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convenience, and necessity would be 
served by adding channel 285A to La 
Crosse. In this respect, it should be noted 
that, according to our assignment cri
teria, a community of this size merits 
two to four channels. (See Further 
Notice of Proposed Rule Making in 
Docket No. 14185, adopted July 25, 1962 
(FGC 62-867) and incorporated by 
reference in paragraph 25 of the Third 
Report, Memorandum Opinion and 
Order, dated July 25, 1963, 23 Pike and 
Fischer, R.R. 1859, 1871 (1963) ). A site 
for use of the channel must be at least 
41/2 miles west of La Crosse.

10. Authority for the action taken 
herein is contained in sections 4(i), 303
(g) and (r), and 307(b) of the Com
munications Act of 1934, as amended. 
In accordance with the foregoing, It is 
ordered, That effective March 9, 1973, 
the FM Table of Assignments (§ 73.202
(b) of the rules) is amended, with re
spect to the city listed below, to read as 
fallows:

City Channel No.
La Cross, Wis______________ 227, 240A, 285A

11. It is further ordered, That this 
proceeding is terminated.
(Secs. 4, 303, 307, 48 Stat., as amended, 1066, 
1082,1083; 47 U.S.C. 154, 303,307)

Adopted: January 23,1973.
Released: January 29,1973.

Federal Communications 
Commission.

B en F. W aple,
Secretary.

[FR Doc.73-2157 Piled 2-2-73;8:45 am]

Title 17— Commodity and Securities 
Exchanges

CHAPTER II— SECURITIES AND  
EXCHANGE COMMISSION

[Release No. 34-9969]
PART 241— INTERPRETATIVE RELEASES 

RELATING TO  TH E  SECURITIES EX
CHANGE ACT OF 1934 AND GENERAL  
RULES AND REGULATIONS TH ER E
UNDER

Designation of Control Locations for 
Foreign Secu rifles

Rule 15c3-3 under the Securities Ex
change Act of 1934, Release No. 9856 (37 
™ 25224) requires a broker-dealer to 
Promptly obtain possession for control 
2  fully paid securities and excess 
®argm securities carried for the account 
nus customers and tD act within des
olated time frames where possession or 
outrol has not been established. Para

graphs (c) (4) and (c) (7) of Rule 15c3-3 
eem control of customer securities to 
ave been established if such securities 

p in  the custody of a foreign depository, 
oreign clearing agency, foreign custo- 
» ânk or such other location which 

e Commission upon application shall 
’"Mñiate as a satisfactory control loca
ron for securities.

Control Location for F oreign 
Securities

The Commission has recently received 
numerous written requests to designate 
certain entities as control locations for 
customers’ foreign securities in order 
that broker-dealers may comply with the 
requirements to reduce such customer 
securities to their control. The applica
tions are for the designation of foreign 
banks, foreign depositories and clearing 
agencies, foreign broker-dealers, domes
tic registered broker-dealers carrying 
foreign securities abroad for the cus
tomers of other broker-dealers and other 
entities as satisfactory control locations 
for such foreign securities.

As these requests were .generally re
ceived within the 2-week period immedi
ately preceding the effective date of Rule 
15c3-3 and as the requested locations 
aggregated in excess of 100, the Commis
sion staff is still in the process of review
ing them. Additionally, many broker- 
dealers through inadvertance may not 
have filed requests for designating enti
ties as control locations for customers’ 
foreign securities. Such broker-dealers 
should promptly file applications con
taining the name and a general descrip
tion of the entity sought to be designated 
as a control location for foreign securities 
with Harry Melamed, Special Counsel, 
Division of Market Regulations, Securi
ties and Exchange Commission, Wash
ington, D.C.20549.

Irrespective of whether a broker or 
dealer has filed a request, the Commis
sion has determined that to the extent a 
broker-dealer has utilized a foreign en
tity (e.g., a foreign custodian bank) for 
holding customers’ foreign securities in a 
foreign location, or a domestic entity 
which holds such broker or dealer’s cus
tomers’ foreign securities in a foreign 
location, as of January 15, 1973, or at 
any time within 2 years immediately pre
ceding such date, such broker-dealer 
shall be permitted to utilize such entity 
as a satisfactory control location for such 
foreign securities under Rule 15c3-3 until 
May 31, 1973. However, the Commission 
may deem a specific entity as a noncon
trol location at a date earlier than May 31 
if the Commission determines that it 
would not be in the public interest or for 
the protection of investors to permit such 
entity to continue to be a control location 
for customers’ foreign securities. Any 
such determination would be made pub
licly known to the brokerage community 
so it could take appropriate steps.

After reviewing these requests as well 
as obtaining such other information as 
may be necessary, the Commission an
ticipates that, on or about April 30, 1973, 
it will publish guidelines for control lo 
cations for foreign securities.

By the Commission.
[seal] R onald F. Hunt,

Secretary.
January 30, 1973.

[FR Doc.73-2093 Filed 2-2-73;8:45 am]

[Release No. 34-9946]
PART 241— INTERPRETATIVE RELEASES

RELATING TO  T H E  SECURITIES EX
CHANGE A CT OF 1934 AND GENERAL
RULES AND REGULATIONS TH ER E
UN D ER
Maintenance by Broker-Dealers of Basic 

Reserves; Effective Date
The Commission has received numer

ous questions with regard to the effective 
date of Rule 15c3-3 under the Securities 
Exchange Act of 1934, Release No. 9856 
(37 FR 25224). These inquiries have 
been both by mail and telephone. Be
cause of the impending effectiveness of 
the rule it is impossible to respond indi
vidually to all such inquiries in a timely 
fashion and the Commission is issuing 
this release to clarify the questions 
raised. *

Rule 15c3-3, which requires broker- 
dealers to reduce fully paid and excess 
margin securities of customers to their 
possession and control, is effective as 
stated in Securities Exchange Act Re
lease No. 9856 (37 FR 25226) on Monday, 
January 15, 1973. The first computation 
of the reserve formula under the rule for 
broker-dealers who have a responsibility 
to make a computation of the formula 
weekly shall be as of the close of business 
on Friday, January 19, 1973. For those 
broker-dealers who are required to com
pute the reserve formula monthly, the 
first computation shall be made as of the 
close of business on the last business day 
of January.

With regard to specific questions as to 
the retroactive effect of the rule it 
Should be noted that the rule is not in
tended to operate retroactively. Specifi
cally, paragraph (m) of the rule which 
requires the completion of certain sell 
orders on behalf of customers shall be 
effective for all transactions executed on 
or after January 15,1973.

By the Commission.
[seal] R onald F. H unt,

Secretary.
January 12, 1973.
[FR Doc.73-2094 Filed 2-2-73;8:45 am]

Title 24— Housing and Urban Development
CHAPTER X— FEDERAL INSURANCE AD

M INISTRATION, D E P A R T M E N T  OF  
HOUSING AND UR BAN  DEVELOPMENT

SUBCHAPTER C— FEDERAL CRIME INSURANCE 
PROGRAM

[Docket No. R-73-109]
PART 1934— CLASSIFICATION OF 

TERRITORIES
Ratings of SMSA’s

The list of Standard Metropolitan 
Statistical Areas in § 1934.2(b) is being 
amended to revise the rate classifications 
for certain territories and to add cer
tain other SMSA’s to the list.

Inasmuch as the classification revi
sions directly reflect those provided in 
the Crime Insurance Manual and are 
based on current statistics gathered by
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the Federal Bureau of Investigation, 
public comment is unnecessary.

Accordingly, 24 CFR 1934.2(b) Is 
amended as follows:

1. The rating territory for the follow
ing SMSA’s reads:

Statis- Bate
SMSA tical terri-code tory

Allentown-Bethlehem-Easton, Pa.-N.J; 
(includes Lehigh arid Northampton 
Counties, Pa., and Warren County,
NJ->........ ...... VVV-----------------  . ° ^

Baltimore, Md. (includes Baltimore City 
and Anne Arundel, Baltimore, Carroll, 
Howard, and Harford Counties).....— 0720* * * * * *

Bloomington-Normal, I1L (Includes Mc- 
Leip County)..„„v -----------------------¿M «

Dallas Tex. (includes Collin, Dallas, Den- -
ton, Ellis, Kaufman, and Rockwall
Counties)........................    1920* * * * * *

El Paso, Tex. (includes El Paso C o u n t y )2320 * * * * * *
Erie, Pa. (includes Erie County).........  ̂2360
Fall River-New Bedford, Mass, (includes

Bristol County)................... -............  2480* * * » * *
Gainesville, Fla. (includes Alachua 

County)..........v v v .........................  ,2?0p
Gary-Hammond-East Chicago, Ind. (in-

eludes Lake and Porter Counties)------  2960* * * • * *
Green Bay, Wis. (includes Brown 

County)..........VVV........ -..... *........ * * *
Jackson, Miss, (includes Hinds and

Rankin Counties)............... — .........  3560* * * * * *
Kansas City, Mo.-Kans. (Includes Clay, 

Jackson, Cass, and Platte Counties,
Mo., and Johnson and Wyandotte
Counties, Kans.)......... ..........— ...... - „ 3760* * * * * *

Lansing, Mich, (includes Clinton, Eaton, 
and Ingham Comities)----------- ----- —

Louisville, Ky.-Ind. (includes Jefferson 
County, Ky., and Clark and Floyd
Counties, Ind.)............... ..... ...........

*  * *

4040 * * *

4520 * * *

* • •

2* * *

2
*  * *

2
• • *

2• * * 
3* * * 
2

• *  *

3
• *  *

3
• • *

3
• *  *

1
* * *

2
*  * *

2
• *  *

3* * #

2* * *
Modesto, Calif, (includes Stanislaus

County)........................ —............... -
*  * *

" Montgomery, Ala. (includes Elmore and
Montgomery Counties)------------ ------

• *  *

New Orleans, La. (includes Jefferson, 
Orleans, St. Bernard, and St. Tam
many Parishes)--------- ------------------

• *  *

Phoenix, Arlz; (includes Maricopa
County).............. ......................— —

* * *

Provo-Orem, Utah (includes Utah
County)—. .— -......... ................... -* * *

Reno, Nev. (includes Washoe County)... 
* * *

Richmond, Va. (includes Richmond City 
and Chesterfield, Henrico, and Han
over Counties)...------ ----------------- -

*  * *

Saginaw, Mich; (includes Saginaw
County)..................... ......................* * *

Salinas-Monterey, Calif, (includes Mon
terey County)------ ----- . . . . . ---- ---- —* * *

Ban Antonio, Tex. (includes Bexar and
Guadalupe Counties).—— -------------• * *

Santa Rosa, Calif; (includes Sonoma
County)------------— -........ ..... — —

*  * *

6170 3
* * * * * *

6240 2
* * * * « *

6560 3
* * * * * *

6200 3
• * * * * *

6520 1• * * * * * ■ 
6720 3

* * • » * *

6760 3
• * * • • •

6960 3
• • • * * *

7120 2
• * * • • •

7240 2• * * * * »
7600 3

• • • • • •

Statis- Rate
SMSA tical terri-code tory

Trenton, N.J. (includes Mercer County).. 8480 3
* * * * * * * * *

Vallejo-Napa, Calif, (includes Solano and
Napa Counties)----- --------------------- - 8720 3* * * * * * * * *

Washington, D.C.-Md.-Va: (includes 
District of Columbia, Montgomery and 
Prince Georges Counties, Md., Alexan
dria, Fairfax, and Falls Church cities 
and Arlington, Fairfax, Loudoun, andPrince William Counties, Va.)-----------  8840 2• * * * * * * * *

West Palm Beach, Fla. (includès PalmBeach County)__________ _________ 8960 3*•* * * * * * *
Delaware........................... -..............— 319 2• * * * * * * * *
Hawaii................ -............. . . . . . . . . . . . .  915 2*•• * * * * * *
Montana_________________________ - 830 2••• * * * * * *
New Hampshire...................  - 133 2* * *  * * * * * *
Puerto Rico...................-................... - 927 1* * *  * * * * * *
South Carolina....................................— 445 1* * *  * * * * * *

2. Each of the following SMSA’s is 
added in its proper alphabetical sequence 
within the list:

Statis- Rate
SMSA tical terri-code tory

•*• * * * * * *  
Daytona Beach, Fla. (Volusia County)... 2020 3

•*• * * * * * *  
Elmira, N.Y. (Chemung County)......—' 2335 1

* * * * * * * * *  
Parkersburg-Marietta, W. Va., Ohio (Wood 

County, W. Va., Washington County,
Ohio)..— ........— — ................... —\ 6020 1* * *  * * * * * *  

Poughkeepsie, N.Y. (Duchess County)— 6460 1
* * *  * * * * * *

Santa Cruz, Calif.................................- 7485 3* * *  * * * * * *

(Sec. 306(g), 82 Stat. 540, 12 U.S.C. 1721)
Effective date. This regulation is ef

fective as of February 1, 1973.
G eorge K. B ernstein, 

Federal Insurance Administrator. 
[FR Doc. 73-2034 Filed 2-2-73;8:45 am]

Title 26— Internal Revenue
CHAPTER I— INTERNAL REVENUE SERV

ICE, DEPARTM ENT OF T H E  TREASURY  
SUBCHAPTER A— INCOME TAX 

[T.D. 7245]
PART 3— CAPITAL CONSTRUCTION FUND  

Deposits 
Correction

In FR Doc. 72-22443 appearing on 
page 28898 of the issue for Saturday, 
December 30, 1972, the following should 
be inserted between the first and second 
lines of the first paragraph: “application 
of section 607 of the Merchant Marine 
Act (46 U.S.C. 1177)” .

SUBCHAPTER D— MISCELLANEOUS EXCISE 
TAXES

[T.D. 7256]
P A R T  53— F O U N D A T I O N  E X C IS E  TAXES

Subpart C — Taxes on Failure To Distribute 
Income

Failure to D istribute Income

By notice of proposed rule making ap
pearing in the Federal R egister for I 
Tuesday, June 8, 1971 (36 FR 11034), 
amendments to the Excise Tax Regula- ] 
tions (26 CFR Part 53) were proposed I 
in order to conform the Excise Tax l 
Regulations to section 4942 of the In
ternal Revenue Code of 1954, relating 
to taxes on failure to distribute income, 
as added by section 101(b) of the Tax' 
Reform Act of 1969 (83 Stat. 502). A 
public hearing with respect to such pro
posed regulations was held on August 5,1 
1971. After consideration of all such 
relevant matter as was presented by in
terested persons regarding the rules pro
posed, certain changes were made, and 
the proposed amendments of the regula
tions, subject to the changes indicated 
below, are adopted by this document.

Section 4942, generally effective for 
taxable years beginning after December j 
31, 1969, imposes a tax on private foun- j  
dations for failure to distribute income. 
Under this section, a private foundation 
must distribute at least all of its income! 
currently, and in any case not less than 
a prescribed percentage of the fair mar
ket value of its noncharitable assets, in 
order to avoid the excise tax on undis
tributed income. These regulations pre- j 
scribe rules to implement this statutory 
directive.

The “distributable amount”, the 
amount which a private foundation is 
required to distribute annually, is equal 
to the greater of the foundation’s mini
mum investment return or its adjusted j 
net income. The distributable amount is j  
reduced by the sum of the taxes imposed 
by section 4940. In determining adjusted 
net income for purposes of section 4942, 
generally, all of the gross income of the 
private foundation (including the excess 
of exempt interest over the expenses of I 
earning such interest) is taken into ac-1 
count. Ordinary and necessary expenses j 
paid or incurred for the production or 
collection of the income, including 
straight-line depreciation and cost deple
tion where appropriate, are deductible in 
computing the foundation’s adjusted net 
income subject to this rule.

Regardless of the amount of its ad
justed net income, a private foundation 
must pay out at least a specified per
centage of the aggregate of the fair mar- j 
ket value of its noncharitable assets. Tne i 
applicable percentage for foundations 
organized after May 26, 1969, is 6 per
cent for 1970 and 1971 and 5% percent! 
for 1972 and subsequent years unless an
other percentage is determined and pub
lished by the Secretary or his delegate. 
In the case of foundations which were
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organized prior to May 27,1969, the min
imum investment return requirement 
does not apply for 1970 and 1971, and 
lesser applicable percentages are pre
scribed for 1972, 1973, and 1974. Assets 
which are used or held for use directly 
in carrying out the foundation’s exempt 
purpose, including administrative assets 
used directly in the administration of 
the foundation’s exempt purpose, inter
ests in functionally related businesses or 
in a program related investment, and 
physical facilities used in such exempt 
activities, are excluded from the compu
tation of the minimum investment 
return.

