functicnal side of working with government — for example, daily ¢onract with the
legistative process — It is less wall suited, and here it must enter into an intimate but
tactful partnership with the agency staff.
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Since the agency itself will most [ikely be forbidden by law to engage in
lobbying on its own behalf, great care must be given to avaid erossing the invisible
tut very real fine which separates what is technically iilegal but permissible from
what is not only illegal but definitely not permissible, The restriction on lobbying is
one of the classic contrasts between realicy and a necessary fiction in American life,
where any agency that does not keep an eye on its own Interests does not survive
for long and yet there must be limits put on the interventiens which can be
allowed. Lobbying is a full-time job, since very close attention must be paid o the
day-to-day changes in mood and the pattern of ewents, and the reaction must be
instantaneous. In the nonprofit sector, however, this necessity Is not always
recognized, both because there has been so little experience of it and beczuse the
expanse seems excessive, with. the result that much of the burden falis back on the
agency, Perhaps the only answer is to say that with prudence and good sense a
reascnable subdivision of labor can be found between the agency and jts citizens'
group.

The prime failing of citizens' groups is that they can all too easily fall into the
hands of those who have the time and resources to give them. There is no guarantee
of their being representative, no matter how vigorous an effort is made to sign up
names from all corners of the constituency. The letterhezd may look impressive, but
the actual direction may still reside with a simall minority. Few parts of the United
States, moreover, are immune o the metropelis-hinterland syndrome, which is a
buiit-in source of potential conflict between one part of the constituency and
another, In the metropolis there is a conviction, often well justified, that there only
doss guality reside amd are standards maintained. In the hinterland there i5 a
perennial sense of grievance waiting only 1o be detonated by some rezl or imagined
slight. Unless the conflicts between them are contained, they can result In fatzl
misadventures, the worst of all otcurring when ong part of the constituency begins
to lobby directly with the executive and the legislative on its own behalf. When the
constituvency becomes internally politicized it is in grave danger of fragmenting and
of losing that bulky and momolithic authority which criginaily cormmended it to
palitical attentian.

From the paint of view of those being funded there is 2 grezt deal o be said for
predictability. It requires a very sirong commitment on the side of the process of
value judgment to enjoy the consequences of that judgment when zpplied to
aneself, Many cultural organizations would prefer, as in sorme states {North Carcling,
for example} they are, 1o be line items in the state budget in their own right. In
other states some have so succeeded in imposing their will as o achieve similiar
rasults by different means; in Missouri about 70 percent of the state arts council
budget goes to iwo symphony orchestras. Yet the defects in such solutions seem to
me far to outweigh their few advantages. One argument against direct subsidy, and a
strong one, has always been thai it perpetuates an crganization without regard
to variations in  the gquality of its manzgement or delivery of service, where the
public funding agency can at Ieast point to such variations when they occur.
Moreover, when Increased funds are needed, it 18 far casier to mobillze public
opinien behind 2 broadly defined field of endeavor than behind a handful of
institutions, usually large ones, which have beards composed of people with private
means. Most important of gll, w strucre public funding so as ta favor a limited
group of recipients belies the presumpiion of secial purpose for which the funding
was undertaken; to do so cannot ke morally defended nor, over the long haul,
pofitically validared and incorperated inte an acceprable mix of governmental
cbligaticns.

There is no need to deny, even now, that the system of which the public funding
agency forms the cemerpiece is subject to a variety of stresses and strains, The
gystern B8 dynamic; its elements are in active response o one another, AL fimes it
a=ems almost as though feelings of dissatisfaction were an obligatory accompaniment
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12 its operation. Perhaps this is because public philanthropy is not very convinging
as philanthrapy. 1t does ot have the connctations and overtones of a gift but,
rather, tends to be thought of as a matter of due, almost of right. Since tax maney
derives from the people, there appears ta be nothing illogical about the people’s
getting it back. The organizations that receive public funding eventually come to
think of it as their money — as, in a very real sense, it is.

All of which increases the pressure 1y eliminate value judgment from the process
and replace it by formultas. Those who desire 10 do this can argue, quite plausibly,
that the sysiem 2s described in this paper is inherently unstable; and their very
argument, to be sure, Increases that Instability. In the fieid of arts funpding 2 number
of proposals have been made or adopted which, in pursuit of stability, have or
would have exactly the opposite affect. In California 2 proposal has been ghven
serious copsideration by the legislature top replace the direct funding crganizations
by “user-oriented” fumding, in which they would be paid only for the services
requested of them, in the form of tours, programs in the schools, and the like. The
meastre of quality would be sacrificed in favor of what would be, in effect, a
popularity contest; and the organizations themselves would be forced into divisive
and destructive competition. In New York the legisizture has imposed on the state
arts council a regufrement that at least half of its total grants funds go to so-called
, Vprimary” organizations, and that “arts services” be distributed througheut the state

on 2 basis of seventy-five cents per capita per county, while at the same time the
mandats for guality fudgment was not altersd. The zttempt to camply with this
bizarre piece of legislation — that i5, to make over Tourteen hundred funding
decisions oh the basis of merlt and non-merit simultanecusly — natumelly proved to
be an administrative nightmare.

What happened in Mew York State is an archetypical example of the internal
politicization of the constituency and its unhappy consequences. Pressure for the 50
percant  allocation o 'primary”  organizations came nitllly from the major
institutions, many of them located In New York City, which felt they were being
unfairly treated and so informed the povermor. He adopted their propesal in his
exccutive budget, only o have it thrown out by the lsgislature, which recognized it
for the specialinterest measure it was. The following year, however, pressure for the
per capitd provision came from the upstate legislators, who had been persuaded that
upstate institutions werg being unfairty discriminated against in favor of Mew York
City. The cambination of the two pressures constituted a tradeoff and was therefore
acceptable, if nat zttractive, poiitically. Once the game had begun, and peaple could
see it being played, open sezson was declared on the arts council budget. The year
after, the tﬁwr year, amounts in the hundreds of thousands of dollars were
sequestered from the council by the legislature for specific purposes, in one case for
a “'bicenicnnial barge" o ply the waterways of the state during 1976, In another for
the operating expenses of Artpark, a performing-arcs facility owned by the state and
operated by the Department of Parks and Recreation, Whether this process of
mibbling to death can now be halted or reversed remains, at present writing, an open
Cestion,

The pressures for routine and regularization zlso increass in proportion 1o the
amount of funds made availzble, not for named pragrams but for basic suppert. The
trend in this direction has been without guestion the most significant development
in government funding for the arts in the United States in recent years. Looking
back, it i5 easy enough now to see that the turning point came in 1970, when in
January of that year the council of the National Endowment for the Arts vated to
drop a previows resiriction limiting its funding to the "mew and innovative,” and
agreed to consider the "on-going of improved,” a euphemism for day-to-day
operations. That same year the budpet of the Mew York State Council an the Arts
was increased from $2.3 million 1o $20.5 million {an amount then larger than the
federal appropriation for the entire tountry), in an effort to save from imminent
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collapse the several hundred cultueal institutions concentrated in Mew York State.
Overnight the state funding became vital to their existence. It has continued fwith
fluctuations) and now stands at $34.1 million, In 1974, for the first time, the New
York State Legislature permitted the words “‘basic support” to appear in the
appropriation act, and the council was able to aflocate funds consciously and openly
for that purpose. In 1975, for the first time, the Mational Endowment made a
major grant {$1 million, over two years, to the Metropolitan Opera) withouwt
designation as to purpase, for basic support

Whatever else one says of this state of affairs, it is certainly in sharp contrast to
the conditien hitherto faced by private phitanthropy, Never before had there been
such a widespread and legitimate sxpectation of sustained funding from a source 10
which public pressure could be applied & the funds were not forthcoming. Many
thoughtful custodizns of the privete purse had wisely feared the arcival of this day,
when the leverage characteristic of private giving would be imperiled because decisions
were no longer free and judicious. The reluctance of foundations and individuaf
donors to become Involved In ongoing support had all along a solid basis in
psychological and economic fact; it b dangerous termain to enter. But it ¢an no
longer te avoided; the crisis in the nonprofit sector is too severe. The road (o 3
fong-term  balanced pattern of support leads through a partnership in which
government, private donors, and (someday, with great gnod fortune) business
corporations will play interrelated roles. It would not be impraper 1o expect that z
good portion of the sustaining role might be borne by government, should the
nature and limitaticns of that obligation ever be carefully encuph defined.
Experience to date has indicated that this can be done, but only if the equilibrium
of forces implied by the model and type-case system of interlocked elements is
preserved.