The regulations provide that, in deter
mining the fair market value of a foun
dation’s noncharitable assets for pur
poses of computing its minimum invest
ment return, a foundation may use any 
reasonable method to determine the fair 
market value on a monthly basis of se
curities for which market quotations are 
readily available, as long as such method 
is consistently used. In the case of other 
noncharitable assets, an annual determi
nation of fair market value is generally 
required. The fair market value of real 
property, however, may be determined 
on a five-year basis if such valuation is 
made by means of a certified, independ
ent appraisal made in writing by a quali
fied person who is neither a disqualified 
person with respect to, nor an employee 
of, the foundation.

The foundation is to pay out its dis
tributable amount by making qualifying 
distributions for prescribed charitable 
purposes. “Qualifying distributions” in
clude distributions to “public charities” 
and private operating foundations, direct 
expenditures for charitable purposes, and 
expenditures for assets to be used for 
charitable purposes. In addition, an 
amount set aside for a specific charitable 
project will be considered to be a “quali
fying distribution” if the amount is to 
be paid out within 5 years and the foun- 
, ion can ^f^biish to the satisfaction 

or the Commissioner that the project is 
one which can be better accomplished by 
a set-aside than by the immediate pay
ment of funds. This provision is intended 

b-PPly to those situations where rela
tively long-term grants must be made in 
F . assure continuity of particular 

cnantable projects or where the grants 
are made as part of a matching grant 
jy ® ® - A distribution by a foundation 

n°ther private nonoperating founda- 
Z?. °? ,to> an exempt organization de- 

section 501(c) (3) which such 
controls will be a “qualifying 

or on*y tf the funds are spent
rî used for charitable purposes by the 
uunec organization no later than the end 
vpp*Jaxabl.e year following the taxable 
turo °f rece*Pt- This required expendi-
adriif°r Vse of contributed funds is in 
o l ™ , 1.0’ and not in lieu of, the donee 
minimZatl°n’s otherwise meeting its own 
dnnooUm Payout requirements. The 
to urbanization will not be considered 
if <snowProperly distributed such funds 
otho?J, ?  are Passed through to an- 
or to prlvate nonoperating foundation 

an exempt organization described

in section 501(c) (3) which the donor 
foundation controls. For purposes of 
these regulations an organization is 
“ controlled” by a granting foundation 
and disqualified persons if any of such 
persons may, by aggregating their votes 
or positions of authority, require the 
donee organization to make a distribu
tion, or prevent the donee organization 
from making a distribution.

The regulations also provide that, if in 
any taxable year beginning after Decem
ber 31, 1969, a foundation makes quali
fying distributions in excess of its mini
mum required payout for that taxable 
year, such excess may be used to reduce 
the distributable amount in succeeding 
taxable years, but not in excess of five.

Failure to comply with the minimum 
payout requirement results first in a tax 
of 15 percent of the amount that should 
have been, but was not, paid out. How
ever, to the extent the failure to meet 
the minimum payout requirement results 
from an incorrect valuation of the foun
dation’s noncharitable assets and this 
incorrect valuation is not willful but is 
due to reasonable cause, then the foun
dation can avoid the first-level tax by 
promptly making additional distribu
tions. If the failure to distribute is not 
the result of an incorrect valuation, the 
foundation must correct such failure to 
distribute within 90 days after notifica
tion by the Commissioner of such failure 
to distribute or within any extension of 
such 90-day period made by the Com
missioner. If the necessary distributions 
are not made within the appropriate 
period, an additional tax, equal to 100 
percent of the amount remaining undis
tributed at the close of such period, is 
imposed.

The Excise Tax Regulations (26 CFR 
Part 53) are amended as follows:

Paragraph 1. Section 53.4942, as set 
forth in paragraph 1 of the appendix 
to the notice of proposed rule making, is 
revised by adding section 4942(j) (3) 
thereto. This added provision reads as 
set forth below.

Par. 2. Sections 53.4942 (a)-1 through 
53.4942(a)-3, as set forth in paragraph 1 
of the appendix to the notice of proposed 
rule making, are amended to read as 
set forth below.
(Sec. 7805, Internal Revenue Code of 1954, 
68A Stat. 917; 26 U.S.C. 7805)

[ seal] Johnnie M. W alters,
Commissioner of Internal Revenue.

Approved: January 29, 1973.
F rederic W . H ickman,

Assistant Secretary 
of the Treasury.

The following regulations are pre
scribed in order to conform the Excise 
Tax Regulations (26 CFR Part 53) to 

• section 4942 of the Internal Revenue 
Code of 1954, relating to taxes on failure 
to distribute income, as added by section 
101(b) of the Tax Reform Act of 1969 
(83 Stat. 502). Except where otherwise 
specifically provided, these regulations 
are applicable for taxable years begin
ning after December 31,1969.

P ar ag r aph  1. The following new sec
tions are added immediately before 
§ 53.4945:
Subpart C— Taxes on Failure To Distribute 

Income
Sec.
53.4942 Statutory provision; taxes on ̂

failure to distribute income.
53.4942 (a)-1 Taxes for failure to distribute

income.
53.4942 (a)-2 Computation of undistributed

income.
53.4942 (a)-3 Qualifying distributions de

fined.
§ 53.4942 Statutory provisions; taxes on 

failure to distribute income.
Sec. 4942. Taxes on failure to distribute 

income— (a) Initial tax. There is hereby im
posed on the undistributed income of a pri
vate foundation for any taxable year, which 
has not been distributed before the first day 
of the second (or any succeeding) taxable 
year following such taxable year (if such first 
day falls within the taxable period), a tax 
equal to 15 percent of the amount of such 
income remaining undistributed at the be
ginning of such second (or succeeding) tax
able year. The tax imposed by this subsection 
shall not apply to the undistributed income 
of a private foundation—

(1) For any taxable year for which it is 
an operating foundation (as defined in sub
section (j) (3 )), or

(2) To the extent that the foundation 
failed to distribute any amount solely be
cause of an incorrect valuation of assets 
under subsection (e ) , if—

(A) The failure to value the assets prop
erly was not willful and was due to reason
able cause.

(B) Such amount is distributed as quali
fying distributions (within the meaning of 
subsection (g )) by the foundation during 
the allowable distribution period (as defined 
in subsection (J)(4 )),

(C) The foundation notifies the Secretary 
or his delegate that such amount has been 
distributed (within the meaning of sub- 
paragraph (B )) to correct such failure, and

(D) Such distribution is treated under 
subsection (h) (2) as made out of the undis
tributed income for the taxable year for 
which a tax would (except for this para
graph) have been imposed under this 
subsection.

(b) Additional taxr. In any case in which 
an initial tax is imposed under subsection 
(a) on the undistributed income of a private 
foundation for any taxable year, if any por
tion of such income remains undistributed 
at the close of the correction period, there 
is hereby imposed a tax equal to 1.00 nercent 
of the amount remaining undistributed at 
such time.

(c) Undistributed income. For nurnoses of 
this section, the term “undistributed, in
come” means, with resnect to any private 
foundation for any taxable year as of any 
time, the amount bv which—

(11 The distributable amount for such 
taxable vear, exceeds.

(2) The aualifying distributions made be
fore such time out of such distributable 
amount.

(d) Distributable amount. For purposes of 
this section, the term “distributable amount” 
means, with respect to any foundation for 
any taxable year, an amount equal to—

(1) The minimum investment return or 
the adjusted net income (whichever is 
higher), reduced by

(2) The sum of the taxes imposed on such 
private foundation for the taxable year un
der subtitle A and section 4940.
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(e) Minimum investment return.
(1) In general. For purposes of subsection 

-(d ), the minimum investment return for any 
private foundation for any taxable year is 
the amount determined by multiplying—

(A) The excess of (i) the aggregate fair 
market value of all assets of the foundation 
other than those being used (or held for use) 
directly in carrying out the foundation’s 
exempt purpose over (ii) the acquisition 
indebtedness with respect to such assets 
(determined under section 514(c)(1), but 
without regard to the taxable year in which 
the indebtedness was incurred), by

(B) The applicable percentage for such 
year, determined under paragraph (3).

(2) Valuation. For purposes of paragraph
(1) (A ), the fair market value of securities 
for which market quotations are readily 
available shall be determined on a monthly 
basis. For all other assets, the fair market 
value shall be determined at such times and 
in such manner as the Secretary or his 
delegate shall by regulations prescribe.

(3) Applicable percentage. For purposes of 
paragraph (1) (B), the applicable percentage 
for taxable years beginning in 1970 is 6 per
cent. The applicable percentage for any tax
able year beginning after 1970 shall be deter
mined and published by the Secretary or his 
delegate and shall bear a relationship to 6 
percent which the Secretary or his delegate 
determines to be comparable to the relation
ship which the money rates and investment 
yields for the calendar year immediately 
preceding the beginning o f the taxable year 
bear to the money rates and investment 
yields for the calendar year 1969.

- (4) Transitional rules—
For special rules applicable to organiza

tions created before May 27, 1969, see section 
101(1) (3) of the Tax Reform Act of 1969.

(f) Adjusted net income—
(1) Defined. For purposes of subsection 

(d ) , the term "adjusted net Income”  means 
the excess (if any) of—

(A) The gross income for the taxable year 
(determine with the income modifications 
provided by paragraph (2) ), over

(B) The sum of the deductions (deter
mined with the deduction modifications pro
vided by paragraph (3) ) which would be 
allowed to a corporation subject to the tax 
imoosed by section 11 for the taxable year.

(2) Income modifications. The income 
modifications referred to in paragraph (1) (A) 
are as follows:

(A) Section 103 (relating to interest on 
certain governmental obligations) shall not 
apply;

(B) Capital gains and losses from the sale 
or other disposition of property shall be 
taken into account only in an amount equal 
to any net short-term capital gain for the 
taxable year; and

(C) There shall be taken into account—
(i) Amounts received or accrued as repay

ments of amounts which were taken into 
account as a qualifying distribution within 
the meaning of subsection (g) (1) (A) for 
any taxable year;

(ii) Notwithstanding subparagraph (B), 
amounts received or accrued from the sale 
or other disposition of property to the extent 
that the acquisition of such property was 
taken into account as a qualifying distribu
tion (within the meaning of subsection
(g) (1) (B) ) for any taxable year; and

(iii) Any amount set aside under subsec
tion (g) (2) to the extent it is determined 
that such amount is not necessary for the 
purposes for which it was set aside.

(3) Deduction modifications. The deduc
tion modifications referred to in paragraph 
(1) (B) are as follows:

(A) No deduction shall be allowed other 
than all the ordinary and necessary expenses 
paid or incurred for the production or collec-

tion of gross income or for the management, 
conservation, or maintenance of property 
held for the production of such income and 
the allowances for depreciation and deple
tion determined under section 4940 
(c )(3 )(B ), and

(B) Section 265 (relating to expenses and 
interest relating to tax-exempt interest) 
shall not apply.

(4) Transitional rule. For purposes of par
agraph (2) (B ), the basis (for purposes of 
determining gain) of.property held by a pri
vate foundation on December 31, 1969, and 
continuously thereafter to the date of its 
disposition, shall be deemed to be not less 
than the fair market value of such property 
on December 31, 1969.

(g) Qualifying distributions defined. _
(1) In general. For purposes of this sec

tion, the term “qualifying distribution” 
means—

(A) Any amount (including administra
tive expenses) paid to accomplish one or 
more purposes described in section 170(c)
(2) (B ), other than any contribution to (i) 
an organization controlled (directly or indi
rectly) by the foundation or one or more 
disqualified persons (as defined in section 
4946) with respect to the foundation, except 
as provided in paragraph (3), or (ii) a pri
vate foundation which is not an operating 
foundation (as defined in subsection (j)
(3)  ), except as provided in paragraph (3) 7or

(B) Any amount paid to acquire an asset 
used (or held for use) directly in carrying 
out one or more purposes described in sec
tion 170(c)( 2 ) (B ).

(2) Certain set-asides. Subject to such 
terms and conditions as may be prescribed 
by the Secretary or his delegate, an amount 
set aside for a specific project which comes 
within one or more purposes described in 
section 170(c)(2)(B) may be treated as a 
qualifying distribution, but only if, at the 
t.imn of the set-aside, the private foundation 
establishes to the satisfaction of the Secre
tary or his delegate that—

(A) The amount will be paid for the spe
cific project within 5 years, and

(B) The project is one which can be better 
accomplished by such set-aside than by im
mediate payment of funds.
For good cause shown, the period for paying 
the amount set aside may be extended by 
the Secretary or his delegate.

(3) Certain contributions to section 501 
(c) (3) organizations. For purposes of this 
section, the term “qualifying distribution” 
includes a contribution to a section 501(c) 
(3) organization described in paragraph (1 ) 
(A) (i) or (ii) if—

(A) Not later than the close of the first 
taxable year after its taxable year in which 
such contribution is received, such organiza
tion makes a distribution equal to the 
amount of such contribution and such dis
tribution is a qualifying distribution (within 
the meaning of paragraph (1 ) or (2) , with
out regard to this paragraph) which is 
treated under subsection (h) as a distribu
tion out of corpus (or would be so treated if 
such section 501(c)(3) organization were a 
private foundation which is not an operating 
foundation), and

(B) The private foundation making the 
contribution obtains adequate records or 
other sufficient evidence from such organi
zation showing that the qualifying distri
bution described in subparagraph (A) has 
been made by such organization.

(h) Treatment of qualifying distributions. 
(1) In general. Except as provided in para

graph (2), any qualifying distribution made 
during a taxable year shall be treated as 
made—-

(A) First out of the undistributed income 
of the immediately preceding taxable year 
(if the private foundation was subject to the

tax imposed by this section for such pre
ceding taxable year) to the extent thereof,

(B) Second out of the undistributed in
come for the taxable year to the extent 
thereof, and

(C) Then out of corpus.
For purposes o f this paragraph, distributions 
shall be taken into account in the order of 
time in which made.

(2) Correction of deficient distributions 
for prior taxable years, etc. In the case of 
any qualifying distribution which (under 
paragraph (1 ) )  is not treated as made out 
of the undistributed income of the imme
diately preceding taxable year, the founda
tion may elect to treat any portion of such 
distribution as made out of the undistributed 
income of a designated prior taxable year 
or out of corpus. The election shall be made 
by the foundation at such time and in such 
manner as the Secretary or his delegate 
shall by regulations prescribe.

(i) Adjustment of distributable amount 
where distributions during prior years have 
exceeded income.

(1) In general. If, for the taxable years 
in the adjustment period for which an or
ganization is a private foundation—

(A) The aggregate qualifying distributions 
treated (under subsection (h )) as made out 
of the undistributed income for such tax
able year or as made out of corpus (except to 
the extent subsection (g) (3) with respect 
to the recipient private foundation or sec
tion 170(b) (l)'(E) (ii) applies) during such 
taxable years, exceed

(B) The distributable amounts for such 
taxable years (determined without regard to 
this subsection),
then, for purposes of this section (other than 
subsection (h )), the distributable amount 
for the taxable years shall be reduced by an 
amount equal to such excess.

(2) Taxable years in adjustment period. 
For purposes of paragraph (1) , with respect 
to any taxable year of a private foundation 
the taxable years in the adjustment period 
are the taxable years (not exceeding five) 
beginning after December 31, 1969, and Im
mediately preceding the taxable year.

(J) Other definitions. For purposes of this
section—

(1) Taxable period. The term “taxable 
period”  means, with respect to the undis
tributed income for any taxable year, the 
period beginning with the first day of the 
taxable year and ending on the date of matt
ing of a notice of deficiency with respect to 
the tax imposed by subsection (a) under 
section 6212.

(2) Correction period. The term "correc- 
tion period”  means, with respect to any pri
vate foundation for any taxable year, the j 
period beginning with the first day of j 
taxable year and ending 90 days after 
date of mailing of a notice of deficiency (w | 
respect to the tax imposed by subsection j 
(b ) ) under section 6212, extended by

(A) Any period in which a deficiency can
not be assessed under section 6213(a),

(B) Any othe period which the Secretary 
or his delegate determines is reasonable a 
necessary to permit a distribution or j 
distributed income under this section.

(3) Operating foundation. For PurP®®® . 
this section, the term “operating fo 
tion” means any organization

(A) Which makes qualifying distributions 
(within the meaning of paragraph l ;
(2) of subsection (g )) directly lot :
tive conduct of the activities constitut ^
the purpose or function for wliich ntially 
ganized and operated equal to su ^
all of its adjusted net income (as defined 
subsection (f) ) ;  and half 0f

(B) (i) Substantially more than ^ 
the assets of which are devoted dir 7
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such activities or to functionally related 
businesses (as defined in paragraph (5) ), or 
to both, or are stock of a corporation which 
is controlled by the foundation and sub
stantially all of the asets of which are so 
devoted.

(ii) Which normally makes qualifying dis
tributions (within the meaning of paragraph 
(1) or (2) of subsection (g)) directly for the 
active conduct of thè activities constituting 
the purpose or function for which it is or
ganized and operated in an amount not less 
than two-thirds of its minimum investment 
return (as defined in subsection (e)),  or

(iii) Substantially all of the support (other 
than gross investment income as defined in 
section 509(e)) of which is normally re
ceived from the general public and from five 
or more exempt organizations which are not 
described in section 4946(a) (1) (H) with re
spect to each other or the recipient founda
tion; not more than 25 percent of the sup
port (other than gross investment income) 
of which is normally received from any one 
such exempt organization; and not more 
than half of the support of which is normally 
received from gross investment income.

(4) Allowable distribution period. The term 
“allowable distribution period” means, with 
respect to any private foundation, the period 
beginning with the first day of the first tax
able year following the taxable year in which

i the incorrect valuation (described in subsec
tion (a) (2) ) occurred and ending 90 days 
after the date of mailing of a notice of de
ficiency (with respect to the tax imposed by 
subsection (a) ) under section 6212 extended 
by—

(A) Any period in which a deficiency can
not be assessed under section 6213(a), and

(B) Any other period which the Secretary 
or his delegate determines is reasonable and 
necessary to permit a distribution of undis
tributed income under this section

(5) Functionally related business. The term 
"functionally related business” means—

(A) A trade or business which is not an 
unrelated trade or business (as defined in 
section 513), or

(B) An activity which is carried on within 
a larger aggregate of similar activities or 
within a larger complex of other endeavors 
which is related (aside from the need of the 
organization for income or funds or the use 
it makes of the profits derived) to the ex
empt purposes of the organization
(Sec. 4942 as added by sec. 101 (b ) , Tax Re
form Act 1969 (83 Stat. 502) )

Par. 2, Sections 53.4942 (a)—1 through 
(a)-3, as set forth in paragraph 1 of the 
appendix to the notice of proposed rule 
making, are amended to read as follows:
§ 53.4942 (a )—1 Taxes for failure to 

distribute income.
(a) Imposition of far— (1) Initial tax. 

accept as provided in paragraph (b) of 
wiis section, section 4942(a) imposes an 
excise tax of !5 percent on the undistrib
uted income (as defined in paragraph 
;a) Of § 53.4942 (a)-2 ) of a private 
foundation for any taxable year which 
uas not been distributed before the first 
fo ui the second (or any succeeding) 
taxable year following such taxable year 
aw SUc . day falls within the tax- 
ni as defined in paragraph (c)

7. , ^  section). For purposes of sec- 
triK, * 1?.ant* this section, the term “dis
ine means distributed as qualify-

distributions under section 4942(g). 
ee paraggi! (d)(2) of § 53.4942(a)-3  

dkHK,rEspect to correction of deficient
butions for prior taxable years.

(2) Additional tax. In any case in 
which an initial excise tax is imposed by 
section 4942(a) on the undistributed 
income of a private foundation for any 
taxable year, section 4942(b) imposes an 
additional excise tax on any portion of 
such income remaining undistributed at 
the close of the correction period (as de
fined in paragraph (c)(3) of this sec
tion). The tax imposed by section 4942 
(b) is equal to 100 percent of the amount 
remaining undistributed at the close of 
the correction period.

(3) Payment of tax. Payment of the 
excise taxes imposed by section 4942 (a) 
or (b)t is in addition to, and not in lieu 
of, making the distribution of such un
distributed income as required by section 
4942. See section 507(a) (2) and the regu
lations thereunder.

(4) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples:

Example (1). M, a private foundation 
which uses the calendar year as the taxable 
year has at the end of 1971, $50,000 of un
distributed income (as defined in paragraph 
(a) of § 53.4942(a)-2) for 1971. As of Janu
ary 1, 1973, $40,000 of such sum is still un
distributed and on August 15, 1973, a notice 
of deficiency with respect to the excise tax 
imposed by section 4942 (a) or (b) is mailed 
to M under section 6212 (a ). Thus, under the 
given facts, an initial excise tax of $6,000 
(15 percent of $40,000) is imposed upon M.

Example (2). Assume the facts as stated 
in example (1), except that as of Novem
ber 13, 1973 (the close of the correction pe
riod) , there remains undistributed income of 
$20,000 from 1971. Hence, an additional ex
cise tax of $20,000 (100 percent of $20,000) is 
imposed by section 4942(b).

Example (3). Assume the facts as stated 
in example (1), except that the notice of 
deficiency is not mailed to M until Septem
ber 1, 1974, and as of January 1, 1974, only 
$10,000 of the $50,000 of undistributed in
come with respect to 1971 is undistributed. 
Therefore, initial excise taxes of $6,000 (15 
percent of $40,000, M’s undistributed income 
from 1971, as of January 1, 1973) and $1,500 
(15 percent of $10,000, M’s undistributed in
come from 1971, as of January 1, 1974), are 
imposed by section 4942(a).

Example (4). Assume the facts as stated 
in example (3) and that at the end of the 
correction period, November 30, 1974, the 
$10,000 of undistributed income from 1971 
remains undistributed. Thus, an additional 
tax of $10,000 (100 percent of $10,000, M’s 
undistributed income from 1971, as of 
November 30, 1974, the last day of the cor
rection period) is imposed by section 4942(b).

(b) Exceptions— (1) In general. The 
initial excise tax imposed by section 
4942(a) shall not apply to the undistrib
uted income of a private foundation—

(i) For any taxable year for which it 
is an operating foundation (as defined in 
section 4942(j) (3) and the regulations 
thereunder), or

(ii) To the extent that the foundation 
failed to distribute any amount solely 
because of incorrect valuation of assets 
under paragraph (c) (4) of § 53.4942(a)- 
2, if—

(a) The failure to value the assets 
properly was not willful and was due to 
reasonable cause.

(b) Such amount is distributed as 
qualifying distributions (within the

meaning of paragraph (a) of § 53.4942 
(a)-3) by the foundation during the al
lowable distribution period (as defined in 
paragraph (c) (2) of this section).

(c) The foundation notifies the Com
missioner that such amount has been 
distributed (within the meaning of sub
division (ii) (b) of this subparagraph) 
to correct such failure, and

(d) Such distribution is treated un
der paragraph (d)(2) of § 53.4942(a)-3 
as made out of the undistributed income 
for the taxable year for which a tax 
would (except for this subdivision) have 
been imposed by section 4942.

(2) Improper valuation. For purposes 
of subparagraph (1) (ii) of this para
graph, failure to value an asset properly 
shall be regarded as “not willful” and 
“ due to reasonable cause” whenever, 
under all the facts and circumstances, 
the foundation can show that it has 
made all reasonable efforts in good faith 
to value such an asset in accordance 
with the provisions of paragraph (c) (4) 
of § 53.4942 (a)-2. If a foundation, after 
full disclosure of the factual situation, 
obtains a bona fide appraisal of the fair 
market value of an asset by a person 
qualified to make such an appraisal 
(whether or not such a person is a dis
qualified person with respect to the foun
dation) , and such foundation relies upon 
such appraisal, then failure to value the 
asset properly shall ordinarily be re
garded as “not willful” and “due to rea
sonable cause”. Notwithstanding the pre
ceding sentence, the failure to obtain 
such a bona fide appraisal shall not, by 
itself, give rise to any inference that a 
foundation’s failure to value an asset 
properly was willful or not due to reason
able cause.

(3) Example. The provisions of this 
paragraph may be illustrated by the fol
lowing example:

Example. In 1976 M, a private foundation 
which was established in 1975 and which uses 
the calendar year as the taxable year, incor
rectly values its assets under paragraph (c)
(4) of § 53.4942(a) in a manner which is 
not willful and is due to reasonable cause.
As a result of the incorrect valuation of 
assets, $20,000 which should be distributed 
with respect to 1976 is not distributed, and 
as of January 1, 1978, such amount is still 
undistributed. On March 29, 1978, a notice 
of deficiency with respect to the excise taxes 
imposed by section 4942 (a) and (b) is mailed 
to M under section 6212(a). On May 6, 1978 
(within the allowable distribution period), ^  
M makes a qualifying distribution of $20,000 -
which is treated under paragraph (d) (2) of 
§ 53.4942 (a)-3 as made out of M’s undistrib
uted income for 1976. M notifies the Com
missioner of its action. Under the stated 
facts, an initial excise tax of $3,000 (15 per
cent of $20,000) would (except for the excep
tion contained in subparagraph (1) (ii) of 
this paragraph) have been imposed by sec
tion 4942(a), but since all of the require
ments of this subparagraph are satisfied no 
tax is imposed by section 4942(a).

(c) Certain periods. For purposes of this 
section— (1) Taxable period, (i) The term 
“taxable period” means, with respect to 
the undistributed income of a private 
foundation for any taxable year, the pe
riod beginning with the first day of the 
taxable year and ending on the date of

FEDERAL REGISTER, VOL. 38, NO. 23— M ONDAY, FEBRUARY 5 1973



3318 RULES AND REGULATIONS

mailing of a notice of deficiency under 
section 6212 (a) with respect to the initial 
excise tax imposed under section 4942 (a ). 
For example, assume M, a private foun
dation which uses the calendar year as 
the taxable year, has $15,000 of undis
tributed income for 1971. A notice of 
deficiency is mailed to M under section 
6212(a) on March 1, 1973. With respect 
to the undistributed income of M for 
1971, the taxable period began on Jan
uary 1,1971, and ended on March 1,1973.

(ii) Where a notice of deficiency re
ferred to in subdivision (1) of this sub- 
paragraph is not mailed because there 
is a waiver of the restrictions on assess
ment and collection of a deficiency, or 
because the deficiency is paid, the date 
of filing of the waiver or the date of such 
payment, respectively, shall be treated as 
the end of the taxable period.

(2) Allowable distribution period, (i) 
The term “ allowable distribution period” 
means the period beginning with the first 
day of the first taxable year following the 
taxable year in which the incorrect valu
ation of foundation assets (described in 
paragraph (b )(1) (ii) of this section) 
occurred and ending 90 days after the 
date of mailing of a notice of deficiency 
under section 6212(a) with respect to the 
initial excise tax imposed by section 
4942(a). This period shall be extended 
by any period in which a deficiency can- 
hot be assessed under section 6213(a), 
and any other period which the Commis
sioner determines is reasonable and nec
essary to permit a distribution of un
distributed income under section 4942.

(ii) Where a notice of deficiency re
ferred to in subdivision (i) of this sub- 
paragraph is not mailed because there is 
a waiver of the restrictions on assessment 
and collection of a deficiency, or because 
the deficiency is paid, the date of filing 
of the waiver or the date of such pay
ment, respectively, shall be treated as the 
end of the allowable distribution period.

(3) Correction period— (i) The term 
“ correction period” means the period 
beginning with the first day of the tax
able year and ending 90 days after the 
date of mailing of a notice of deficiency 
under section 6212(a) with respect to 
the additional excise tax imposed under 
section 4942(b).

(ii) The correction period referred to 
in subdivision (i) of this subparagraph 
shall be extended by any period in which 
a deficiency cannot be assessed under 
section 6213(a). In addition, the correc
tion period shall be extended in accord
ance with subdivisions (iii), (iv), and 
(v) of this subparagraph, exeept that 
such subdivision (iv) or (v) shall not 
operate to extend a correction period 
where a foundation has filed a petition 
with the Tax Court for redetermination 
of a deficiency within the time pre
scribed by section 6213 (a ).

(iii) The correction period referred 
to in subdivision (i) of this subpara
graph may be extended by any other 
period which the Commissioner deter
mines is reasonable and necessary to 
permit a distribution of undistributed 
income under section 4942. The Commis
sioner ordinarily will not extend the cor

rection period pursuant to this subpara
graph unless the following factors are 
present:

(a) The foundation or an appropriate 
State officer (as defined in section 6104
(c) (2))  is in good faith actively seeking 
to take adequate corrective action;

(b) Adequate corrective action cannot 
reasonably be expected to result during 
the unextended correction period; and

(c) The failure to distribute appears 
to have been ah isolated occurrence 
which is unlikely to recur in the future.

(iv) If, within the unextended cor
rection period, the tax imposed by sec
tion 4942(a) is paid, then the Commis
sioner shall extend the correction period 
to the later of—

(a) A period of 90 days after the pay
ment of such tax, or

(b) A period determined without re
gard to this subdivision.

(v) If prior to the expiration of the 
correction period (including extensions) 
a claim for refund with respect to a tax 
imposed by section 4942(a) is filed, the 
Commissioner shall extend the correc
tion period during the pendency of the 
claim plus an additional 90 days.

If within such time, a suit or proceed
ing referred to in section 7422(g) with 
respect to such claim is filed, the Com
missioner shall extend the correction 
period diming the pendency of such suit 
or proceeding. See § 301.7422-1 of this 
chapter (Regulations on Procedure and 
Administration) for rules relating to 
pendency of such suit or proceeding.

(4) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples:

Example (1). In 1975 M, a private founda
tion which uses the calendar year as the 
taxable year, made an error in valuing its 
assets which was not willful and was due 
to reasonable cause. The error caused M not 
to distribute $25,000 that should have been 
distributed with respect to 1975. On 
March 1, 1978, a notice of deficiency with 
respect to the excise taxes imposed by sec
tion 4942 (a) and (b) was mailed to M under 
section 6212(a). With respect to the undis
tributed income for 1975, the “ taxable pe
riod” is the period from January 1, 1975, 
through March 1, 1978, and the “allowable 
distribution period” is the period from Jan
uary 1, 1976, through May 30, 1978 (90 days 
after the mailing of the notice of deficiency).

Example (2). Assume the facts as stated 
in example (1), except that the Commis
sioner determines that it is reasonable and 
necessary to extend the period for distribu
tion through June 15, 1978. Thus, the “al
lowable distribution period” is from Jan
uary 1, 1976, through June 15, 1978.

Example (3). Assume the facts as stated 
in example (1) and that M has not filed a 
petition with the Tax Court for a redeter
mination of -the deficiency, nor paid the 
initial excise tax imposed by section 4942(a) . 
Thus, the “correction period” is from Jan
uary 1, 1975, through May 30, 1978, unless 
the Commissioner determines it is reasonable 
and necessary to extend the correction period 
to permit M to distribute the undistributed 
income for 1975.

(d) Effective date. Except as other
wise specifically provided, section 4942 
and the regulations thereunder shall 
only apply with respect to taxable years 
beginning after December 31, 1969.

§ 53.4942 (a )-2  Computation of undis
tributed income.

(a) Undistributed income. For pur
poses of section 4942, the term “undis
tributed income” means, with respect to 
any private foundation for any taxable 
year as of any time, the amount by 
which—

(1) The distributable amount (as de
fined in paragraph (b) of this section) 
for such taxable year, exceeds

(2) The qualifying distributions (as 
defined in § 53.4942 (a)-3) made before 
such time out of such distributable 
amount.

(b) Distributable amount (1) In gen
eral. For purposes of paragraph (a) of 
this section, the term “distributable 
amount” means an amount equal to the 
greater of the minimum investment re
turn (as defined in paragraph (c) of this 
section) or the adjusted net income (as 
defined in paragraph (d) of this section), 
reduced by the sum of the taxes imposed 
on such private foundation for such tax
able year under subtitle A of the Code 
and section 4940, and increased by the 
amounts received from trusts described 
in subparagraph (2) of this paragraph.

(2) Certain trust amounts—(i) In 
general. The distributable amount shall 
be increased by the income portion (as 
defined in subdivision (ii) of this sub- 
paragraph) of distributions from trusts 
described in section 4947(a) (2) with re
spect .to amounts placed in trust after 
May 26, 1969. If such distributions are 
made with respect to amounts placed in 
trust both on or before and after May 26, 
1969, such distributions shall be allocated 
between such amounts to determine file 
extent to which such distributions shall 
be included in the foundation’s distribut
able amount. For rules relating to the 
segregation of amounts placed in trust 
on or before May 26,1969, from amounts 
placed in trust after such date and to 
the allocation of income derived from 
such amounts, see paragraph (c) (5) of 
§ 53.4947-1.

(ii) Income portion of distributions to 
private foundations. For purposes of sub
division (i) of this subparagraph, the 
income portion of a distribution from a 
section 4947(a)(2) trust to a private 
foundation in a particular taxable ycar 
of such foundation shall be the greater 
of:

(a) The amount of such distribution
which is treated as income (within the 
meaning of section 643(b)) of the trust, 
or ,

(b) The guaranteed annuity, or nxea 
percentage of the fair market value oi 
the trust property (determined annu
ally), which the private foundation is 
entitled to receive for such year, rê arJr" 
less of whether such amount is actually 
received in such year or in any prior o 
subsequent year.