P trust this account has made clear how closely the five components of the
system da interconnect, A network of strucwral angd functional relationships ties
thermn together; countless filaments of working needs and dally contacts weave back
and forth between them, It should alse be clear that the components have the
capability of correcting one anather; each s watched and can potentially be
restrained by one or more of the others. But it f only 2 capability. Though the
interests necessary to a balanced performance are all represenced, they will be
effective anly if someone asserts them. This is {0 say po more thar that the public
funding agency, as it has thus far emerged, is a live Institution, not yet permanently
frozen into formulas and rigiditles. IF it works, at this stage in its development, it
works because people mzke it work,






PRIVATE FOUNDATIONS AND THE 1969 TAX REFORM ACT

Chairman and 51aff, Counci! on Foundations, Inc.

Introduction

This report seeks 1o present a succinct, factual account of the role and
significance of America's philanthropic foundations. Particular attention is directed
to the effects of the Tax Reform Act of 1959 on these organizations, Two sets of
recommerdations are offersd: one involves action by foundations themselves and the
ather involves povernment policy and changes in the law.

The term “foundation’ is mot precise, even apart from uses having nothing ta do
with philanthrepy, We are mainly concerned here with those instiutions that ynder
the 19689 Tax Reform Act are classed as “private foundacions' as distinct from
other charltable orgarizations. This distinction is based not oh purpases which must
in all cases conform to the public interest,! but rests primarily on the extent to
which a single donor, or family, or company has provided an organization's basic
financial support. Moreover, Under current law, private foundations are defined only
by exclusion. They are the charitable organizations remaining after variows
groups — churches, schools, haospitals, governmental units, publiciy supported
organizations and their affiliates — have been filtered out. We shall also, therefore,
rely on F. Emerson Andrews’ more direct and commonly accepted definition —
namely, "a nongovernmental, nonprofit organization, with funds and program
managed by its own trustees or directors, and established to maintain or aid
soclal, educational, charitable, religious, or other activities =erving the common
welfare, "2

The Council on Foundations, whose officers bave conducted this study and
prepared this report, I an association of some 775 foundations, mainly of the
endowed and grartt-tnaking types, Its members are sitvated in all parts of the United
States, inciude both small and large foundations, and currentdy administer over 65
percent of all estimated foundation assets in the Unbeed States. The council
functions under an elected board of directors broadly representative of the founda-
tion field but also including nine public members. The council’s chief purpose is to
advance effective and responsible practice threughout the foundation fisld.

I
GENERAL BACKGHROUND AND RATIONALE

Brief History

The origins of charitable foundations extend far back bevond the Christian era,
and at lezst partial analogues are to be found in many civilizations besicdes our own
The philanthropke impulse, which is thelr vltimate source, seems to be both age-old
and world-wide. |n the Anglo-Saxon world the status of foundations and other
charitable endowments as legal entities enjoying certain privileges and a standing
distinct from that of their donors s anchored in the Common Law. As reflected in
both state and federal statutes, it continaes to have that underpinning in the United
States, even as it also does in England,?

The emergence of the medern American foundation as an instrument for searching
and systematic grant making dates from the post-Civil War period. Major founda-
tions were established coincident with the birth and growth of great fortones in lats
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ningteenth and early rwenticth century America and well before any significant tax
advantages for their donors were imolved.* Simultanecysly, under the leadership of
men like Andrew Camegic and John D, Rockefeller, foundation philanthropy came
increasingly to seek to identify and deal with the causes, as distinct from the
sympioms, of human misery and deprivation; it sought, that is, to turn the weapons
of systematic investigation, experimentation, and research to the attack on many
dirfarent kKinds of human nead =

Until! World War 11 the number of known endowed, grant-making foundations n
the United States was not large. In the period 1940 1o 1969, however, a prolifera-
tion eceurred under a combination of favorable economic conditlons and strong tax
incentives o charitable giving. Thus of the 5,454 foundations listed in edition 4 af
the Foundation Directory (1971), 90 percent were seb up after 1949, but that
explasive growth was primarily in foundations that are small In size® Among
foundations with mssets of over $10 million as of 196859, % percent were
established before 1920 and a total of 38 percent before 1940 whlle of those with
under $1 million in assets anly 1 percent were st up before 1930 and only 4 percent
before 1940, (See Chart A-1 and Table A-1, Appendix A

With the proliferation of faundanoﬂs there unfortunately came abuses.
Investigations in the 1960 revealed that some ; persons hzd set up foundations more
for personal advantage than for public bepefit.’ Some, it was found, were benefiting
friends and relatives; athers were being used 0 maintain control of companies; some
were hoarding assets and making zlmost no retuen to charity; and in 2 few damaging
instznces ft appeared that foundation grants had been made to advance partisan
palitical interests.

Such evidence as is avzilable appears io indicaiz that these abuses and (ndiscre-
tions were nol widespread, and most of them could have bBeen alimfnated by
vigorous enforcement of existing law. Nevertheless, they were sufficient in the tax
reform climate of the late 19605 o cloud the reputation of the foundacion field
generally and to trigger the passage of stringent legislation affecting all private
foundztions. This legislation and its effecrs are the principal subject of Chaprer 1)1
of this report.

Foundations had from time to time been under attal:k from various quarters and
for various conflicting reasons iong before the 1960s.® Not were the abuses and
indiscretions cited above by any means the sale groupds of the congressional attack
experienced by foundations in 1269, There was an accumulation of other influences
and pressures.

From a “conservative’ perspective, foundations were too much engaged in soctal
change — in the support of socizl science research, far example, and voter registra-
tion among minority groups. From a “lberal™ perspective, conversely, foundations
remained on the whele too wedded to the stgtus guo; both their will and their
efflcacy in contributing o reeded soclal changes wers questioned,

SimuMancously, populist suspicions of concentrations of waalth “extracted 2t the
expense of workingmen and consumers” were rampant, coupled with similar
suspicions of intellectuals and experts. Rekindled in significant degree by Gowerncr
George Wallace, these hostilities were reflected by influential members of Congress
from both mapyr political parties in the hearings and debates leading up w the
passage of the 1969 Tax Reform Act.

Meznwhile, the needs and aspirations of a growing America for mare and better
cducation, health care, and other social services had combined to generale lzres
federal spending programs fn those areas and to put shormous prassures oh the tax
systern. Would it not be better, some asked, For government agencies 1o take over
these services entirely? And In these clreumstancas, economic theorists and legislaters
alike were inevitably led to look to close off tax deductions, exemptions, and
credits where they couid. As it proved, those tax preferences enjoyed by foundations
and donors to foundations were the most vulnerable, More than any others, they
lacked organized constituencies.
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A further potent factor was 2 theory of taxation thar gaimed marked new
influgnce in the 19605, According to thls theory, all authorized exemptions and
deductions, including those for giving te charitable purposes, were held to he
govaernment expenditures — or, in effect, to represent government money. Charitable
ofganizations were thus more easily thought to be subject to eovernmental
determinations and controls.

In 1565 these influences, in various combinations, prompted many members of
Congress from both parties to question the tax incentives and the freedom of
decision about the disposition of wealth enjoyed previpusly by those who had
withed 1o establlsh foundzations, Alongside the instances of abuse, these mingled
doubts and pressures served 1o bring zbout the efsborate regulations and stringent
sanctions under which their trustees and managers must now conduct the affairs of
private foundations.

Rationale

Before moving on 0 the present dimensions of the foundation field and apparemt
effects of the 1969 legislation, i€ is important to recoghize something too often
overlooked by foundations themselves. In the 1969 Tax Reform Act, the Congress
gave renewed legislative endorsement to foundations as significant social instruments
entitled tw substantial 1ax privileges, even if not to all those previcusly enjoved, It is
zlso worth remembering that when the Senate considered a proposal W0 impose a
d0-year limit on the lives of private foundatlons it rejected the proposal by a very
[arge majority.

The continuation of tax benefits for foundations undoubtedly occurred for
reasons that reach below —or, at least, have proved i date sefficient to
countervail — the sorts of doubt angd criticism just discussed. Basically the reasons
lay in our country's long traditions of woluntarism and pluralism and in 2 persistent
sense of the worth and wvitality of these traditions in the minds of most Americans,

The latter is strongly reflected, for e¢xample, in a representative sample of
opinicn undertaken by The Gaflup Organization in 19722 This survey revealed that
71 percent of the American people believe that private giving to health agencies,
colleges, and agencies such as the United Way is as important or more mportant
todzy than in the past. A majgority, 52 percent, think such contributions are more
Important. Somewhat surprisingly perhaps, even highet proportions of those under
the age of 30 expressed affirmative views, As for foundatkons specifically, 64
percent of those polled regarded them favorably, and onfy 10 percent expressad
unfavorable attitudes, When the main new regulations governing private foundations
were explained, 73 percent thought them o be sufficient or excessive; only 6
percent thought additional restrictians to be desirable,