(iii) Limitation. Notwithstanding sub
divisions (i) and (ii) of this subpani* 
graph, a private foundation shall not o 
required to distribute a greater amoun 
for any taxable year than would n 
been required (without regard to 
subparagraph) for such year ^ d,rlisfc 
corpus of the section 4947(a)(2) trus
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to which the distribution described in 
subdivision (ii) of this subparagraph is 
attributable been taken into account by 
such foundation as an asset described in 
paragraph (c) (1) (i) of this section.

(c) Minimum investment return— (1) 
In general. For purposes of paragraph 
(b) of this section, the “ minimum in
vestment return” for any private foun
dation for any taxable year is the 
amount determined by multiplying—

(i) The excess of the aggregate fair 
market value of all assets of the foun
dation, other than those described in 
subparagraph (2) or (3) of this para
graph, over the amount of the acquisi
tion indebtedness with respect to such 
assets (determined under section 514(c) 
(1), but without regard to the taxable 
year in which the indebtedness was in
curred) , by

(it) The applicable percentage (as de
fined in subparagraph (5) of this para
graph) for such year.
For purposes of subdivision (i) of this 
subparagraph, the aggregate fair market 
value of all assets of the foundation shall 
include the average of the fair market 
values on a monthly basis of securities 
for which market quotations are readily 
available (within the meaning of subpar
agraph (4) (i) (a) of this paragraph), the 
average of the foundation’s cash bal
ances on a monthly basis (less the cash 
balances excluded from the computation 
of the minimum investment return by 
operation of subparagraph (3) (iv) of 
this paragraph), and the fair market 
value of all other assets (except those 
assets described in subparagraph (2) or
(3) of this paragraph) for the period of 
time during the year for which such as
sets are held by the foundation. Any de
termination of the fair market value of 
an asset required pursuant to the provi
sions of this subparagraph shall be made 
m accordance with the rules of subpara
graph (4) of this paragraph.

(2) Certain assets excluded. For pur
ples of this paragraph, the assets taken 
into account in determining m i n i m u m  
investment return shall not include the 
following:

Any future interest (such as a 
vested or contingent remainder, whether 
legal or equitable) of a foundation in the 
income or corpus of any real or personal 
Property until all intervening interests 

’ rights to the actual possession or 
enjoyment of, such property have ex- 
r r,e5  °r> although not actually reduced 
w tne foundation’s possession, until such 

interest has been constructively 
ho * * *  ky the foundation, as where it 
«as been credited to the foundation’s 
account, set apart for the foundation, or 

made available so that the 
oundation may acquire it at any time 

i n w - 'd have acquired it if notice of 
attention to acquire had been given;
«»IIP 11116 as^ts of an estate until such 

such assets are distributed to the 
of or’ due a prolonged period
„«jJ «ministration, such estate is con- 
¡¡¡*2? terminated for Federal income 
ini rP?ses hy operation of paragraph
comAm 1̂ 41(h)-3 of this chapter (Income Tax Regulations);

(iii) Any present interest of a founda
tion in any trust created and funded by 
another person (see, however, paragraph 
(b) (2) of this section with respect to 
amounts received from certain trusts de
scribed in section 4947(a) (2 ));

(iv) Any pledge to the foundation of 
money or property (whether or not the 
pledge may be legally enforced); and

(v) Any assets used (or held for use) 
directly in carrying out the foundation’s 
exempt purpose.

(3) Assets used (or held for use) in 
carrying out the exempt purpose— (i) In 
general. For purposes of subparagraph 
(2) (v) of this paragraph, an asset is 
“used (or held for use) directly in carry
ing out the foundation’s exempt pur
pose” only if the asset is actually used by 
the foundation in the carrying out of the 
charitable, educational, or other similar 
purpose which gives rise to the exempt 
status of the foundation, or if the foun
dation owns the asset and establishes to 
the satisfaction of the Commissioner 
that its immediate use for such exempt 
purpose is not practical (based on the 
facts and circumstances of the particu
lar case) and that definite plans exist to 
commence such use within a reasonable 
period of time. Consequently, assets 
which are held for the production of in
come or for investment (for example, 
stocks, bonds, interest-bearing notes, en
dowment funds, or, generally, leased real 
estate) are not being used (or held for 
use) directly in carrying out the founda
tion’s exempt purpose, even though the 
income from such assets is used to carry 
out such exempt purpose. Whether an 
asset is held for the production of income 
or for investment rather than used (or 
held for use) directly by the foundation 
to carry out its exempt purpose is a ques
tion of fact. For example, an office build
ing used for the purpose of providing 
offices for employees engaged in the 
management of endowment funds of the 
foundation is not being used (or held for 
use) directly by the foundation to carry 
out its charitable, educational, or other 
similar exempt purpose. However, where 
property is used both for charitable, edu
cational, or other similar exempt pur
poses and for other purposes, if such 
exempt use represents 95 percent or 
more of the total use, such property shall 
be considered to be used exclusively for 
a charitable, educational, or other simi
lar exempt purpose. If such exempt use 
of such property represents less than 95 
percent of the total use, reasonable allo
cation between such exempt and non
exempt use must be made for purposes 
of this paragraph. Property acquired by 
the foundation to be used in carrying out 
its charitable, educational, or other sim
ilar exempt purpose may be considered 
as used (or held for use) directly to carry 
out such exempt purpose even though 
the property, in whole or in part, is leased 
for a limited period of time during which 
arrangements are made for its conver
sion to the use for which it was acquired, 
provided such income-producing use of 
the property does not exceed a reason
able period of time. Generally, 1 year 
shall be deemed to be a reasonable

period of time for purposes of the imme
diately preceding sentence. For treat
ment of the income derived from such 
income-producing use, see paragraph 
(d) (2) (viii) of this section. Where the 
income-producing use continues beyond 
a reasonable period of time, the property 
shall not be deemed to be used by the 
foundation to carry out its charitable, 
educational, or other similar exempt 
purpose, but, instead, as of the time the 
income-producing use becomes marea- 
sonable, such property shall be treated 
as disposed of within the meaning of 
paragraph (d) (2) (iii) (b) of this section 
to the extent that the acquisition of the 
property was taken into account as a 
qualifying distribution (within the mean
ing of paragraph (a) (2) of § 53.4942(a)- 
3) for any taxable year. If, subsequently, 
the property is used by the foundation 
directly in carrying out its charitable, 
educational, or other similar exempt 
purpose, a qualifying distribution in the 
amount of its then fair market value, 
determined in accordance with the rules 
contained in subparagraph (4) of this 
paragraph, shall be deemed to have been 
made as of the time such exempt use 
begins.

(ii) Illustrations. Examples of assets 
which are “used (or held for use) directly 
in carrying out the foundation’s exempt 
purpose” include, but are not limited to, 
the following:

(a) Administrative assets, such as of
fice equipment and supplies which are 
used by employees or consultants of the 
foundation, to the extent such assets are 
devoted to and used directly in the ad
ministration of the foundation’s chari
table, educational or other similar exempt 
activities;

(b) Real estate or the portion of a 
building used by the foundation directly 
in its charitable, educational, or other 
similar exempt activities;

(c) Physical facilities used in such ac
tivities, such as paintings or other works 
of art owned by the foundation which are 
on public display, fixtures and equipment 
in classrooms, research facilities and re
lated equipment which under the facts 
and circumstances serve a useful pur
pose in the conduct of such activities;

(d) Any interest in a functionally re
lated business (as defined in subdivision 
(iii) of this subparagraph) or in a pro
gram-related investment (as defined in 
section 4944(c)) ;

(e) The reasonable cash balances (as 
described in subdivision (iv) of this sub- 
paragraph) necessary to cover current 
administrative expenses and other nor
mal and current disbursements directly 
connected with the foundation’s chari
table, educational, or other similar ex
empt activities; and

(/) Any property leased by a founda
tion in carrying out its charitable, educa
tional, or other similar exempt purpose 
at no cost (or at a nominal rent) to the 
lessee or for a program-related purpose 
(within the meaning of section 4944(c)), 
such as the leasing of renovated apart
ments to low-income tenants at a low 
rental as part of the lessor foundation’s 
program for rehabilitating a blighted
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portion of a community. For treatment 
of the income derived from such use, see 
paragraph (d) (2) (viii) of this section.

(iii) Functionally related business— 
(a) In general. The term “functionally 
related business” means—

(1) a  trade or business which is not 
an unrelated trade or business (as de
fined in section 513), or

(2) An activity which is carried on 
within a larger aggregate of similar ac
tivities or within a larger complex of 
other endeavors which is related (aside 
from the need of the organization for in
come or funds or the use it makes of the 
profits derived) to the charitable, edu
cational, or other similar exempt purpose 
of the organization.

(b) Examples. The provisions of this 
subdivision may be illustrated by the fol
lowing examples:

Example (1).  X, a private foundation, 
maintains a community of historic value 
which is open to the general public. For the 
convenience of the public, X, through a 
wholly owned, separately incorporated, tax
able entity, maintains a restaurant and 
hotel in such community. Such facilities are 
within the larger aggregate of activities 
which makes available for public enjoyment 
the various buildings of historic interest and 
which is related to X ’s exempt purpose. Thus, 
the operation of the restaurant and hotel 
under such circumstances constitutes a 
functionally related business.

Example (2). Y, a private foundation, as 
part of its medical research program under 
section 501(c)(3), publishes a medical 
journal in carrying out its exempt purpose. 
Space in the journal is sold for commercial 
advertising. Notwithstanding the fact that 
the advertising activity may be subject to 
the tax imposed by section 511, such activ
ity is within a larger complex of endeavors 
which makes available to the scientific com
munity and the general public developments 
with respect to medical research and is 
therefore a functionally related business.

(iv) Cash held for charitable, etc. ac
tivities. For purposes of subdivision 
(ii) (e) of this subparagraph, the reason
able cash balances which a private 
foundation needs to have on hand to 
cover expenses and disbursements de
scribed in such subdivision will generally 
be deemed to be an amount, computed on 
an annual basis, equal to one and one- 
half percent of the fair market value of 
all assets described in subparagraph (1) 
(i) of this paragraph, without regard to 
subdivision (ii) (e) of this subparagraph. 
However, if the Commissioner is satisfied 
that under the facts and circumstances 
an amount in addition to such one and 
one-half percent is necessary for pay
ment of such expenses and disburse
ments, then such additional amount may 
also be excluded from the amount of as
sets described in subparagraph (1) (i) of 
this paragraph. All remaining cash 
balances, including amounts necessary 
to pay any tax imposed by section 511 or 
any section of chapter 42 of the Code ex
cept section 4940, are to be included in 
the assets described in subparagraph 
(1) (i) of this paragraph.

(4) Valuation of assets— (i) Certain 
securities, (a) For purposes of subpara
graph (1) (i) of this paragraph, a private 
foundation may use any reasonable

method to determine the fair market 
value on a monthly basis of securities for 
which market quotations are readily 
available, as long as such method is con
sistently used. For purposes of this sub- 
paragraph, market quotations are readily 
available if a security is:

(1) Listed on the New York Stock Ex
change, the American Stock Exchange, 
or any city or regional exchange in which 
quotations appear on a daily basis, in
cluding foreign securities listed on a 
recognized foreign national or regional 
exchange;

(2) Regularly traded in the national 
or regional over-the-counter market, for 
which published quotations are avail
able; or

(3) Locally traded, for which quota
tions can readily be obtained from es
tablished brokerage firms.

(b) [Reserved]
(c) In the case of securities described 

in subdivision (i) (a) of this subpara
graph, which are held in trust for, or on 
behalf of, a foundation by a bank or 
other financial institution which values 
such securities periodically by use of a 
computer, a foundation may determine 
the correct value of such securities by 
use of such computer pricing system, 
provided the Commissioner has accepted 
such computer pricing system as a valid 
method for valuing securities for Fed
eral estate tax purposes.

(d) This subdivision may be illu
strated by the following examples:

Example (1). U, a private foundation, owns 
1,000 shares of the stock of M Corporation. 
M stock is regularly traded on the New York 
Stock Exchange. U consistently follows a 
practice of valuing its 1,000 shares of M stock 
on the last trading day of each month based 
upon the quoted closing price for M stock. 
U’s method of valuing its M Corporation stock 
is permissible under the rules contained in 
subdivision (i) (a) of this subparagraph.

Example (2). Assume the facts as stated 
in example (1), except that U consistently 
follows a practice of valuing its 1,000 shares 
of M stock by taking the mean of the closing 
prices for M stock on the first and last 
trading days of each month and the trading 
day nearest the 15th day of each month. 
U’s method of valuing its M stock is permis
sible under the rules contained in subdivi
sion (i)(a ) of this subparagraph.

Example (3).  Assume the facts as stated 
in example (1), except that U consistently 
foUows a practice of valuing its M stock by 
taking the mean of the highest and lowest 
quoted prices for the stock on the last trad
ing day of each month. U’s method of valuing 
its M stock is permissible under the rules 
contained in subdivision (l) (a )  of this 
subparagraph.

Example (4).  V, a private foundation, owns 
1,000 shares of the stock of N Corporation. N 
stock is regularly traded in the national 
over-the-counter market and published 
quotations of the bid and asked prices for 
the stock are available. V consistently fol
lows a practice of valuing its 1,000 shares of 
N stock on the first trading day of each 
month by taking the mean of the bid and 
asked prices on that day. V’s method of 
valuing its N Corporation stock is permissible 
under the rules contained in subdivision
(i) (a) of this subparagraph.

Example (5). W, a private foundation, 
owns 1,000 shares of the stock of O Corpora
tion. O stock is locally traded and quotations 
can readily be obtained from established

brokerage firms. W Consistently follows a 
practice of valuing its O stock on the 15th 
day of each month by obtaining a bona fide 
quotation of bid and asked prices for the 
stock from an established brokerage firm 
and taking the mean of such prices on that 
day. If a quotation is unavailable on the 
regular valuation date, W values its O stock 
based upon a bona fide quotation on the 
first day thereafter on which such a quota
tion is available. W’s method of valuing its 
O Corporation stock is permissible under 
the rules contained in subdivision (i) (o) 
of this subparagraph.

(ii) Cash. In order to determine the 
amount of a foundation’s cash balances, 
the foundation shall value its cash on a 
monthly basis by averaging the amount 
of cash on hand as of the first day of 
each month and as of the last day of 
each month.

(iii) Common trust funds. If a private 
foundation owns a participating interest 
in a common trust fund (as defined in 
section 584) established and adminis
tered under a plan providing for the 
periodic valuation of participating inter
ests during the fund’s taxable year and 
the reporting of such valuations to par
ticipants, the value of the foundation’s 
interest in the common trust fund shall 
be based upon the average of the valua
tions reported to the foundation during 
its taxable year ordinarily will consti
tute an acceptable method of valuation.

(iv) Other assets, (a) Except as 
otherwise provided in subdivision (iv) (b) 
of this subparagraph, the fair market 
value of assets other than those described 
in subdivisions (i) through (iii) of this 
subparagraph shall be determined an
nually. Thus, the fair market value of 
securities other than those described in 
subdivision (i) of this subparagraph 
shall be determined in accordance with 
this subdivision (a). Such determina
tion may be made, by employees of the 
private foundation or by any other per
son, without regard to whether such 
person is a disqualified person with re
spect to the foundation. A valuation 
made pursuant to the provisions of this 
subdivision, if accepted by the Commis
sioner, shall be valid only for the taxable 
year for which it is made. A new valua
tion made in accordance with these pro
visions is required fo r . the succeeding 
taxable year.

(b) If the requirements of this sub
division are met, the fair market value of 
any interest in real property, including 
any improvements thereon, may be de
termined on a 5-year basis. Such value 
must be determined by means of a cer
tified, independent appraisal made m 
writing by a qualified person who is 
neither a disqualified person with respect 
to, nor an employee of, the private 
foundation. The appraisal is certified 
only if it contains a statement at the en 
thereof to the effect that, in the °Pin" 
ion of the appraiser, the values placed o 
the assets appraised were determined l 
accordance with valuation principi 
regularly employed in making apprais 
of such property using all reasonao 
valuation methods. The foundation sna 
retain a copy of the independent p 
praisal for its records. If a valuati
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made pursuant to the provisions of this 
subdivision in fact falls within the range 
of reasonable values for the appraised 
property, such valuation may be used by 
by the foundation for the taxable year 
for which the valuation is made and for 
each of the succeeding 4 taxable years. 
Any valuation made pursuant to the pro
visions of this subdivision may be re
placed during the 5-year period by a 
subsequent 5-year valuation made in ac
cordance with the rules set forth in this 
subdivision, or with an annual valuation 
made in accordance with subdivision
(iv) (a) of this subparagraph, and the 
most recent such valuation of such assets 
shall be used in computing the founda
tion’s minimum investment return. In 
the case of a foundation organized*before 
May 27, 1969, a valuation made in ac
cordance with this subdivision applicable 
to the foundation’s first taxable year 
beginning after December 31, 1972, and 
the 4 succeeding taxable years must be 
made no later than the last day of such 
first taxable year. In the case of a 
foundation organized after May 26, 1969. 
a valuation made in accordance with 
this subdivision applicable to the foun
dation’s first taxable year beginning 
after [insert date these regulations are 
published as a Treasury decision] and 
the succeeding 4 taxable years must be 
made no later than the last day of such 
first taxable year. Any subsequent valua
tion made in accordance with this sub
division must be made no later than the 
last day of the first taxable year for 
which such new valuation is applicable. 
A valuation, if properly made in accord
ance with the rules set forth in this sub
division, will not be disturbed by the 
Commissioner during the 5-year period 
for which it applies even if the actual 
fair market value of such property 
changes during such period.