Indeed, foumiations can flourish only in societies in wiich personal freedom and
responsibility are valued and where private initiatives for the public good are
deemed 10 be important, aven iRtrinsic, social assets. At the root, the case for them
& that for private philanthropy in general. As expressed by Dr. Landrum R. Boliing,
;ht.;_ j;lstification of foundations and philanthropy alike rests furdamantally on three

eliefs:

1. The importance of encouriaging yvoluntarism in the satisfying of social needs,
of maintaining the human, empathetic feeling of personal responsibility in the face
of social needs.

2. The wisdom of decentralization, down to the local grass roots, of some
portion of the tasks of providing our educational, cultyral, charitable services.
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3. The usefulness of having available some alternatives to many Goveenment
services, cven when those Government services may be universally accepted as the
norm. 1o

Within philanthropy thus broadly conceived, foundations hawve the particular
charactetisite of serving a5 sources of available capital for the private philanthropic
service sector of our scciety In all its enge and variety. They thus help make
possible many usefu! public services that would in most cases otherwise have 1o be
provided by tax monies, They offer "the other doov on which to knock," withowt
which many wilunteer activities would pot be initiated and others couid not be
continued. They are there to respond to both new ldeas and <hifting socizl needs
with z freedom and flexibility that & rot common e or easy for government
agencies. Finally, as centers of independent thought and |udgment in their own right,
they help support freedom of thought, experimentztion, and honest criticism
directed 2t pressing needs of the society, including even the scrutiny and evaluaiion
of grvernmental programs and policies.

I
DMENSIONS OF THE FOUNDATION FIELL AND PROGRAM TRENDS

Types of Foumtations

In identifying a philanthropic foundation an organization’s name is often of little
value.'' And even among the genuine articles, there are enormous differences in
asset size, scope of interest, and moda of operations.

According to IRS classifications, there were about 30,000 "'private foundations”
in the United States as of Septembrer 30, 1974.'7 OFf these, about 1,100 were
operating foundations, that is, they were primarily involved in conducting programs
with their own persohnel or facilities, rather than by making grants to other
institvtions or agencies.'® Aimost 29,000 were classed a5 “private non-cperating
foundations.” This number includes, however, many imtitutions which are not
primarily grant-makers but are alsp not classified by the IRS as cperating founda-
tions.'? Based on examinatien of the 1271 and 1972 RS filss, The Foundatian
Center astimates that there are currently approximately 25,000 private foundations
with disaetionary grant-making powers. This estimate will be subject to revislon 3
the IRS applies its administrative regulations to a variety of nonprofit organizations.

Reference must be made at least jn passing to another very important type of
grant-mazking foundation. This is the community foundation or trust, of which there
are some 250, Collectively they administer over 31 billion in assets. A few = The
Cleveland Foundation, New Yeork Community Trust, and Chicago Community Trust
— each hald assets at or above the 3100 million level, Some 0 mainizin
endowments of more than $10 milllon, but most are far smalker. Communicy
foundations are characterized by multiple sources of funding, boards of direciors
selected ke reflect public interssts and concerns of ther communithes, and a local or
regional focus in their giving. Bectause of their seweral public characteristics,
community foundations are classified as “public charities™ under the 1969 act
(zlong with churches, colleges and universities, hospitals, and other *publicly
supparted"” organizations and affiliates of these groups) and accordingly are subject
to fewsr and different regulations than are the private foundations. In part because
of their favored tax status, the estimated assets of community {foundations grew by
30 percent in 1972 and another 10 percent in 1973.1% Much of this increase
appears to have come from the termination of private foundations.' S
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Since a separate report on community foundations has been submitted to the
Fiter Cammission,’ T this report will not be concernad with them as z separate type.
But it should be noted that in the choasing of charitable objectives, processing of
applications, and making of grants, the work of the community foundation and the
private foundation is often indistinguishable. For instance, many of the private
foundations confine their giving to the needs of their own regions and localities.

Among the private non-operating foundations a somewhat special class is formeed
by those established by corporations as a means of instituting and carrying out
syslematic programs of charitable giving. They are estimated by The Foundation
Center and The Conference Board to number about 1,500, of which only about 273
have assets of over $1 million. In the most recent {1973} Confercnce Board Siennfs!
Survey of Comporny Contributions, 58 percent of total corporate giving reportcd for
1972 was accounied for by company foundations, Fregquently, corporate giving
through the instrument of a foundation ot otherwise tends to relate to the needs of
communities where the company plants and employees are iocated. Few company
foundations have large endowments; most receive and distribute annual contribu-
tions from the parent company. Again, kowever, the welldun company foundation
faces much the same problems and works in much the same ways in determining
priorities, ih assessing zlternatives, and in making the choices that it hopes will do
the most good, as does any other wellrun grant-making foundation, But since
company foundations, too, are the subject of 3 separate report to the Commission,
in cannection with other forms of company contributions, they will not receive
further treatment here.'?

Azsets ard Their Distribution

The total holdings of the private grant-making foundations can only be
estimated, The nearly 25000 foundations an regord in The Foundation Center had
assets with a market value totalling about $31.5 billion in 1971 and early 1972, and
thes¢ rnumbers almost cortainly include most if not zll foundations with assets over
$1 million {Table A.5, Appendix A). 1t is probable that at the end of 1974 the
aszets of these 25000 foundations were down ar least 25 percent to 30 percent in
market value as against The Foundation Centst's figure.'?

The Foundation Center estimates that only about 2,500 grant-making founda-
tions have assets of over $1 million and that overall the distribution of assets to
nrmbers of foundztions is approximately as follows:

Assef Sfze Nuraber of Foundations
Linder $1 million 22,400
$1 - $5 millicn 1,699
£5 - $10 million 55
$10 - $25 million 265
£25 - £100 million 146
£ 100 million and up I8

Of the 22,4271 foundations in The Foundation Cenmr's databank for fiscal year
TO71 with assets under $1 million, more than balf had asseis of fess than $50.500.
bul mary of these were clearly passing through annual contribulions from donors
and others were apparently being phased out, as the recorded grants of this zroup
for the year lotalled $144 million while their tatal assets were anly $176 million
[Table A2, Appendix A). Average assets of foundationy helding assets under $1
million were $115,936, And this is the vast majority of the fiefd.

Tables A-3, A4, A.5 [Appendix AJ] show the geographic distribution in fiscal
year 1971 of foundations with agsets under $1 million, with assets over 1 million,
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and a composite of these two records®® Motable are the concentrations of both
numbers angd assets in the industrial regions of the Middle Atlantic states and the
East Morth Central states, but with very substantial representations also in the
South Atlantic, West South Central {especially Texas], Pacific, West Narth Central,
and Mew England regions.

A separate siudy of the gecgraphic distribution of the giving of the 50 largest
foundations in 197172 and alse of all foundation grants on record in The
Foundation Center for 1972 showed it to be in both cases widely spread through ali
parts of the country. But as might be ¢xp-ected it was considerably heavier o
institutions and agencies located in the nation's most heavily populated centers than

o those in less industrizlized areas?' Even so, it is clearly no longer proper — if it
e-uer was — 1o think of the philanthropic foundations as mainly creations and
instruments of some '‘Mortheastern Establishment.” While 2 few of the oldsst,
latgest, and most highly organized of the foundztions continue to be located on the
eastern seaboard, there are today many other foundations engaged in substantial
grant making throughout the Unitad States.

Distributien and Trends by Fields

The spread of foundation giving by broad fields of activiry in each of the years
1961 to 1973, as recorded by The Foundation Center, is presented fn Tables A-6 1o
A-1% (Appendix A). For the 13 years, the distribution has been as follows:

Aregs of Giving (Grorts Percent of Tolal
{dollars in milliohs)
Educaticn 12,631 324
Health 1,265 15
International Activities 1,117 14
Welfare 1,084 13
Sciences 1,036 13
Humanities {including Arts) 710 9
Religion 368 4

Urnfortunataly, the nature of the available data and the breadth of the fields into
which they have been classified make it impossible to detect moare than the most
general trends from these records. Education has consistently been the largest
beneficiary of foundation support. Religion has consistently been the field least
favored by foundations, and by 2 considerable proportion, while year after year it
remazins the largest recipient of the giving of individuals.2? Since about 1958 there
has been somewhat of a decline in foundation suppoct for cettain internatianal
activities, following an extended post-Weorld War [ period during which several of
the large foundations were expending very substantial sums annually to help build
up the foreign area training and research capabilities of America's universities as wel
as to complement government programs of assistance t© developing Sountries.
Otherwise, the relative ranking of fields has remained quite constant over the 13
years.