(c) For purposes of this subdivision, 
commonly accepted methods of valua
tion must be used in making an appraisal. 
Valuations made in accordance with the 
principles stated in the regulations under 
section 2031 constitute acceptable meth
ods of valuation. The term “appraisal,” 
as used in this subdivision, means a de
termination of fair market value and 
is not to be construed in a technical 
sense peculiar to particular property or 
interests therein, such as, for example, 
mineral Interests in real property.

(v) Definition of "securities” . For pur
poses of this subparagraph, the term
securities” includes, but is not limited 

to, common and preferred stocks, bonds, 
and mutual fund shares.

(vi) Valuation date, (a) In the case 
r* an asset which is required to be valued 
n an annual basis as provided in sub-

of this subparagraph, 
sucn asset may be valued as of any day 
£  v,p,riVat® foundation’s taxable year 
^ ,^hich such valuation applies, pro- 
t».o e foundation follows a consistent 

?f valuing such asset as of 
nch date in all taxable years.

« w /  A  y,aluati°n described in subdivi
d e ^ <b) of this subparagraph may 

maae as of any day in the first taxable
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year of the private foundation to which 
such valuation is to be applied.

(vii) Assets held for less than a taxable 
year. For purposes of this paragraph, any 
asset described in subparagraph ( l ) ( i )  
of this paragraph which is held by a 
foundation for only part of a taxable 
year shall be taken into account for pur
poses of determining the foundation’s 
minimum investment return for such 
taxable year by multiplying the fair 
market value of such asset (as deter
mined pursuant to this subparagraph) 
by a fraction, the numerator of which is 
the number of days in such taxable year 
that the foundation held such asset and 
the denominator of which is the num
ber of days in such taxable year.

(5) Applicable percentage— (i) In gen
eral. For purposes of subparagraph 
(1) (ii) of this paragraph, except as pro
vided in subdivision (ii) or (iii) of this 
subparagraph, the applicable percentage 
is:

(a) Six percent for a taxable year 
beginning in calendar years 1970 and 
1971; and

(b) Five and a half percent for a tax
able year beginning in calendar year 1972 
and in any subsequent calendar year, 
unless another percentage has been de
termined and published by the Secretary 
or his delegate.
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Any determination that a new applicable 
percentage is to be used for taxable years 
beginning in a calendar year subsequent 
to 1972 will be published by May 1st of 
such calendar year. The latest published 
percentage shall apply for any taxable 
year beginning in the calendar year with 
respect to which publication is made and 
for any subsequent taxable year. The ap
plicable percentage shall bear a relation
ship to 6 percent which the Secretary or 
his delegate determines to be compar
able to the relationship which the money 
rates and investment yields fòr the cal
endar year immediately preceding the 
beginning of the taxable year bear to 
the money rates and investment yields 
for the calendar year 1969. Any adjust
ment in the applicable percentage shall 
be made only to the nearest one-fourth 
of one percent.

(ii) Transitional rule. In the case of 
organizations organized before May 27, 
1969 (including organizations deemed to 
be so organized by virtue of the provi
sions of paragraph (e) (2) of this sec
tion), section 4942 shall, for all purposes 
other than the determination of the 
minimum investment return under sec
tion 4942(j) (3) (B) (ii), for taxable 
years—

(a) Beginning before January 1, 1972, 
apply without regard to section 4942(e).

(b) Beginning in 1972, apply with an 
applicable percentage of 4% percent,

(c) Beginning in 1973, apply with an 
applicable percentage which is the lesser 
of 5 percent or five-sixths of the appli
cable percentage prescribed in subdivi
sion (i) of this subparagraph for 1973, 
and

(d) Beginning in 1974, apply with an 
applicable percentage which is the lesser 
° f  5 Vz percent or eleven-twelfths of the

applicable percentage prescribed in sub
division (i) of this subparagraph for 
1974.

(iii) Short taxable periods. In any case 
in which a taxable year referred to in 
this subparagraph is a period less than 
12 months, the applicable percentage to 
be applied to the amount determined un
der the provisions of subparagraph (1) 
of this paragraph shall be equal to the 
applicable percentage for the calendar 
year in which the short taxable period be
gan multiplied by a fraction, the numer
ator of which is the number of days in 
such short taxable period and the de
nominator of which is 365.

(d) Adjusted net income— (1) Defini
tion. For purposes of paragraph (b) of 
this section, the term “adjusted net in
come” means the excess (if any) of—

(i) The gross income for the taxable 
year (including gross income from any 
unrelated trade or business) determined 
with the income modifications provided 
by subparagraph (2) of this paragraph, 
over

(ii) The sum of the deductions (in
cluding deductions directly connected 
with the carrying on of any unrelated 
trade or business), determined with the 
deduction modifications provided by 
subparagraph (4) of this paragraph, 
which would be allowed to a corpora
tion subject to the tax imposed by sec
tion 11 for the taxable year.

In computing the income includible 
under this paragraph as gross income 
and the deductions allowable under this 
paragraph from such income, the prin
ciples of subtitle A of the Code shall apply 
except to the extent such principles con
flict with section 4942 and the regula
tions thereunder (without regard to this 
sentence). Except as otherwise provided 
in this paragraph, no exclusions or de
ductions from gross income or credits 
against tax are allowable under this 
paragraph. For purposes of subdivision 
(i) of this subparagraph, the term “ gross 
income” does not include gifts, grants, or 
contributions received by the private 
foundation but does include income from 
a functionally related business (as de
fined in paragraph (c) (3) (iii) of this 
section).

(2) Income modifications. The income 
modifications referred to ’ in subpara
graph (1) (i) of this paragraph are as 
follows:

(i) Section 103 (relating to interest on 
certain governmental obligations) shall 
not apply. Hence, interest which would 
have been excluded from gross income 
by section 103 shall be included in gross 
income.

(ii) Capital gains and losses from the 
sale or other disposition of property shall 
be taken into account only in an amount 
equal to any net short-term capital gain 
(as defined in section 1222(5)) for the 
taxable year. Long-term capital gain or 
loss is not included in the computation 
of adjusted net income. Similarly, net 
section 1231 gains shall be excluded from 
the computation of adjusted net income. 
However, net section 1231 losses shall be 
included in the computation of adjusted
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net income, if such losses are otherwise 
described in subparagraph (1) (ii) of this 
paragraph. Any net short-term capital 
loss for a given taxable year shall not 
be taken into account in computing ad
justed net income for such year or in 
computing net short-term capital gain 
for purposes of determining adjusted net 
income for prior or future taxable years 
regardless of whether the foundation is 
a corporation or a trust.

(iii) The following amounts shall be 
included in gross income for the taxable 
year—

(a) Amounts received or accrued as 
repayments of amounts which were taken 
into account as a qualifying distribution 
within the meaning of paragraph (a) 
(2) (i) of § 53.4942(a)-3 for any taxable 
year;

(b) Notwithstanding subdivision (ii) 
of this subparagraph, gross amounts re
ceived or accrued from the sale or other 
disposition of property to the extent that 
the acquisition of such property was 
taken into account as a qualifying distri
bution (within the meaning of paragraph 
(a) (2) (ii) of § 53.4942(a)-3) for any 
taxable year; and

(c) Any amount set aside under para
graph (b) of § 53.4942(a)-3 to the extent 
it is determined that such amount is not 
necessary for the purposes for which it 
was set aside.

(iv) Any distribution received by a 
private foundation from a disqualified 
person in redemption of stock held by 
such private foundation in a business 
enterprise shall be treated as not essen
tially equivalent to a dividend under sec
tion 302(b)(1) if all of the following 
conditions are satisfied;

(a) Such redemption is of stock which 
was owned by a private foundation on 
May 26, 1969 (or which is acquired by 
a private foundation under the terms of' 
a trust which was irrevocable on May 26, 
1969, or under the terms of a will exe
cuted on or before such date which are 
in effect on such date and at all times 
thereafter);

(b) Such foundation is required to 
dispose of such property in order not to 
be liable for tax under section 4943 (re
lating to taxes on excess business hold
ings) applied, in the case of a disposi
tion before January 1,1975, without tak
ing section 4943(c) (4) into account; and

(c) Such foundation receives in return 
an amount which equals or exceeds the 
fair market value of such property at the 
time of such disposition or at the time a 
contract for such disposition was previ
ously executed in a transaction which 
would not constitute a prohibited trans
action (within the meaning of section 
503(b) or the corresponding provisions 
of prior law).

(v) If, as of the date of distribution of 
property for purposes described in sec
tion 170(c) (1) or (2) (B) , the fair mar
ket value of such property exceeds its 
adjusted basis, such excess shall not be 
deemed an amount includible in gross 
income.

(vi) The income received by a private 
foundation from an estate during the 
period of administration of such estate

shall not be included in such founda
tion’s gross income, unless, due to a pro
longed period of administration, such 
estate is considered terminated for Fed
eral income tax purposes by operation of 
paragraph (a) of § 1.641(b)-3 of this 
chapter (Income Tax Regulations).

(vii) Distributions received by a pri
vate foundation from a trust created and 
funded by another person shall not be 
included in the foundation’s gross in
come. However, with respect to distribu
tions from certain trusts described in 
section 4947(a)(2), see paragraph (b) 
(2) of this section.

(viii) Gross income shall include all 
amounts derived from, or in connection 
with, property held by the foundation, 
even though the fair market value of 
such property may not be included in 
such foundation’s assets for purposes of 
determining minimum investment return 
by operation of paragraph (c) (3) of this 
section.

(ix) Gross income shall include 
amounts treated in a preceding taxable 
year as a “qualifying distribution” by 
operation of paragraph (c) of § 53.4942 
(a)-3 where such amounts are not re
distributed by the close of the donee 
organization’s succeeding taxable year 
in accordance with the rules prescribed 
in such paragraph (c), In such cases, 
such amounts shall be included in the 
donor foundation’s gross income for such 
foundation’s first taxable year beginning 
after the close of the donee organiza
tion’s first taxable year following the 
donee organization’s taxable year of 
receipt.

(3) Adjusted basis— (i) In general. 
For purposes of subparagraph (2) (ii) of 
this paragraph, the adjusted basis for 
purposes of determining gain from the 
sale or other disposition of property shall 
be determined in accordance with the 
rifies set forth in subdivision (ii) of this 
subparagraph and the adjusted basis 
for purposes of determining loss from 
such disposition shall be determined in 
accordance with the rules set forth in 
subdivision (iii) of this subparagraph. 
Further, the provisions of this subpara
graph do not apply for any purpose other 
than for purposes of subparagraph (2) 
(ii) of this paragraph. For example, the 
determination of gain "pursuant to the 
provisions of section 341 is determined 
without regard to this subparagraph.

(ii) Gain from sale or other disposi
tion. The adjusted basis for purposes of 
determining gain from the sale or other 
disposition of property shall be the 
greater of;

(a) The fair market value of such 
property on December 31, 1969, plus or 
minus all adjustments after Decem
ber 31, 1969, and before the date of sale 
or other disposition under the rules of 
Part II, Subchapter O, Chapter 1 of the 
Code, provided that the property was 
held by the private foundation on De
cember 31,1969, and continuously there
after to such date of sale or other dis
position; or

(b) The adjusted basis as determined 
under the rules of Part II, Subchapter

- O, Chapter 1 of the Code, subject to the

provisions of section 4940(c) (3) (B) and 
the regulations thereunder (and with
out regard to section 362(c) ) : With re
spect to assets acquired prior to Decem
ber 31, 1969, which were subject to 
depreciation or depletion, for purposes 
of determining the adjustments to be 
made to basis between the date of acqui
sition and December 31, 1969, an amount 
equal to straight-line depreciation or 
cost depletion shall be taken into ac
count. In addition, in determining such 
adjustments to basis, if any other adjust
ments would have been made during 
such period (such as a change in useful 
life based upon additional data or a 
change in facts), such adjustments shall 
also be taken into account.

(iii) Loss from sale or other disposi
tion. For purposes of determining loss 
from the sale or other disposition of 
property, adjusted basis as determined 
in subdivision (ii5 (b) of this subpara
graph shall apply.

(iv) Examples. The provisions of this 
subparagraph may be illustrated by the 
following examples:

Example (2). A private foundation, which 
uses the cash receipts and disbursements 
method of accounting, purchased certain 
depreciable real property on December 1, 
1969. On December 31, 1969, the fair market 
value of such property was $100,000 and its 
adjusted basis (determined under the pro
visions of this subparagraph) was $102,000. 
The property was sold on January 2, 1970, 
for $105,000. Because fair market value on 
December 31, 1969, $100,000, is less than the 
adjusted basis as determined by Part II, 
Subchapter O, Chapter 1 of the Code, $102,- 
000, a short-term gain of $3,000 is recognized 
(i . e sale price of $105,000 less the greater 
of the two possible bases) for purposes of 
subparagraph (2) (ii) of this paragraph.

Example (2). Assume the facts as stated 
in example (1), except that the sale price 
was $95,000. Because the sale price was $7,000 
less than the adjusted basis for loss ($102,000 
as determined by the application of sub
division (iii) of this subparagraph), there 
is a capital loss of $7,000 which may be de
ducted against short-term capital gains for 
1970 (if any) in determining net short-term 
capital gain.

Example (3). A private foundation, which 
uses the cash receipts and disbursements 
method of accounting, purchased unim
proved land on December 1, 1969. On Decem
ber 31, 1969, the fair market value of such 
property was $110,000 and its adjusted basis 
(determined under the provisions of this 
subparagraph) was $102,000. The property 
was sold on January 2, 1970, for $105,000. 
Since the fair market value on December 31, 
1969, $110,000, exceeds the adjusted basis 
as determined by Part II, Subchapter O, 
Chapter 1 of the Code, $102,000, such fair 
market value will be used for purposes ot 
determining gain. However, because the ad
justed basis for purposes of determining 
gain exceeds the sale price, there is no gain. 
Furthermore, because the adjusted basis for 
purposes of determining loss, $102,000, is 
less than sale price, there is no loss.

(4) Deduction modifications^—(i) jj1 
general. For purposes of computing ad
justed net income under subparagraph 
(1) of this paragraph, no deduction shall 
be allowed other than all the ordinary 
and necessary expenses paid or incurre 
for the production or collection of  ̂
income or for the management, conser
vation, or maintenance of property he
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for the production of such income, ex
cept as provided in subdivision (ii) of 
this subparagraph. Such expenses in
clude that portion of a private founda
tion’s operating expenses which is paid 
or incurred for the production or collec
tion of gross income. Operating ex
penses include compensation of officers, 
ether salaries and wages of employees, 
interest, rent, and taxes. Where only a 
portion of the property produces (or is 
held for the production of) income sub
ject to the provisions of section 4942, 
and the remainder of the property is used 
for charitable, educational, or other 
similar exempt purposes, the deductions 
allowed by this subparagraph shall be 
apportioned between the exempt and 
nonexempt uses. Similarly, where the 
deductions with respect to property used 
for a charitable, educational, or other 
similar exempt purpose exceed the in
come derived from such property, such 
excess shall not be allowed as a deduc
tion, but may be treated as a qualifying 
distribution described in paragraph 
(a) (2) (ii) of § 53.4942 (a)-3. Further
more, this subdivision does not allow de
ductions which are not paid or incurred 
for the purposes herein prescribed. Thus, 
for example, the deductions prescribed 
by the following sections are not allow
able: (a) The charitable contributions 
deduction prescribed under sections 170 
and 642(c); (b) the net operating loss 
deduction prescribed under section 172; 
and (c) the special deductions pre
scribed under Part v m , subchapter B, 
chapter 1 of the Code.

(ii) Special rules. For purposes of 
computing adjusted net income under 
subparagraph (1) of this paragraph: (.a) 
The allowances for depreciation and 
depletion as determined under section 
4940(c)(3)(B) and the regulations 
thereunder shall be taken into account, 
and (b) section 265 (relating to expenses 
and interest relating to tax-exempt in
terest) shall not apply.

(e) Certain transitional rules— (1) In 
general. In the case of organizations or
ganized before May 27,1969, section 4942 shall—

(i) Not apply to an organization to 
the extent its income is required to be 
accumulated pursuant to the mandatory 
terms (as in effect on May 26, 1969, and 
at all times thereafter) of an instrument 
executed before May 27, 1969, with re
spect to the transfer of income producing 
Property to such organization, except 
that section 4942 shall apply to such 
organization if the organization would 

been denied exemption had section 
004(a) not been repealed, or would 

deductions under section 
limited had section 681(c) not 

rePealed. In applying the preceding 
®~“ ei?ee, in addition to the limitations 
contained in section 504(a) or 681(c) 

repeal- section 504(a)(1) or 
in» + sba11 be treated as not apply- 

ap organization to the extent its 
Is, required to be accumulated 

pffan*ant ^  mandatory terms (as in 
tim °n January 1, 1951, and at all 

es thereafter) of an instrument exe

cuted before January 1, 1951, with re
spect to the transfer of income produc
ing property to such organization before 
such date, if such transfer was irrevoca
ble on such date; and

(ii) Not apply to an organization 
which is prohibited by its governing in
strument or other instrument from dis
tributing capital or corpus to the extent 
the requirements of section 4942 are 
inconsistent with such prohibition.

(2) Certain existing organizations. 
For purposes of this section, an organiza
tion will be deemed to be organized prior 
to May 27, 1969, if it is either a testa
mentary trust created under the will of 
an individual who died prior to such date 
or an inter vivos trust which was in ex
istence and irrevocable prior to such 
date, even though it is not funded until 
after May 26, 1969. Similarly, a split- 
interest trust, as described in section 
4947(a)(2), which became irrevocable 
prior to May 27, 1969, and which is 
treated as a private foundation under 
section 4947(a)(1) subsequent to such 
date, likewise shall be treated as an or
ganization organized prior to such date. 
See section 507(b)(2) and the regula
tions thereunder with respect to the ap
plicability of transitional rules where 
there has been a merger of two or more 
private foundations or a reorganization 
of a private foundation.

(3) Limitation. With respect to taxable 
years beginning after December 31, 1971, 
subparagraph (1) (i) and (ii) of this 
paragraph shall apply only for taxable 
years during which there is pending any 
judicial proceeding by the private foun
dation which is necessary to reform, or 
to excuse such foundation from compli
ance with, its governing instrument or 
any other instrument (as in effect on 
May 26,1969) in order to comply with the 
provisions of section 4942, and in the case 
of subparagraph (1) (i) of this paragraph 
for all taxable years following the tax
able year in which such judicial proceed
ing is terminated during which the 
governing instrument or any other in
strument does not permit compliance 
with such provisions. Thus, the exception 
described in subparagraph (1) (ii) of this 
paragraph applies after 1971 only for tax
able years during which such judicial pro
ceeding is pending. Accordingly, begin
ning with the first taxable year following 
the taxable year in which such judicial 
proceeding is terminated, such founda
tion will be required to meet the require
ments of section 4942 and the regula
tions thereunder (and be subject to the 
taxes provided upon failure to do so) 
except to the extent such foundation is 
required to accumulate income as de
scribed in subparagraph (1) (i) of this 
paragraph, even if the governing instru
ment continues to prohibit invasion of 
capital or corpus. In any case where a 
foundation’s governing instrument or any 
other instrument requires accumulation 
of income as described in subparagraph 
(1) (i) of this paragraph beginning with 
the first taxable year following the tax
able year in which such judicial proceed
ing is terminated, the distributable 
amount (as defined in paragraph (b) of
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this section) for such foundation shall be 
reduced by the amount of the income re
quired to be accumulated. Therefore, if 
the foundation’s adjusted net income for 
any taxable year equals or exceeds its 
minimum investment return for such 
year, the accumulation provision will be 
given full effect. However, if the mini
mum investment return exceeds the ad
justed net income for any taxable year, 
the foundation will be required to- dis
tribute such excess for such year. For 
purposes of this paragraph, a judicial 
proceeding will be treated as pending 
only if the foundation is diligently pur
suing its judicial remedies and there is no 
unreasonable delay in such proceeding 
for which the private foundation is 
responsible.

(4) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples:

Example (1). X, a private foundation or
ganized in 1930, is required by the mandatory 
terms of its governing instrument to ac
cumulate 25 percent of its adjusted net in
come and to add such accumulations to cor
pus. The instrument also prohibits distri
bution of corpus for any purpose. On July 13, 
1971, X  instituted an action in the appro
priate State court to reform the instrument 
by deleting the accumulation and corpus 
provisions described above. If the court’s final 
order reforms the accumulation provision to 
allow distributions of income sufficient to 
avoid the imposition of a tax under section 
4942, then section 4942 applies to X, regard
less of the court’s action with respect to the 
corpus provision. However, if the court rules 
that the accumulation provision may not be 
reformed, section 4942 applies to X  only to 
the extent provided for in subparagraph (3) 
of this paragraph, regardless of the court’s 
action with respect to the corpus provision.

Example (2). Private foundation Y was 
created by the will of A who died in 1940. 
Y’s governing instrument requires that 40 
percent of Y ’s adjusted net income be added 
to corpus each year. In an action commenced 
prior to December 31, 1971, a court of com
petent jurisdiction ruled that this accumu
lation provision must be complied with. In 
Y s succeeding taxable year its adjusted net 
income is $120,000, and its minimum invest- 
ment return is $140,000. Thus, Y is required 
to accumulate $48,000 (40 percent of $120,- 
000) and shall be allowed to do so. There
fore, Y ’s distributable amount for such tax
able year shall be the greater of its adjusted 
net income ($120,000) or its minimum in
vestment return ($140,000), reduced by the 
amount o f the income required to be ac
cumulated ($48,000) and the taxes imposed 
by Subtitle A of the Code and section 4940 
and increased by any trust distributions de
scribed in paragraph (b )(2 ) o f this section. 
Accordingly, Y ’s distributable amount for 
such taxable year is $92,000 ($140,000 reduced 
by $48,000), before other adjustments. If Y ’s 
minimum investment return had been $120 - 
000 instead of $140,000, its distributable 
amount for such taxable year would have 
been $72,000 ($120,000 reduced by $48 000) 
before other adjustments. Similarly, if Y ’s 
minimum investment return had been $100 - • 
000 instead of $140,000, its distributable 
amount for such taxable year would also 
have been $72,000, before other adjustments.
§ 53.4942 (a )-3  Qualifying distributionsdefined.

(a) In general— a )  Distributions gen
erally. For purposes of section 4942 and 
the regulations thereunder, the amount
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of a qualifying distribution of property 
(as defined in subparagraph (2) of this 
paragraph) is the fair market value of 
such property as of the date such quali
fying distribution is made. The amount 
of an organization’s qualifying dis
tributions will be determined solely 
on the cash receipts and disbursements 
method of accounting described in sec
tion 446(c)(1).

(2) Definition. The term “qualifying 
distribution” means—

(i) Any amount (including program- 
related investments, as defined in sec
tion 4944(c), and reasonable and neces
sary administrative expenses) paid to 
accomplish one or more purposes de
scribed in section 170(c) (1) or (2)(B ), 
other than any contribution to—

(a) A private foundation which is not 
an operating foundation (as defined in 
section 4942(j) (3)), except as provided 
in paragraph (c) of this section, or

(b) An organization controlled (di
rectly or indirectly) by the contributing 
private foundation or one or more dis
qualified persons with respect to such 
foundation, except as provided in para
graph (c) of this section;

(ii) Any amount paid to acquire an 
asset used (or held for use) directly in 
carrying out one or more purposes de
scribed in section 170(c)(1) or (2)(B ). 
See paragraph (c)(3) of S 53.4942 (a) -2 
for the definition of “used (or held for 
use)” ; or

(iii) Any amount set aside within the 
meaning of paragraph (b) of this sec
tion.

(3) Control. For purposes of subpara
graph (2) (i) (b) of this paragraph, an 
organization is “controlled” by a foun
dation or one or more disqualified per
sons with respect to the foundation if 
any of such persons may, by aggregating 
their votes or positions of authority, re
quire the donee organization to make an 
expenditure, or prevent the donee or
ganization from making an expenditure, 
regardless of the method by which the 
control is exercised or exercisable. “Con
trol” of a donee organization is deter
mined without regard to any conditions 
imposed upon the donee as part of the 
distribution or any other restrictions ac
companying the distribution as to the 
manner in which the distribution is to be 
used, unless such conditions or restric
tions are described in paragraph (a) (8) 
of § 1.507-2 of tins chapter (Income Tax 
Regulations). In general, it is the donee, 
not the distribution, which must be 
“controlled” by the distributing private 
foundation for the provisions of sub- 
paragraph (2)(i) (b) of this paragraph 
to apply. Thus, the furnishing of support 
to an organization and the consequent 
imposition of budgetary procedures upon 
that organization with respect to such 
support shall not in itself be treated as 
subjecting that organization to the dis
tributing foundation’s control within the 
meaning of this subparagraph. Such 
“budgetary procedures” include expendi
ture responsibility requirements under 
section 4945(d) (4). The “controlled” or
ganization need not be a private founda
tion; it may be any type of exempt or

RULES AND REGULATIONS

nonexempt organization including a 
school, hospital, operating foundation, or 
social welfare organization.

(4) Borrowed funds— (i) In general. 
For pin-poses of tins paragraph, if a 
private foundation borrows money in a, 
particular taxable year to make expendi
tures for a specific charitable educa
tional, or other similar purpose, a quali
fying distribution out of such borrowed 
funds will, except as otherwise provided 
in subdivision (ii) of this subparagraph, 
be deemed to have been made only at 
the time that such borrowed funds are 
actually distributed for such exempt 
purpose.

(ii) Funds "borrowed before 1970. (a)
If a private foundation has borrowed 
money in a taxable year beginning before 
January 1, 1970, or subsequently bor
rows money pursuant to a written com
mitment which was binding as of the 
last day of such taxable year, to make 
expenditures for a specific charitable, 
educational, or other similar exempt 
purpose, if such borrowed funds are in 
fact expended for such purpose in any 
taxable year, and if such loan is there
after repaid, in whole or in part, in a 
taxable year beginning after Decem
ber 31,1969, then, at the election of the 
foundation as provided in subdivision (ii) 
(b) of this subparagraph, a qualifying 
distribution will be deemed to have been 
made at such time or times that such 
loan principal is so repaid rather than 
at the earlier time that the borrowed 
funds were actually distributed for such 
exempt purpose.

(b) The election described in subdivi
sion (ii) (a) of this subparagraph is to be 
made by attaching a statement to the 
form the private foundation is required 
to file under section 6033 for the first 
taxable year beginning after Decem
ber 31, 1969, in which a repayment of 
loan principal is made. Such statement 
shall be made a part of such form and 
shall be attached to such form in each 
succeeding taxable year in which any re
payment of loan principal is made. The 
statement shall set forth the name and 
address of the lender, the amount bor
rowed, the specific use made of such 
borrowed funds, and the private founda
tion’s election to treat repayments of 
loan principal as qualifying distributions.

(iii) Interest. Any payment of interest 
with respect to a loan described in sub
division (i) or (ii) of this subparagraph 
shall be treated as a deduction under 
paragraph (d) (1) (ii) of § 53.4942(a)-2 
in the taxable year in which it is made.

(5) Changes in use of an asset. If an 
asset not used (or held for use) directly 
in carrying out one or more purposes de
scribed in section 170(c) (1) or (2) (B) is 
subsequently converted to such a use, the 
foundation may treat'such conversion 
as a qualifying distribution. The amount 
of such qualifying distribution shall be 
the fair market value of the converted 
asset as of the date of its conversion. For 
purposes of the preceding sentence, lair 
market value shall be determined by 
making a valuation of the converted 
asset as of the date of its conversion in

accordance with the rules set forth in 
paragraph (c) (4) of § 53.4942 (a)-2.

<&) Certain foreign organizations—(i) 
In general. Distributions for purposes 
described in section. 170(c) (2)(B) to a 
foreign organization, which has not re
ceived a ruling or determination letter 
that it is an organization described in 
section 509(a) (1), (2), or (3) or 4942
(j)  (3), will be treated as a distribution 
made to an organization described in sec
tion 509(a) (1), (2), or (3) or 4942(j) (3) 
if the distributing foundation has made 
a good faith determination that the 
donee organization is an organization de
scribed in section 509(a) (1), (2), or <3) 
or 4942(j) (3). Such a "“good faith deter
mination” ordinarily will be considered 
as made where the determination is 
based on  an affidavit of the donee orga
nization or an opinion of counsel (of the 
distributing foundation or the donee or
ganization) that the donee is an orga
nization described in section 509(a) (1),
(2 ) , or (3) or 4942(j) (3). Such an affida
vit or opinion must set forth sufficient 
facts concerning the operations and sup
port of the donee organization for the 
Internal Revenue Service to determine 
that the donee organization would be 
likely to qualify as an organization de
scribed in section 509(a) (1), (2), or
(3) or 4942(j)(3).

(ii) Definition. For purposes of this 
subparagraph, the term “ foreign organi
zation” means any organization which is 
not described in section 170(c) (2) (A).

(7) Payment of tax. The payment of 
any tax imposed under chapter 42 of the 
Code shall not be treated as a qualifying 
distribution.

(8) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples;

Example {1). M, a private foundation 
which uses the calendar year as the taxable 
year, makes the following payments in 1970:
(1) a payment of $44,000 to five employees 
for conducting a foundation program of 
educational grants for research and study: 
(ii) $20,000 for various items of overhead, 10 
percent of which is attributable to the ac
tivities of the employees mentioned in pay
ment (i) of this example and the other 90 
percent of which is attributable to adminis
trative expenses which were not paid to 
accomplish any section 170(c) (1) or (2) (B) 
purpose: and (iii) a $100,000 general purpose 
grant paid to an educational institution 
described in section 170(b) (1) (A) (ii) which 
is not controlled by M or any disqualified 
persons with respect to M. Payments (i) and 
(ii) of this example are qualifying distribu
tions to the extent of $46,000 ($44,000 of 
salaries and 10 percent of the overhead, both 
of which are reasonable administrative ex
penses paid to accomplish section 170(c)(1) 
or (2) (B) purposes). Payment (iii) of this 
example is also a qualifying distribution, 
since it is a contribution for section 170(c)
(2) (B) purposes to an organization which is 
not described in subparagraph (2) (i) (®) c 
(b) of this paragraph. Hie other 90 percen 
of payment (ii) of this example may con
stitute items of deduction under paragrap 
(d )(1) (ii) of § 53.4942 (a)-2 if such items 
otherwise qualify under such paragraph.

Example (2). On February 21, 1972, N, a 
private foundation which uses the calen _ 
year as the taxable year, pays $500,000 for r 
property on which it plans to build hosp 
facilities to be used for medical care ana
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education. The real property produces no 
income and the hospital facilities will not be 
constructed until 1974 according to the set- 
aside plan submitted to and approved by the 
Commissioner pursuant to paragraph (b) of 
this section. The purchase of the land is a 
qualifying distribution under subparagraph 
(2)(ii) o f this paragraph. If, however, the 
property used were to produce rental income 
for more than a reasonable period of time be
fore construction of the hospital is begun, 
then as of the time such rental use becomes 
unreasonable (i) such purchase would no 
longer constitute a qualifying distribution 
under subparagraph (2) (ii) of this para
graph, and (ii) the amount of the qualifying 
distribution would be included in N’s gross 
income. See paragraphs (c) (3) (i) and (d) 
(2) (iii) (6) of § 53.4942(a)-2.

Example (3). In 1971, X, a private founda
tion engaged in holding paintings and ex
hibiting them to the public, purchases an 
additional building to be used to exhibit the 
paintings. Such expenditure is a qualifying 
distribution under subparagraph (2) (ii) of 
this paragraph. In 1975, X  sells the 
building. Under paragraph (d) (2) (iii) (b) of 
§ 53.4942(a)-2, all of the proceeds of the sale 
(less direct costs of the sale) are included 
in X’s adjusted net income for 1975.

Example (4).  In January 1969, M, a private 
foundation which uses the calendar year as 
the taxable year, borrows $10 million to give 
to N, a private college, for the construction of 
a science center. M borrowed the money from 
X, a commercial bank. M is to repay X  at 
the rate of $1.1 million per year ($1 million 
principal and $0.1 million interest) for 10 
years, beginning in January, 1973. M distrib
uted $5 million of the borrowed funds to N in 
February 1969 and the other $5 million in 
March 1970. M files a statement with the 
form it is required to file under section 6033 
for 1973 which contains the information re
quired by subparagraph (4) (ii) (b) of this 
paragraph. Pursuant to M’s election, each 
repayment of loan principal constitutes a 
qualifying distribution in the year of repay
ment. Accordingly, the distribution of $5 
million to N in March 1970 will not be treated 
as a qualifying distribution. Each payment 
of Interest ($0.1 million annually) with re
je c t  to M’s loan from X  is treated as a 

under paragraph (d) (1) (ii) of 
5 53.4942(a)-2 in the taxable year in which it is made.

Example (5). Private foundation Y engages 
in providing care for the aged. Y makes a dis
tribution of cash to H, a hospital described 
to section 170(b) (1) (A) (iii) which is not 
controlle,| by Y or any disqualified person 
with respect to Y. The distribution is made 
subject to the conditions that H will invest 
tne money as a separate fund which will 
near a name commemorating the creator of 
i  and will use the income from such fund 

H’s exempt hospital purposes which 
25*2 care f °r the aged. Under these 
ircumstances, the distribution from Y to 

"  is a qualifying distribution pursuant to 
subparagraph (2) (i) of this paragraph.
. (b> Certain set-asides— (1) In general.

set aside for a specific project
one or more of the Purposes described in section 170(c) (1) or (2) (B)

E  be treated as a qualifying distribu- 
2 ’ b+ut only if. at the time of the set- 
jsiae, the private foundation establishes 
that 6 Satlsfaction the Commissioner

f o r  L  amount will actually be paid 
frnmtlSp! clfic project within 60 months 

fin the date of the first set-aside, and 
b e t to r  ĥe project is one which can be 
t 2 L T raplished by such set-aside 811 by the immediate payment of funds.

(2) Specific project defined. For pur
poses of this paragraph, a “specific 
project” includes, but is not limited 
to, situations where relatively long-term 
grants or expenditures must be made 
in order to assure the continuity of par
ticular charitable projects or program- 
related investments, as defined in 
section 4944(c), or where grants are 
made as part of a matching-grant pro
gram. Such .term may include, for ex
ample, a plan to erect a building to 
house the direct charitable, educational, 
or other similar exempt activity of the 
foimdation (for example, a museum 
building in which, paintings are to be 
hung), even though the exact location 
and architectural plans have not been 
finalized; a plan to purchase an addi
tional group of paintings offered for sale 
only as a unit which requires an expendi
ture of more than 1 year’s income; or 
a plan to fund a specific research pro
gram which is of such magnitude as to 
require an accumulation prior to com
mencement of the research, even though 
not all of the details of the program have 
been finalized. For good cause shown, 
the period for paying the amount set 
aside may be extended by the Commis
sioner.

(3) Approval requirements. The ap
proval by the Commissioner must be ap
plied for not later than the end of the 
taxable year in which the amount is 
to be set aside, and in all cases the Com
missioner will either approve or dis
approve the set-aside in writing. An 
otherwise proper set-aside will not be a 
qualifying distribution under subpara
graph (1) of this paragraph with re
spect to a specific taxable year if 
approval by the Commissioner is not 
sought prior to the end of the taxable 
year in which the amount is actually 
set aside. To obtain approval by the 
Commissioner for a set-aside, the foun
dation must write to Commissioner of 
Internal Revenue, T:MS:EO, 1111 Con
stitution Avenue NW., Washington, D.C. 
20224, stating specifically—

(i) The nature and purposes of the 
specific project and the amount of the 
set-aside for which such approval is 
requested;

(ii) The amounts and approximate 
dates of any planned additions to the 
set-aside after its initial establishment;

(iii) The reasons why the project can 
be better accomplished by such set-aside 
than by the immediate payment of 
funds;

(iv) A detailed description of the proj
ect, including estimated costs, sources 
of any future funds expected to be used 
for completion of the project, and the 
location or locations (general or specific) 
of any physical facilities to be acquired 
or constructed as part of the project- 
and

(v) A statement by an appropriate 
foundation manager (as defined in sec
tion 4946(b)) that the amounts to be 
set aside will actually be paid for the spe
cific project within a specified period of 
time which ends not more than 60 
months after the date of the first set- 
aside, or a statement showing good cause

why the period for paying the amount 
set aside should be extended (including 
a showing that the proposed project 
could not be divided into two or more 
projects covering periods of no more 
than 60 months each) and setting forth 
the extension of time requested.

(4) Evidence of set-aside. A set-aside 
approved by the Commissioner shall be 
evidenced by the entry o f ' a dollar 
amount on the books and records of a 
private foundation as a pledge or obliga
tion to be paid at a future date or dates. 
Any amount which is set aside shall be 
taken into account for purposes of de
termining the foundation’s minimum 
investment return under paragraph (c) 
(1) of § 53.4942 (a)-2, and any income 
attributable to such set-aside shall be 
taken into account in computing ad
justed net income under paragraph (d) 
of § 53.4942(a)-2.

(5) Contingent set-aside. Except as 
provided in paragraph (e) (1) (i) or (ii) 
of § 53.4942(a)-2, with respect to 
amounts held by, or on behalf of, a foun
dation which may not be distributed 
pending the outcome of litigation be
cause of a court order, a foundation may 
seek and obtain a set-aside for a pur
pose described in paragraph (a) (2) of 
this section equal to the amount in con
troversy, multiplied by the applicable 
percentage or percentages during the 
pendency of litigation, with the use of 
the funds contingent upon a disposition 
of the controversy favorable to the foun
dation. In the event that the litigation 
encompasses more than one taxable 
year, the foundation may seek additional 
contingent set-asides. Such amounts 
must actually be distributed by the last 
day of the taxable year following the 
taxable year in which such proceedings 
are terminated. Amounts not distributed 
by the close of the appropriate taxable 
year shall be treated as described in 
paragraph (d) (2) (iii) (c) of § 53.4942 
(a)-2 for the succeeding taxable year.

(c) Certain contributions to section 
501(c) (3) organizations.— (1) In general 
For purposes of this section, the term 
“qualifying distribution” includes (in 
the year in which it is paid) a contribu
tion to an exempt organization described 
in section 501(c) (3) and described in 
paragraph (a) (2) (i) (a) or (b) of this 
section if—

(i) Not later than the close of the first
taxable year after the donee organiza
tion’s taxable year in which such con
tribution is received, such donee organi
zation makes a distribution equal to the 
full amount of such contribution and 
such distribution is a qualifying distribu
tion (within the meaning of paragraph 
(a) of this section, without regard to 
this paragraph) which is treated under 
paragraph (d) of this section as a dis
tribution out of corpus (or would be so 
treated if such section 501(c)(3) orga
nization were a private foundation which 
is not an operating foundation); and 

tii) The Private foundation making 
the contribution obtains adequate records 
or other sufficient evidence from such 
donee organization (such as a statement 
by an appropriate officer, director, or
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trustee of such donee organization) 
showing < except as otherwise provided 
in this subparagraph) (a) that the quali
fying distribution described in subdivi
sion (i) of this subparagraph has been 
made by such organization, (b) the 
names and addresses of the recipients of 
such distribution and the amount re
ceived by each, and (c) that the distribu
tion is treated as a distribution out of 
corpus under paragraph (d) of this sec
tion (or would be so treated if the donee 
organization were a private foundation 
which is not an operating foundation). 
Where a distribution is for an adminis
trative expense which is part of a section 
170(c) (1) or (2) (B) expenditure or is 
part of another section 170(c) (1) or (2) 
(B) expenditure that cannot reasonably 
be separately accounted for, the provi
sions of subdivision (ii) of this subpara
graph may be satisfied by the submission 
by the donee organization of a statement 
setting forth the general purpose for 
which such expenditure was made and 
that the amount was distributed as a 
qualifying distribution described in sub
division (ii) (c) of this subparagraph.

(2) Distribution requirements, (i) In 
order for a donee organization to meet 
the distribution requirements of subpar
agraph (1) m  of this paragraph, it must, 
not later than the close of the first tax
able year after its taxable year in which 
any contributions are received, distribute 
(within the meaning of this subpara
graph) an amount equal in value to the 
contributions received in such prior tax
able year and have no remaining undis
tributed income for such prior taxable 
year. In the event that a donee organiza
tion redistributes less than an amount 
equal to the total contributions from 
donor organizations which are required 
to be redistributed by such donee organi
zation by the close of the first taxable 
year following the taxable year in which 
such contributions were received, any 
distributions of suefa contributions shall 
be deemed to have been made pro rata 
out of all such contributions received in 
such prior taxable year, regardless of 
any earmarking or identification made 
by such donee organization with respect 
to the source of such distributions. See 
paragraph (d) (2) (ix) of § 53.4942 (a)-2 
for the treatment of amounts deemed 
not to have been so redistributed. For 
purposes of this paragraph, the term 
“contributions” means all contributions, 
whether of cash or property, and the fair 
market value of contributed property 
determined as of the date of the contri
bution must be used in determining 
whether an amount equal in value to the 
contributions received has been redis
tributed.

(ii) For purposes of this paragraph, 
the characterization of qualifying distri
butions made during the taxable year 
(i.e., whether out of the prior year’s un
distributed income, the current year’s un
distributed income, or corpus) is to be 
made as of the close of the taxable year 
in question, except to the extent that a 
different characterization is effected by 
means of the election provided for by 
paragraph (d) (2) of this section or by

subdivision (iv) of this subparagraph. 
Once it is determined that a qualifying 
distribution is attributable to corpus, 
such distribution will first be charged to 
distributions which are required to 
be redistributed under this paragraph.

(iii) All amounts contributed to a spe
cific exempt organization described in 
section 501(c)(3) and in paragraph (a) 
(2) CD (a) or (b) of this section within 
any one taxable year of such organiza
tion shall be treated (with respect to the 
contributing private foundation) as one 
“contribution” . If subparagraph (1) (i) 
or (ii) o f  this paragraph is not com
pletely satisfied with respect to such con
tribution within the meaning of such 
subparagraph, only that portion of such 
contribution which was redistributed 
(within the meaning of subparagraph (1)
(i) and (ii) of this paragraph) shall be 
treated as a qualifying distribution.

(iv) In order to satisfy distribution re
quirements under section 170(b)(1) (E)
(ii) or this paragraph, a donee organi
zation may elect to treat as a current dis
tribution out of corpus any amount dis
tributed in a prior taxable year which 
was treated as a distribution out of cor
pus under paragraph (d)(1) (iii) of this 
section provided that (a) such amount 
has not been availed of for any other 
purpose, such as a carryover under para
graph (e) of this section or a redistribu
tion under this paragraph for a prior 
year, (b) such corpus distribution oc
curred within the preceding 5 years, and 
(c) such amount is not later availed of 
for any other purpose. Such election must 
be made by attaching a statement to the 
return the foundation is required to file 
under section 6033 with respect to the 
taxable year for which such election is to 
apply. Such statement must contain a 
declaration by an appropriate foundation 
manager (within the meaning of section 
4946(b) (1)) that the foundation is mak
ing an election under this subdivision 
and it must specify that the distribution 
is made out of the undistributed income 
of a designated prior taxable year (or 
years) which was treated under para
graph <d) (1) (iii) of this section as a dis
tribution out of corpus. For purposes of 
elections made under this subdivision, see 
§ 1.9100-1 of this chapter (Income Tax 
Regulations) relating to extensions of 
time for making certain elections.

(3) Examples. The provisions of sub- 
paragraphs (1) and (2) of this paragraph 
may be illustrated by the following exam
ples. It is assumed in these examples that 
all private foundations described use the 
calendar as the taxable year.

Example (1). In 1972 M, a private founda
tion, makes a contribution out of 1971 income 
to X, another private foundation which is 
not an operating foundation. The contribu
tion is the only one received by X in 1972. 
In 1973 X  makes a qualifying distribution 
to an art museum maintained by an operat
ing foundation in an amount equal to the 
amount of the contribution received from M. 
X  also distributes all of its undistributed 
income for 1972 and 1973 for other purposes 
described in section 170(c) (2) (B ). Under the 
provisions of paragraph (d) of this section, 
such distribution to the museum is treated as 
a distribution out of corpus. Thus, M’s con

tribution to X  is a qualifying distribution 
out of M’s 1971 income provided M obtains 
adequate records or other sufficient evidence 
from X  showing the nature and amount of 
the distribution made by X, the identity of 
the recipient, and the fact that the distribu
tion is treated as made out of corpus. It X’s 
qualifying distributions during 1973 had been 
equal only to M’s contribution- to X  and X’s 
undistributed income for 1972, X  could have 
made an election under paragraph (d) (2) 
of this section to treat the amount distrib
uted in excess of its 1972 undistributed in
come as a distribution out of corpus and in 
that manner satisfied the requirements of 
this paragraph.

Example (2 ). Assume the facts stated in 
example (1), except that X  is a private col
lege described in section 170(b) (1) (A) (ii) 
which is controlled by disqualified persons 
with respect to M and that the records 
which X  furnishes to M show that the dis
tribution would have been treated as made 
out of corpus if X  were a private nonoperat
ing foundation. "Under these circumstances, 
result is the same as in example (1).

Example (3). Assume the facts stated in 
example (1), except that X  makes a distribu
tion to the museum equal only to one-half of 
the contribution from M, that the remainder 
of such contribution is added to X ’s funds 
and used to pay charitable administrative 
expenses, and that the records obtained by 
M from X are not sufficient to show the 
amounts distributed or the identities of the 
recipients of the distributions. The contribu
tion by M to X will be a qualifying distribu
tion only to the extent that M can obtain 
(i) other sufficient evidence (such as state
ments from officers or employees of X or 
from the museum) showing the facts re
quired by subparagraph (1) (ii) (a ), (b) , and 
(c) of this paragraph and (ii) a statement 
from X  setting forth that the remainder of 
the contribution was used for charitable ad
ministrative expenses which constituted 
qualifying distributions described in para
graph (a) (2) (i) of this section.

Example (4). X  and Y are private non
operating foundations. A is an exempt or
ganization which is not described in section 
501(c) (3) but which supervises and conducts 
a program described in section 170(c) (2) (B). 
Y, but not X, controls A within the meaning 
of paragraph (a) (3) of this section. In 1972, 
X  and Y each makes a grant to A of $100, 
specifically designated for use in the opera
tion of A’s section 170(c) (2) (B) program. 
X has made a qualifying distribution to A 
because the distribution is one described in
»aragraph (a) (2) (i) of this section. However, 
»ecause A is controlled by Y, Y ’s grant of 
i l 0 0  to A does not constitute a qualifying 
listribution within the meaning of such 
»aragraph (a )(2 )(i) . Furthermore, because 
1 is not an exempt organization described in 
lection 501(c) (8), Y ’s grant to A does not 
ionstitute a qualifying distribution by oper- 
ition of the provisions of this paragraph.

Example (5). N, a private nonoperating 
'oundation, had distributable amounts of 
5100 in 1970 and $125 in 1971. In 1970> N 
•eceived total contributions of $540: $15*j 
’rom Y, a public charity; $70 from Z, a private 
foundation; $140 from Q, a private founda
tion, subject to the requirement that N ear- 
nark the amount and distribute it before 
distributing Z’s contribution; and, $180 from 
Et, also a private foundation. However, 
specifically instructed N that such 
button did not have to be redistributed Be
cause R already had made enough qualify1 s 
distributions to avoid all section 4942 tax • 
N is not controlled by Y, Z, Q, or R, an 
made no qualifying distributions in _
bhe close of 1971, N had made qualifying dis
tributions of $420, earmarking $140 as ha ‘  
Ing been a distribution of Q’s contribu >
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but had made no election under paragraph 
(d) (2) of this section to have any amount 
distributed which was In excess of N’s 1970 
undistributed income treated as distributed 
out of corpus. Therefore, the first $225 of 
qualifying distributions made in 1971 (the 
sum of $100 and $125, N’s distributable 
amounts for 1970 and 1971, respectively) are 
treated as amounts described in paragraph 
(d)(1) (i) and (11) of this section. Since 

. Y’s contribution is a contribution from a 
public charity and does not have to be “re
distributed” and since R specifically in
structed N that its contribution need not 
be “redistributed” , the remaining $195 of 
qualifying distributions will be treated as 
distributed pro rata from Z’s and Q’s con
tributions, regardless of N’s earmarking. Ac
cordingly, of Z’s original qualifying distribu
tion of $70 only $65 ($195 multiplied by $70, 
Z’s contribution, over $210, the total ($70 
plus $140) of Z’s and Q’s contributions) will 
be treated as redistributed by N. Similarly, 
of Q’s original qualifying distribution of $140 
only $130 ($195 multiplied by $140 over $210) 
will be treated as redistributed by N. Thus, 
Z’s gross income for 1972 will be increased by 
$5 ($70 less the $65 actually redistributed), 
and Q’s gross income for 1972 will be in
creased by $10 ($140 less the $130 actually 
redistributed).

(4) Limitation. A contribution by a 
private foundation to a donee organiza
tion which the donee uses to make pay
ments to another organization (the sec
ondary donee) shall not be regarded as a 
contribution by the private foundation 
to the secondary donee if the distributing 
foundation does not earmark the use of 
the contribution for any named second
ary donee and does not retain power to 
cause the selection of the secondary 
donee by the organization to which such 
foundation has made the contribution. 
For purposes of this subparagraph, a 
contribution described herein shall not 
be regarded as a contribution by the 
foundation to the secondary donee even 
though such foundation has reason to 
oelieve that certain organizations would 
derive benefits from such contribution so 
long as the original donee organization 
exercises control, in fact, over the selec
tion process and actually makes the 
selection completely independently of 
such foundation.

(5) Transitional rule, (i) For pur
poses of this paragraph, a contribution 
to a private foundation which is not an 
operating foundation and which is not 
controlled (directly or indirectly) by the 
distributing foundation or one or more 
disqualified persons with respect to the 
distributing foundation will be treated 
ds a contribution to an operating foundation if—

(œ) Such contribution is made pur
suant to a written commitment which 
was binding on May 26, 1969, and at all 
fîmes thereafter.

<b) Such contribution is made for one 
.to,®ore °f the purposes described in 
section 170(c) (1) or (2)(B ), and

®uch contribution is to be paid
tne donee private foundation on or 

°eiore December 31, 1974.
a 5 l Por purposes of this subparagraph, 

written commitment will be considered 
lQfio B,be?n binding prior to May 27, 
thn ’ 0niy ^  the amount and nature of 

contribution and the name of the

donee foundation were entered in the 
records of the distributing foundation, 
or were otherwise adequately evidenced, 
prior to May 27, 1969, or notice of the 
contribution was communicated in writ
ing to such donee prior to May 27,1969.

(d) Treatment of qualifying distribu
tions— (1) In general. Except as pro
vided in subparagraph (2) of this para
graph, any qualifying distribution made 
during a taxable year shall be treated 
as made—

(1) First out of the undistributed in
come (as defined in paragraph (a) of 
§ 53.4942(a)-2) of the immediately pre
ceding taxable year (if the private foun
dation was subject to the initial excise 
tax imposed by section 4942(a) for such 
preceding taxable year) to the extent 
thereof:.

(ii) Second out of the undistributed 
income for the taxable year to the ex
tent thereof; and

(iii) Then out of corpus.
(2) Election. In the case of any quali

fying distribution which (under subpara
graph (1) of this paragraph) is not 
treated as made out of the undistributed 
income of the immediately preceding 
taxable year, the foundation may elect 
to treat any portion of such distribution 
as made out of the undistributed income 
of a designated prior taxable year or out 
of corpus. Such election must be made 
by filing a statement with the Commis
sioner during the taxable year in which 
such qualifying distribution is made or by 
attaching a statement to the return the 
foundation is required to file under sec
tion 6033 with respect to the taxable year 
in which such qualifying distribution was 
made. Such statement must contain a 
declaration by an appropriate foundation 
manager (within the meaning of section 
4946(b) (1)) that the foundation is mak
ing an election under this subparagraph, 
and it must specify whether the distri
bution is made out of the undistributed 
income of a designated prior taxable 
year (or years) or is made out of corpus. 
In any case where the election described 
in this subparagraph is made during the 
taxable year in which the qualifying dis
tribution is made, such election may be 
revoked in whole or in part by f i l i n g  a  
statement with the Commissioner during 
such taxable year revoking such election 
in whole or in part or by attaching a 
statement to the return the foundation 
is required to file under section 6033 with 
respect to the taxable year in which the 
qualifying distribution was made revok
ing such election in whole or in part. 
Such statement must contain a declara
tion by an appropriate foundation man
ager (within the meaning of section 
4946(b)(1)) that the foundation is re
voking an election under this subpara
graph in whole or in part, and it must 
specify the election or part thereof being 
revoked. For purposes of elections made 
under this subparagraph, see § 1.9100-1 
relating to extensions of time for making 
certain elections.

(3) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples:

3327
Example (I ) . M, a private foundation 

which was created in 1968 and which uses 
the calendar year as the taxable year, has dis
tributable amounts and qualifying distribu
tions for 1970 through 1976 as follows:

1 9 7 0 1 9 7 1 1 9 7 2 1 9 7 3
D i s t r i b u t a b l e  a m o u n t _ _ — .  $ 1 0 0 $ 1 0 0 $ 1 0 0 $ 1 0 0Q u a l i f y i n g  d i s t r i b u t i o n _ _  0 1 0 0 2 5 0 1 0 0

1 9 7 4 1 9 7 5 1 9 7 6
D i s t r i b u t a b l e  a m o u n t _ _ _ $ 1 0 0 $ 1 0 0 $ 1 0 0Q u a l i f y i n g  d i s t r i b u t i o n . . . . _  1 0 0 1 0 0 1 0 0

In 1971 the qualifying distribution of $100 
is treated under subparagraph (1) (i) of this 
paragraph as made out of the $100 of un
distributed income for 1970. The qualifying 
distribution of $250 in 1972 is treated as 
made: (i) $100 out of the undistributed in
come for 1971 under subparagraph (1) (i) of 
this paragraph; (ii) $100 out of the undis
tributed income for 1972 under subpara
graph (1) (ii) of this paragraph; and (iii) 
$50 out of corpus in 1972 under subpara
graph (1) (iii) of this paragraph. The quali
fying distribution of $100 in each of the 
years 1973 through 1976 is treated as made 
out of the undistributed income for each 
of those respective years under subparagraph
(1) (ii) of this paragraph. See paragraph (e) 
of this section for rules relating to the carry
over of qualifying distributions out of corpus.

Example (2). M, a private foundation 
which uses the calendar year as the taxable 
year, has undistributed income of $300 for 
1971, $200 for 1972, and $400 for 1973. On 
January 14, 1973, M makes its first qualifying 
distribution in 1973 when it sets aside (within 
the meaning of paragraph (b) of this sec
tion) $700 for construction of a hospital. On 
February 24, 1973, a notice of deficiency with 
respect to the excise taxes imposed by sec
tion 4942 (a) and (b) in regard to M’s un
distributed income for 1971 is mailed to M 
under section 6212(a). M notifies the Com
missioner in writing on March 20, 1973, that 
it is making an election under subparagraph
(2) of this paragraph, and that its distribu
tion of January 14th (to the extent it exceeds 
undistributed income for 1972) is to be 
applied first against undistributed income 
for 1971. Thus, under these facts and circum
stances, an initial excise tax of $45 (15 per
cent of $300) is imposed under section 4942 
(a). Since M made the election described 
above, the $300 of undistributed income for 
1971 is treated as distributed during the cor
rection period (as defined in paragraph (c)
(3) of § 53.4942 (a)-1 ), and therefore no addi
tional tax will be imposed. In addition, $200 
($700 minus $500) of the $700 qualifying dis
tribution is treated as made out of undistrib
uted income for 1973.

(e) Carryover of excess qualifying dis
tributions— (1) in general. If in any tax
able year for which an organization is 
subject to the initial excise tax imposed 
by section 4942(a) there is created an 
excess of qualifying distributions (as de
termined under subparagraph (2) of this 
paragraph), such excess may be used to 
reduce distributable amounts in any tax
able year of the adjustment period (as 
defined subparagraph (3) of this para- 
F aph) . For purposes of section 4942, 

paraSraph (d) of this section, 
the distributable amount for a taxable 
year in the adjustment period shall be 
reduced to the extent of the lesser of 
(i) the excess of qualifying distributions 
made in prior taxable years to which 
such adjustment period applies or (ii)
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the remaining undistributed income at 
the close of such taxable year after ap
plying any qualifying distributions made 
in such taxable year to the distributable 
amount for such taxable year (deter
mined without regard to this paragraph). 
If during any taxable year of the adjust
ment period there is created another ex
cess of qualifying distributions, such ex
cess shall not be taken into account until 
any earlier excess of qualifying distribu
tions has been completely applied against 
distributable amounts during its adjust
ment period.

(2) Excess qualifying distributions. An 
excess of qualifying distributions is 
created for any taxable year beginning 
after December 31,1969, if—

(i) The total qualifying distributions 
treated (under paragraph (d-» of this 
section) as made out of the undistrib
uted income for such taxable year or as 
made out of corpus with respect to such 
taxable year (other than amounts dis
tributed by an organization in satisfac
tion of section 170(b) (1) (E) (ii) or para
graph (c) of this section, or applied to a 
prior taxable year by operation of the 
elections contained in paragraphs (c) (2)
(iv) and (d) (2) of this section-» , exceeds

(ii) The distributable amount for such 
taxable year (determined without re
gard to this paragraph).

(3) Adjustment period. Fn” mirposes 
of this paragraph, the taxable years in 
the adjustment period are the 5 taxable 
years immediately following the taxable 
year in which the excess of qualifying 
distributions is created. Thu«!, an excess 
(within the meaning of subpsr» graph (2) 
of this paragraph) for any 1 taxable 
year cannot be carried over bevond the 
succeeding 5 taxable years. However, if 
during any taxable year in the adjust
ment period an organization ceases to be 
subject to the initial excise tax imposed 
by section 4942(a), any portion of the 
excess of. qualifying distributions, which 
prior to such taxable year has not been 
applied against distributable amounts, 
may not be carried over to such taxable 
year or subsequent taxable years in the 
adjustment period, even if during any of 
such taxable years the organization again 
becomes subject to the initial excise tax 
imposed by section 4942(a).

(4) Examples. The provisions of this 
paragraph may be illustrated by the fol
lowing examples:

Example (1) . (i) F, a private foundation 
which was created in 1967 and which uses 
the calendar year as the taxable year, has 
distributable amounts and qualifying dis
tributions for 1970 through 1976 as follows:

Y e a r 1 9 7 0 1 9 7 1 1 9 7 2 1 9 7 3

D i s t r i b u t a b l e  a m o u n t - - - -Q u a l i f y i n g  d i s t r i b u t i o n - - -
_ $ 1 0 0_  0 $ 1 0 0$ 2 5 0 $ 1 0 0$ 7 0 $ 1 0 0$ 1 4 0

Y e a r 1 9 7 4 1 9 7 5 1 9 7 6

D i s t r i b u t a b l e  a m o u n t - - -Q u a l i f y i n g  d i s t r i b u t i o n - -
_ $ 1 0 0_  $ 6 0 $ 1 0 0$ 7 » $ 1 0 0$ 1 0 5

(ii) The qualifying distributions made in 
1971 will be treated under paragraph (d) of 
this section as $100 made out of the undis

tributed income for 1970, then as $100 made 
out of the undistributed income for 1971, 
and finally as $50 out of corpus in 1971. 
Since the total qualifying distributions for 
1971 ($150) exceed the distributable amount 
for 1971 ($100), there exists a $50 excess of 
qualifying distributions which F may use 
to reduce its distributable amounts for the 
years 1972 through 1976 (the taxable years in 
the adjustment period with respect to the
1971 excess). Therefore, the $100 distributa
ble amount for 1972 is reduced by $30 (the 
lesser of the 1971 excess ($50) and the re
maining* undistributed income at the close 
of 1972 ($30) , after the qualifying distribu
tions of $70 for 1972 were applied to the 
original distributable amount for 1972 of 
$100). Since the distributable amount for
1972 was.reduced to $70, there is no remain
ing undistributed income for 1972. Accord
ingly, the qualifying distributions made in
1973 will be treated as $100 made out of the 
undistributed income for 1973 and as $40 
out of corpus in 1973. Since this amount 
($140) exceeds the distributable amount for 
1973 ($100), there exists a $40 excess which 
F may use to reduce its distributable amounts 
for the years 1974 through 1978 (the tax
able years in the adjustment period with 
respect to- the 1973 excess). However, in 
accordance with subparagraph (1) of this 
paragraph such excess may not be used to 
reduce F’s distributable amounts for the 
years 1974 through 1976 until the excess 
created in 1971 has been completely applied 
against distributable amounts during such 
years. The distributable amount for 1974 is 
reduced by $40 (the lesser of the unused 
portion of the 1971 excess ($20) plus the
1973 excess ($40) and the remaining undis
tributed income at the close of 1974 ($40), 
after the qualifying distributions of $60 for
1974 were applied to the original distributa
ble amount for 1974 of $100). The distribut
able amount for 1975 is reduced by $20 
(the lesser of the unused portion of the 
1973 excess of qualifying distributions ($20) 
and the remaining undistributed income at 
the close of 1975 ($25), after the qualifying 
distributions of $75 for 1975 were applied to 
the original distributable amount for 1975 
of $100). Consequently, qualifying distribu
tions made in 1976 will be treated as made 
first out of the $5 of remaining undistributed 
income for 1975 and then as $100 made out 
of the undistributed income for 1976.

Example (2). Assume the facts as stated 
in example (1), except that in 1974 F re
ceives a contribution of $300 from G, a 
private foundation which controls F (within 
the meaning of paragraph (a) (3) of this 
section), and F distributes such contribu
tion in 1975 in. satisfaction of paragraph 
(c) of this section. Under these circum
stances, there would be no excess of qualify- 

• ing distributions for 1975 with respect to 
such distribution, since such distribution is 
excluded from the computation of an ex
cess of qualifying distributions by operation 
of subparagraph (2) (i) of this paragraph.

Example (3). Assume the facts as stated 
in example (1), except that in 1972 F is 
treated as an operating foundation (as such 
term is defined in section 4942(j)(3)). In 
accordance with subparagraph (3) of this 
paragraph since F is not subject to the 
initial excise tax imposed by section 4942(a) 
for 1972, the 1971 excess cannot be carried 
forward to 1972 or any subsequent year in 
the adjustment period with respect to the 
1971 excess, even if F is subsequently treated 
as a private nonoperating foundation for 
any year during the period 1973 through 
1976.

[FR Doc.73-2039 Filed 2-2-73;8:45 am]

Title 41— Public Contracts and Property 
Management

CHAPTER 101— FEDERAL PROPERTY 
MANAGEMENT REGULATIONS 

SUBCHAPTER A— GENERAL 

PART 101-4— PATENTS  
Licensing of Government-Owned Inventions 

This amendment of the Federal Prop
erty Management Regulations adds new 
Part 101-4, Patents, and new Subpart 
101-4.1, Licensing of Government-Owned 
Inventions. The amendment sets forth 
regulations which implement the Presi
dential Statement of Government Patent 
Policy dated August 23, 1971. The state
ment specifically directs the General 
Services Administration to issue regula
tions which provide for the licensing and 
dedication of Government-owned inven
tions for the purpose of enhancing the 
utilization of such inventions. Develop
ment of the regulation was accomplished 
in cooperation with the Committee on 
Government Patent Policy, Federal 
Council for Science and Technology. 
Agency and industry comments were 
considered.

The table of contents for Subchapter A 
is amended to add new entries, as fol
lows:

Subpart 101-4.1— Licensing of 
Government-Owned Inventions

Sec.
101-4.100 Scope of subpart.
101-4.101 Policy.
101-4.102 Definitions.
101-4.103 Types of licenses and conditions

101-4.103-1
for licensing.

Government inventions avail

101-4.103-2
able for licensing. 

Nonexclusive license.
101-4.103-3 Limited exclusive license.
101-4.103-4 Additional licenses.
101-4.103-5 Royalties.
101-4.103-6 Reports.
101-4.104 Procedures.
101-4.104-1 Government agency publication

101-4.104-2
requirements.

Contents of a nonexclusive li

101-4.104-3
cense application.

Contents of an exclusive license

101-4.104^4
application. 

Published notices.
101-4.104-5 Modification or revocation.
101-4.104-6 Appeals.
101-4.105 Litigation.
101-4.106 Transfer of custody of Govern

ment inventions.
Authority: Sec. 205(c), 63 Stat. 390; 40 

U.S.C. 486(c).
Part 101-4 is added as follows:

§ 101—4.100 Scope o f subpart.
This subpart prescribes the terms, con

ditions, and procedures for the licensing 
of rights in domestic patents and patent 
applications vested in the United States 
of America, and for dedication of Gov?
omment.rrampd inventions by a GOVeiH'
ment agency.
§ 101-4.101 Policy.

(a) A major premise of the Presiden
tial Statement of Government Paten 
Policy, August 23, 1971 (36 FR l™87' 
August 26, 1971), is that Government- 
owned inventions normally will best serv
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