Within education, higher education appears to have benefited in considsrably
larger amounts than other areas (Table A-7, Appendix A); to cite the estimates of
Giving £5A again, over the six-year period 1968{68 - 1573/74 foundations have
regularly contributed betwten 22,5 pergent and 25.9 percent of all private giving to
colieges and universities.?® Although suppori for the arts and humanities is a small
segment of total foundatfon support, Gudng 054 estimates that foundatluns
accounted For some 15 percent of total contributions to this fleld in 1974.%
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Matters of Scale and Impact

Of all private giving in the United States—some §2515 Bjllion ip
1974 — foundation granis amounted to about $2,11 billion, or 8.4 percent.’*

That percentage surprises many people. They assume foundations are bigger than
they are, Those who believe that foundations exercise excessive financial power
should compare $2.17 bilion dispersed by some 25,000 separatc emtities with the
more than $25 billion dispersed annvally by the Department of Health, Education
and Welfare over and above Social Security payments. Other perspectives as to
foundation power are gained from comparing the 1973 combined wolume of $667
billion of business, expressed in sales, of the top 500 industrial corporations with
the combined volume of business of all of the foundations, expressed in grants, of
5211 hillion or the 5555 biilion In assets of those corpacations with the same 30
billion of foundation assets. Or consider the country's pension trusts, reported as
amounting to $750 billion in book value in 1972, Saveral considerably exceed in
size the assets of The Ford Foundation — which at $2.0 billion at last report were
twice as large as the next largest foundations, and mary more times lzreer than the
general run. In twief, an important characteristic of the financiadi resources
represented in the foundations is that they are broadly dispersed and available to
help respond to the great variety of human nesds in their just as varied
circurnstances, And to our knowledge, there is no private grant-making foundation
that feels it has adequate resources to meet the number of interesting and worthy
applications it recejves. s

To a particular totlege, hospital, or even for a2 whole community, the assats of 2
particulzr foundetion may, of course, loom very large indesd —ihe degres
depending most probably on both the relative size of the lwo parties and the
intensity of the former's sense of need, And there have undoubtedly besn pocasions
when foundation “pipers'’ thus have been able io lead would-be grant recipients
mto dines of action, or fields of endeavor, that they might not otherwise have
chosen.®? On the other hand, there are needs to be met and new undertakings to
bz attempted which require very substantial commitmenis i major results are to be
sought., An example 5 the Rockefeller Foundation's pionesting investment since
1942 of more than $120 million in the agricultural science and technalogy out of
which came the new high-yieiding grains for “The Green Revolution.” The searching
and extensive analysis of American higher education accomplished by the Carnegie
Commission on Higher Education, under the chairmanship af Clark Kerr, required
some $6 million over a six-yvear period. And where, one can ask, would the hard
pressed symphony orchestras be today in 60 cities of America without the nearly
384 million which The Ford Foundation, working fn conjunction with local groups
and local leaders, has been able 1o previde over the past decade for their nurture
and strengthening?

Mone of these three foundations is small by any measurs except those of
government and big business, and we have not meant to [mply otherwise.
Furthermore, it [s surely the case that they, and the whole legion of smaller
foundations as well, would contribute much less than they do if they were entirely
passive. Their choices of charitable objectives and of individuals znd agencies 1o
werk with do have an influence and do make a difference in some degree at least

In summary, viewed in both the ageregate and the [ndividwal case, the
significance of foundation assets usually fies [#s5 in their magnituce than in such
capacities as foundations can develop — osually in concert with recipient
agencies — 10 direct limited zssels toward beneficial results, to accomplish things
that otherwise might not be accomplished or accomplished as well.29 That is a
prime challenge to the endowsd foundations: on the one hand, © be more
searching, fmore chjective, and have 3 longer eye t the future than the giving of
incfivideals wsually tends to ke; on the other hand, to be more flexible, more
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adaptable to specific siwations and 1o spectfic Institutional potentials, less
bureavcratically constrained than poveramental appropriations and governmental
agencies generally can be,??

1] 1]
THE 1962 TAX REFORM ACT AND ITS EFFECTS

Summary of Principal Provisions

Some one fifth of the provisions of the Tax Reform Act of 1969 were directed
at private foundations. The Internal Revenue Code now distinguishes such founda-
tions from “public charities'” in the following ways:

® It imposes a 4 percent tax on the Income a foundalion derives from
investments {Section 4940),

* It strictly regulates deafings between a foundation and those who manage,
conirol, or make large gifts to it These restricions ako apply to closely related
persons — and they apply without regard to whether the foursdation s berrer off as
a result of the dealings [Section 4941?1

& it requires that nen-operating foundations pay out for their charitable
purposes aach year the grester of net income or a flxed percentage {up to & pereent
and more) of asser value, The Secretary of the Treasury has authority under a
formula ta change the rate {Section 4942).

# |t limits ownership by a foundation in a business to stated percentages of the
couity interest (Section 4043),

& It penalizes foundations for purchasing risky investments (Section 4944

* It bars iobbying, partisan political activity, and targsted voler registration
drives by a foundation; and it requires foundations carefully to moniter and account
for grants made to individvals and to donees that are not “pubiic charities” {Section
4945),

& It requires foundations to file with the laternal Revenue Service and to
publish and make available to the peneral public annual reports showing assets,
earnings, grants, administrative oests, and other information in greater detail than is
required of public charities. Private foundations must also file copies of 1hese
reports with appropriate staie officials (Section 6033).

® The act’s provisions are enforced by taxes ranging from 5 percent to 20
percent of the amount involved in a violation, Increasing to 100 percent to 200
percent, subject to certain ceilings, for failure t correct. Very aggravated
ciroumstances can result in 2 @x equal w afl of the foundation®s assets. Further,
foundation managers are personally subject to penalty taxes for “knowfngly”
violating the self-dealing, jeopardy investment and program restrictions, and
reporting requirements (Section 4947-4945 6652).

& 't discourages contributions to private nonoperating foundations (as
distinguished from operating foundations and public charities) by (1} reducing the
income tax deduction 2 doner can take for gifts of appreciated property o
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nonoperating foundations, (2] Lmiking such deductions to 20 percent of a person's
incarme for the year [as against 50 percent for gifts to other charitres), and [3)
foreclosing carry-forwards for gifts in excess of the 20 percent limit (Section 170},

The foregoing short summary canmet adequately reflect the wvery complex
regulatory machinery which the Tax Reform Act imposed on private foundations.
Its intricate character is reflected in the facts that the stalutory language affecting
foundations runs some &0 pages and that the regulations published to date have
muitiplied this required reading some Fivefold, Nevertheless, after an initial peried of
dismay and confusion, most foundations have managed to learn 1o live with the new
law, and there is an informal consensus that it has in fact removed much of the
potential for abuse and improved the responsiveness of the figld to public needs and
interests. At the same time there are certain less benign consequences of the act to
whizh we will direct attention later,

974 Cowrecil on Foundations Suney

h attempling to assess the Fmpact of the legislation on private foundations, a
fuestiohnaire was prepared, pretested, and mailed in March 1974 by the Council on
Foundations to its 5347 private foundation members and to the 1,700 additional
private foundations identified by The Foundation Center &5 having assets of over $1
million *® {The details of this survey and its results are recorded in Appendix B)

The Council's questionnzire was designed to obtain both objective factual
information congemning the impact of the Tax Reform Act in certzin zrezs of
foundation operation and subjective impressions and recommendations from the
respondents as to their experlence under its previslons. Thess responses are
incorporated in the following discussion of the effects of the 1969 act

The Effects of the Act

The Tax on Investment Incame {1L.R.C. Section 4940)

The imposition of 3 4 percent tax on the net investment income of private
foundations is one of the most trovbleseme features of the 1969 Tax Reform Act,
and it drew the most consistent objection (75 percent) from the foundations
responding to the coundil's survey. Many find the tax objectionable in principle and
potentl2lly a dangerous precedent for the withdrawal of the tax exemption which
has traditionally been extended bop charitable organizztions gn the grounds that they
contribute to the public poed. More are troubled because the 4 percent tax draws
away and consigns © the general revenue funds that otherwise would be going to
the support of charitable activities — that is, it redoces the funds available to
foundations 1o distribute 10 those who are seeking thelr aid.

The 4 percent tax became effective for private foundation accounting vears begin-
ning on of after Janvary 1, 1070, The Internal Revenue Service reports that through
the end of the government's 1974 fiscal year [June 30, 1974) the tax had produced
$227 million, against auditing and supenvisory costs as follows:






