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private foundations more than 90 days
after October 30, 1972.

(2) Transitional rules—(i) Grants com-
mitted prior to January 1, 1970. Section
4945(d) (3) and (g) and this section shall
not apply to a grant for section 170(c)
(2) (B) purposes made on or after Janu-
ary 1, 1970, if the grant was made pur-
suant to a commitment entered into
prior to such date, but only if such
commitment was made in accordance
with the foundation’s usual practices
and is reasonable in amount in light of
the purposes of the grant. For purposes
of this subdivision, a commitment will
be considered entered into prior to Jan-
uary 1, 1970, if prior to such date, the
amount and nature of the payments to
be made and the name of the payee
were entered on the records of the
payor, or were otherwise adequately
evidenced, or the notice of the payment
to be received was communicated to
the payee in writing.

(i1) Grants awarded on or after January
1, 1970. In the case of a grant awarded
on or after January 1, 1970, but prior to
the expiration of 90 days after October
30, 1972, and paid within 48 months
after the award of such grant, the re-
quirements of section 4945(g) that an
individual grant be awarded on an ob-
jective and nondiscriminatory basis
pursuant to a procedure approved in
advance by the Commissioner will be
deemed satisfied if the grantor utilizes
any procedure in good faith in award-
ing a grant to an individual which, in
fact, is reasonably calculated to pro-
vide objectivity and nondiscrimination
in the awarding of such grant and to
result in a grant which complies with
the conditions of section 4945(g) (1), (2),
or (3).

§53.4945-5 Grants to organizations.

(a) Grants to nonpublic organizations—
(1) In general. Under section 4945(d)(4)
the term ‘‘taxable expenditure” in-
cludes any amount paid or incurred by
a private foundation as a grant to an
organization (other than an organiza-
tion described in section 509(a) (1), (2)
or (3)), unless the private foundation
exercises expenditure responsibility
with respect to such grant in accord-
ance with section 4945(h). However, the
granting foundation does not have to
exercise expenditure responsibility
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with respect to amounts granted to or-
ganizations described in section 4945(f).

(2) “Grants” described. For a descrip-
tion of the term ‘‘grants”’, see §53.4945—
4(a)(2).

(3) Section 509(a) (1), (2), and (3) orga-
nizations. See section 508(b) and the
regulations thereunder for rules relat-
ing to when a grantor may rely on a
potential grantee’s characterization of
its status as set forth in the notice de-
scribed in section 508(b).

(4) Certain ‘“‘public”’ organications. For
purposes of this section, an organiza-
tion will be treated as a section
509(a)(1) organization if:

(i) It qualifies as such under para-
graph (a) of §1.5609(a)-2 of this chapter;

(ii) It is an organization described in
section 170(c)(1) or 511(a)(2)(B), even if
it is not described in section 501(c)(3);
or

(iii) It is a foreign government, or
any agency or instrumentality thereof,
or an international organization des-
ignated as such by Executive order
under 22 U.S.C. 288, even if it is not de-
scribed in section 501(c)(3).

However, any grant to an organization
referred to in this subparagraph must
be made exclusively for charitable pur-
poses as described in section
170(c)(2)(B).

(5) Certain foreign organizations. If a
private foundation makes a grant to a
foreign organization which does not
have a ruling or determination letter
that it is an organization described in
section 509(a)(1), (2), or (3), such grant
will not be treated as a grant made to
an organization other than an organi-
zation described in section 509(a)(1), (2),
or (3) if the grantor private foundation
has made a good faith determination
that the grantee organization is an or-
ganization described in section
509(a)(1), (2), or (3). Such a ‘‘good faith
determination’ ordinarily will be con-
sidered as made where the determina-
tion is based on an affidavit of the
grantee organization or an opinion of
counsel (of the grantor or the grantee)
that the grantee is an organization de-
scribed in section 509(a)(1), (2), or (3).
Such an affidavit or opinion must set
forth sufficient facts concerning the
operations and support of the grantee
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for the Internal Revenue Service to de-
termine that the grantee would be like-
ly to qualify as an organization de-
scribed in section 509(a) (1), (2), or (3).
See paragraphs (b)(5) and (b)(6) of this
section for other special rules relating
to foreign organizations.

(6) Certain earmarked grants—(@{) In
general. A grant by a private founda-
tion to a grantee organization which
the grantee organization uses to make
payments to another organization (the
secondary grantee) shall not be re-
garded as a grant by the private foun-
dation to the secondary grantee if the
foundation does not earmark the use of
the grant for any named secondary
grantee and there does not exist an
agreement, oral or written, whereby
such grantor foundation may cause the
selection of the secondary grantee by
the organization to which it has given
the grant. For purposes of this subdivi-
sion, a grant described herein shall not
be regarded as a grant by the founda-
tion to the secondary grantee even
though such foundation has reason to
believe that certain organizations
would derive benefits from such grant
so long as the original grantee organi-
zation exercises control, in fact, over
the selection process and actually
makes the selection completely inde-
pendently of the private foundation.

(ii) To governmental agencies. If a pri-
vate foundation makes a grant to an
organization described in section
170(c)(1) and such grant is earmarked
for use by another organization, the
granting foundation need not exercise
expenditure responsibility with respect
to such grant if the section 170(c)(1) or-
ganization satisfies the Commissioner
in advance that:

(a) Its grant-making program is in
furtherance of a purpose described in
section 170(c)(2)(B), and

(b) The section 170(c)(1) organization

exercises ‘‘expenditure responsibility”’
in a manner that would satisfy this
section if it applied to such section
170(c)(1) organization.
However, with respect to such grant,
the granting foundation must make
the reports required by section
4945(h)(3) and paragraph (d) of this sec-
tion, unless such grant is earmarked
for use by an organization described in
section 509(a) (1), (2), or (3).

§53.4945-5

(b) Expenditure responsibility. (1) In
general. A private foundation is not an
insurer of the activity of the organiza-
tion to which it makes a grant. Thus,
satisfaction of the requirements of sec-
tions 4945(d)(4) and (h) and of subpara-
graph (3) or (4) of this paragraph, will
ordinarily mean that the grantor foun-
dation will not have violated section
4945(d) (1) or (2). A private foundation
will be considered to be exercising
“expenditure responsibility’’ under sec-
tion 4945(h) as long as it exerts all rea-
sonable efforts and establishes ade-
quate procedures:

(i) To see that the grant is spent sole-
ly for the purpose for which made,

(ii) To obtain full and complete re-
ports from the grantee on how the
funds are spent, and

(iii) To make full and detailed re-
ports with respect to such expenditures
to the Commissioner.

In cases in which pursuant to para-
graph (a)(6) of this section a grant is
considered made to a secondary grant-
ee rather than the primary grantee,
the grantor foundation’s obligation to
obtain reports from the grantee pursu-
ant to section 4945(h)(2) and this sec-
tion will be satisfied if appropriate re-
ports are obtained from the secondary
grantee. For rules relating to expendi-
ture responsibility with respect to
transfers of assets described in section
507(b)(2), see section 507(b)(2) and the
regulations thereunder.

(2) Pre-grant inquiry—(i) Before mak-
ing a grant to an organization with re-
spect to which expenditure responsi-
bility must be exercised under this sec-
tion, a private foundation should con-
duct a limited inquiry concerning the
potential grantee. Such inquiry should
be complete enough to give a reason-
able man assurance that the grantee
will use the grant for the proper pur-
poses. The inquiry should concern
itself with matters such as: (a) The
identity, prior history and experience
(if any) of the grantee organization and
its managers; and (b) any knowledge
which the private foundation has
(based on prior experience or other-
wise) of, or other information which is
readily available concerning, the man-
agement, activities, and practices of
the grantee organization. The scope of
the inquiry might be expected to vary
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from case to case depending upon the
size and purpose of the grant, the pe-
riod over which it is to be paid, and the
prior experience which the grantor has
had with respect to the capacity of the
grantee to use the grant for the proper
purposes. For example, if the grantee
has made proper use of all prior grants
to it by the grantor and filed the re-
quired reports substantiating such use,
no further pregrant inquiry will ordi-
narily be necessary. Similarly, in the
case of an organization, such as a trust
described in section 4947(a)(2), which is
required by the terms of its governing
instrument to make payments to a
specified organization exempt from
taxation under section 501(a), a less ex-
tensive pregrant inquiry is required
than in the case of a private foundation
possessing discretion with respect to
the distribution of funds.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). Officials of M, a newly estab-
lished organization which is described in sec-
tion 501(c)(4), request a grant from X founda-
tion to be used for a proposed program to
combat drug abuse by establishing neighbor-
hood clinics in certain ghetto areas of a city.
Before making a grant to M, X makes an in-
quiry concerning the identity, prior history
and experience of the officials of M. X ob-
tains information pertaining to the officials
of M from references supplied by these offi-
cials. Since one of the references indicated
that A, an official of M, has an arrest record,
police records are also checked and A’s pro-
bation officer is interviewed.

The inquiry also shows M has no previous
history of administering grants and that the
officials of M have had no experience in ad-
ministering programs of this nature. How-
ever, in the opinion of X’s managers, M’s of-
ficials (including A who appears to be fully
rehabilitated after having been convicted of
a narcotics violation several years ago) are
well qualified to conduct this program since
they are members of the communities in
which the clinics are to be established and
are more likely to be trusted by drug users
in these communities than are outsiders.
Under these circumstances X has complied
with the requirements of this subparagraph
and a grant to M for its proposed program
will not be treated as a taxable expenditure
solely because of the operation of this sub-
paragraph.

Example (2). Foundation Y wishes to make
a grant to foundation R for use in R’s schol-
arship program. Y has made similar grants
to R annually for the last several years and
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knows that R’s managers have observed the
terms of the previous grants and have made
all requested reports with respect to such
grants. No changes in R’s management have
occurred during the past several years.
Under these circumstances, Y has enough in-
formation to have such assurance as a rea-
sonable man would require that the grant to
R will be used for proper purposes. Con-
sequently, Y is under no obligation to make
any further pregrant inquiry pursuant to
this subparagraph.

Example (3). S foundation requests a grant
from Z foundation for use in S’s program of
providing medical research fellowships. S
has been engaged in this program for several
years and has received large numbers of
grants from other foundations. Z’s managers
know that the reputations of S and of S’s of-
ficials are good. Z’s managers also have been
advised by managers of W foundation that W
had recently made a grant to S and that W’s
managers were satisfied that such grant has
been used for the purposes for which it was
made. Under these circumstances Z has
enough information to have such assurance
as a reasonable man would require that the
grant to S will be used for proper purposes.
Consequently, Z is under no obligation to
make any further pregrant inquiry pursuant
to this subparagraph.

(3) Terms of grants. Except as provided
in subparagraph (4) of this paragraph,
in order to meet the expenditure re-
sponsibility requirements of section
4945(h), a private foundation must re-
quire that each grant to an organiza-
tion, with respect to which expenditure
responsibility must be exercised under
this section, be made subject to a writ-
ten commitment signed by an appro-
priate officer, director, or trustee of
the grantee organization. Such com-
mitment must include an agreement by
the grantee:

(i) To repay any portion of the
amount granted which is not used for
the purposes of the grant,

(ii) To submit full and complete an-
nual reports on the manner in which
the funds are spent and the progress
made in accomplishing the purposes of
the grant, except as provided in para-
graph (¢)(2) of this section,

(iii) To maintain records of receipts
and expenditures and to make its
books and records available to the
grantor at reasonable times, and

(iv) Not to use any of the funds:
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(a) To carry on propaganda, or other-
wise to attempt, to influence legisla-
tion (within the meaning of section
4945(d)(1)),

(b) To influence the outcome of any
specific public election, or to carry on,
directly or indirectly, any voter reg-
istration drive (within the meaning of
section 4945(d)(2)),

(c) To make any grant which does not
comply with the requirements of sec-
tion 4945(d) (3) or (4), or

(d) To undertake any activity for any

purpose other than one specified in sec-
tion 170(c)(2)(B).
The agreement must also clearly speci-
fy the purposes of the grant. Such pur-
poses may include contributing for cap-
ital endowment, for the purchase of
capital equipment, or for general sup-
port provided that neither the grants
nor the income therefrom may be used
for purposes other than those described
in section 170(c)(2)(B).

(4) Terms of program-related invest-
ments. In order to meet the expenditure
responsibility requirements of section
4945(h), with regard to the making of a
program-related investment (as defined
in section 4944 and the regulations
thereunder), a private foundation must
require that each such investment with
respect to which expenditure responsi-
bility must be exercised under section
4945(d)(4) and (h) and this section be
made subject to a written commitment
signed by an appropriate officer, direc-
tor, or trustee of the recipient organi-
zation. Such commitment must specify
the purpose of the investment and
must include an agreement by the or-
ganization:

(i) To use all the funds received from
the private foundation (as determined
under paragraph (c)(3) of this section)
only for the purposes of the investment
and to repay any portion not used for
such purposes, provided that, with re-
spect to equity investments, such re-
payment shall be made only to the ex-
tent permitted by applicable law con-
cerning distributions to holders of eq-
uity interests,

(i) At least once a year during the
existence of the program-related in-
vestment, to submit full and complete
financial reports of the type ordinarily
required by commercial investors
under similar circumstances and a

§53.4945-5

statement that it has complied with
the terms of the investment,

(iii) To maintain books and records
adequate to provide information ordi-
narily required by commercial inves-
tors under similar circumstances and
to make such books and records avail-
able to the private foundation at rea-
sonable times, and

(iv) Not to use any of the funds:

(a) To carry on propaganda, or other-
wise to attempt, to influence legisla-
tion (within the meaning of section
4945(d)(1)),

(b) To influence the outcome of any
specific public election, or to carry on
directly or indirectly, and voter reg-
istration drive (within the meaning of
section 4945(d)(2)), or

(c) With respect to any recipient
which is a private foundation (as de-
fined in section 509(a)), to make any
grant which does not comply with the
requirements of section 4945 (d) (3) or
4).

(5) Certain grants to foreign organiza-
tions. With respect to a grant to a for-
eign organization (other than an orga-
nization described in section 509(a) (1),
(2), or (3) or treated as so described pur-
suant to paragraph (a)(4) or (a)(d) of
this section), subparagraph (3)(iv) or
(4)(iv) of this paragraph shall be
deemed satisfied if the agreement re-
ferred to in subparagraph (3) or (4) of
this paragraph imposes restrictions on
the use of the grant substantially
equivalent to the limitations imposed
on a domestic private foundation under
section 4945(d). Such restrictions may
be phrased in appropriate terms under
foreign law or custom and ordinarily
will be considered sufficient if an affi-
davit or opinion of counsel (of the
grantor or grantee) is obtained stating
that, under foreign law or custom, the
agreement imposes restrictions on the
use of the grant substantially equiva-
lent to the restrictions imposed on a
domestic private foundation under sub-
paragraph (3) or (4) of this paragraph.

(6) Special rules for grants by foreign
private foundations. With respect to ac-
tivities in jurisdictions other than
those described in section 170(c)(2)(A),
the failure of a foreign private founda-
tion which is described in section
4948(b) to comply with subparagraph (3)
or (4) of this paragraph with respect to
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a grant to an organization shall not
constitute an act or failure to act

which is a prohibited transaction
(within the meaning of section
4948(¢c)(2)).

(7) Expenditure responsibility with re-
spect to certain transfers of assets de-
scribed in section 507—(1) Transfers of as-
sets described in section 507(b)(2). For
rules relating to the extent to which
the expenditure responsibility rules
contained in section 4945 (d)(4) and (h)
and this section apply to transfers of
assets described in section 507(b)(2), see
§§1.507-3(a)(7), 1.507-3 (a)(8)(ii)(f), and
1.507-3(a)(9) of this chapter.

(ii) Certain other transfers of assets.
For rules relating to the extent to
which the expenditure responsibility
rules contained in section 4945 (d)(4)
and (h) and this section apply to cer-
tain other transfers of assets described
in §1.507-3(b) of this chapter, see §1.507-
3(b) of this chapter.

(8) Restrictions on grants (other than
program-related investments) to organiza-
tions mnot described in section 501(c)(3).
For other restrictions on certain
grants (other than program-related in-
vestments) to organizations which are
not described in section 501(c)(3), see
§53.4945-6(c).

(c) Reports from grantees—(1) In gen-
eral. In the case of grants described in
section 4945(d)(4), except as provided in
subparagraph (2) of this paragraph, the
granting private foundation shall re-
quire reports on the use of the funds,
compliance with the terms of the
grant, and the progress made by the
grantee toward achieving the purposes
for which the grant was made. The
grantee shall make such reports as of
the end of its annual accounting period
within which the grant or any portion
thereof is received and all such subse-
quent periods until the grant funds are
expended in full or the period of the
grantee for which such reports shall be
furnished to the grantor within a rea-
sonable period of time after the close
of the annual accounting period of the
grantee for which such reports are
made. Within a reasonable period of
time after the close of its annual ac-
counting period during which the use
of the grant funds is completed, the
grantee must make a final report with
respect to all expenditures made from
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such funds (including salaries, travel,
and supplies), and indicating the
progress made toward the goals of the
grant. The grantor need not conduct
any independent verification of such
reports unless it has reason to doubt
their accuracy or reliability.

(2) Capital endowment grants to exempt
private foundations. If a private founda-
tion makes a grant described in section
4945(d)(4) to a private foundation which
is exempt from taxation under section
501(a) for endowment, for the purchase
of capital equipment, or for other cap-
ital purposes, the grantor foundation
shall require reports from the grantee
on the use of the principal and the in-
come (if any) from the grant funds. The
grantee shall make such reports annu-
ally for its taxable year in which the
grant was made and the immediately
succeeding 2 taxable years. Only if it is
reasonably apparent to the grantor
that, before the end of such second suc-
ceeding taxable year, neither the prin-
cipal, the income from the grant funds,
nor the equipment purchased with the
grant funds has been used for any pur-
pose which would result in liability for
tax under section 4945(d), the grantor
may then allow such reports to be dis-
continued.

(3) Grantees’ accounting and record-
keeping procedures. (i) A private founda-
tion grantee exempt from taxation
under section 501(a) (or the recipient of
a program-related investment) need
not segregate grant funds physically
nor separately account for such funds
on its books unless the grantor re-
quires such treatment of the grant
funds. If such a grantee neither phys-
ically segregates grant funds nor estab-
lishes separate accounts on its books,
grants received within a given taxable
year beginning after December 31, 1969,
shall be deemed, for purposes of section
4945, to be expended before grants re-
ceived in a succeeding taxable year. In
such case expenditures of grants re-
ceived within any such taxable year
shall be prorated among all such
grants.

In accounting for grant expenditures,
private foundations may make the nec-
essary computations on a cumulative
annual basis (or, where appropriate, as
of the date for which the computations
are made). The rules set forth in the
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preceding three sentences shall apply
to the extent they are consistent with
the available records of the grantee
and with the grantee’s treatment of
qualifying distributions under section
4942(h) and the regulations thereunder.
The records of expenditures, as well as
copies of the reports submitted to the
grantor, must be kept for at least 4
years after completion of the use of the
grant funds.

(ii) For rules relating to accounting
and recordkeeping requirements for
grantees other than those described in
subdivision (i) of this subparagraph, see
§§53.4945-5(b)(8) and 53.4945-6(c).

(4) Reliance on information supplied by
grantee. A private foundation exer-
cising expenditure responsibility with
respect to its grants may rely on ade-
quate records or other sufficient evi-
dence supplied by the grantee organiza-
tion (such as a statement by an appro-
priate officer, director or trustee of
such grantee organization) showing, to
the extent applicable, the information
which the grantor must report to the
Internal Revenue Service in accord-
ance with paragraph (d)(2) of this sec-
tion.

(d) Reporting to Internal Revenue Serv-
ice by grantor—(1) In general. To satisfy
the reportmaking requirements of sec-
tion 4945(h)(3), a granting foundation
must provide the required information
on its annual information return, re-
quired to be filed by section 6033, for
each taxable year with respect to each
grant made during the taxable year
which is subject to the expenditure re-
sponsibility requirements of section
4945(h). Such information must also be
provided on such return with respect to
each grant subject to such require-
ments upon which any amount or any
report is outstanding at any time dur-
ing the taxable year. However, with re-
spect to any grant made for endow-
ment or other capital purposes, the
grantor must provide the required in-
formation only for any taxable year for
which the grantor must require a re-
port from the grantee under paragraph
(c)(2) of this section. The requirements
of this subparagraph with respect to
any grant may be satisfied by submis-
sion with the foundation’s information
return of a report received from the
grantee, if the information required by
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subparagraph (2) of this paragraph is
contained in such report.

(2) Contents of report. The report re-
quired by this paragraph shall include
the following information:

(i) The name and address of the
grantee.

(ii) The date and amount of the
grant.

(iii) The purpose of the grant.

(iv) The amounts expended by the
grantee (based upon the most recent
report received from the grantee).

(v) Whether the grantee has diverted
any portion of the funds (or the income
therefrom in the case of an endowment
grant) from the purpose of the grant
(to the knowledge of the grantor).

(vi) The dates of any reports received
from the grantee.

(vii) The date and results of any
verification of the grantee’s reports un-
dertaken pursuant to and to the extent
required under paragraph (c)(1) of this
section by the grantor or by others at
the direction of the grantor.

(3) Recordkeeping requirements. In ad-
dition to the information included on
the information return, a granting
foundation shall make available to the
Internal Revenue Service at the foun-
dation’s principal office each of the fol-
lowing items:

(i) A copy of the agreement covering
each “‘expenditure responsibility”’
grant made during the taxable year.

(ii) A copy of each report received
during the taxable year from each
grantee on any ‘‘expenditure responsi-
bility’’ grant, and

(iii) A copy of each report made by
the grantor’s personnel or independent
auditors of any audits or other inves-
tigations made during the taxable year
with respect to any ‘‘expenditure re-
sponsibility’’ grant.

(4) Reports received after the close of
grantor’s accounting year. Data con-
tained in reports required by this para-
graph, which reports are received by a
private foundation after the close of its
accounting year but before the due
date of its information return for that
year, need not be reported on such re-
turn, but may be reported on the
grantor’s information return for the
year in which such reports are received
from the grantee.
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(e) Violations of expenditure responsi-
bility requirements—(1) Diversions by
grantee. (i) Any diversion of grant funds
(including the income therefrom in the
case of an endowment grant) by the
grantee to any use not in furtherance
of a purpose specified in the grant may
result in the diverted portion of such
grant being treated as a taxable ex-
penditure of the grantor under section
4945(d)(4). However, for purposes of this
section, the fact that a grantee does
not use any portion of the grant funds
as indicated in the original budget pro-
jection shall not be treated as a diver-
sion if the use to which the funds are
committed is consistent with the pur-
pose of the grant as stated in the grant
agreement and does not result in a vio-
lation of the terms of such agreement
required to be included by paragraph
(b)(3) or (b)(4) of this section.

(ii) In any event, a grantor will not
be treated as having made a taxable ex-
penditure under section 4945(d)(4) sole-
ly by reason of a diversion by the
grantee, if the grantor has complied
with subdivision (iii) (a) and (b) or (iv)
(a) and (b) of this subparagraph, which-
ever is applicable.

(iii) In cases in which the grantor
foundation determines that any part of
a grant has been used for improper pur-
poses and the grantee has not pre-
viously diverted grant funds, the foun-
dation will not be treated as having
made a taxable expenditure solely by
reason of the diversion so long as the
foundation:

(a) Is taking all reasonable and ap-
propriate steps either to recover the
grant funds or to insure the restoration
of the diverted funds and the dedica-
tion (consistent with the requirements
of (b) (1) and (2) of this subdivision) of
the other grant funds held by the
grantee to the purposes being financed
by the grant, and

(b) Withholds any further payments
to the grantee after the grantor be-
comes aware that a diversion may have
taken place (hereinafter referred to as
“further payments’’) until it has:

(1) Received the grantee’s assurances
that future diversions will not occur,
and

(2) Required the grantee to take ex-
traordinary precautions to prevent fu-
ture diversions from occurring.
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If a foundation is treated as having
made a taxable expenditure under this
subparagraph in a case to which this
subdivision applies, then unless the
foundation meets the requirements of
(a) of this subdivision the amount of
the taxable expenditure shall be the
amount of the diversion (for example,
the income diverted in the case of an
endowment grant, or the rental value
of capital equipment for the period of
time for which diverted) plus the
amount of any further payments to the
same grantee. However, if the founda-
tion complies with the requirements of
(a) of this subdivision but not the re-
quirements of (b) of this subdivision,
the amount of the taxable expenditure
shall be the amount of such further
payments.

(iv) In cases where a grantee has pre-
viously diverted funds received from a
grantor foundation, and the grantor
foundation determines that any part of
a grant has again been used for im-
proper purposes, the foundation will
not be treated as having made a tax-
able expenditure solely by reason of
such diversion so long as the founda-
tion:

(a) Is taking all reasonable and ap-
propriate steps to recover the grant
funds or to insure the restoration of
the diverted funds and the dedication
(consistent with the requirements of
(b) (2) and (3) of this subdivision) of
other grant funds held by the grantee
to the purposes being financed by the
grant, except that if, in fact, some or
all of the diverted funds are not so re-
stored or recovered, then the founda-
tion must take all reasonable and ap-
propriate steps to recover all of the
grant funds, and

(b) Withholds further payments until:

(1) Such funds are in fact so recov-
ered or restored,

(2) It has received the grantee’s as-
surances that future diversions will not
occur, and

(3) It requires the grantee to take ex-
traordinary precautions to prevent fu-
ture diversions from occurring.

If a foundation is treated as having
made a taxable expenditure under this
subparagraph in a case to which this
subdivision applies, then unless the
foundation meets the requirements of
(a) of this subdivision, the amount of
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the taxable expenditure shall be the
amount of the diversion plus the
amount of any further payments to the
same grantee. However, if the founda-
tion complies with the requirements of
(a) of this subdivision, but fails to
withhold further payments until the
requirements of (b) of this subdivision
are met, the amount of the taxable ex-
penditure shall be the amount of such
further payments.

(v) The phrase ‘‘all reasonable and
appropriate steps’ (as used in subdivi-
sions (iii) and (iv) of this subparagraph)
includes legal action where appropriate
but need not include legal action if
such action would in all probability
not result in the satisfaction of execu-
tion on a judgment.

(2) Grantee’s failure to make reports. A
failure by the grantee to make the re-
ports required by paragraph (c) of this
section (or the making of inadequate
reports) shall result in the grant’s
being treated as a taxable expenditure
by the grantor unless the grantor:

(i) Has made the grant in accordance
with paragraph (b) of this section,

(ii) Has complied with the reporting
requirements contained in paragraph
(d) of this section,

(iii) Makes a reasonable effort to ob-
tain the required report, and

(iv) Withholds all future payments on
this grant and on any other grant to
the same grantee until such report is
furnished.

(3) Violations by the grantor. In addi-
tion to the situations described in sub-
paragraphs (1) and (2) of this para-
graph, a grant which is subject to the
expenditure responsibility require-
ments of section 4945(h) will be consid-
ered a taxable expenditure of the
granting foundation if the grantor:

(i) Fails to make a pregrant inquiry
as described in paragraph (b)(2) of this
section,

(ii) Fails to make the grant in ac-
cordance with a procedure consistent
with the requirements of paragraph (b)
(3) or (4) of this section, or

(iii) Fails to report to the Internal
Revenue Service as provided in para-
graph (d) of this section.

(f) Effective dates—(1) In general. This
section shall apply to all grants which
are subject to the expenditure responsi-
bility requirements of section 4945(d)(4)

§53.4945-5

and (h) and which are made by private
foundations more than 90 days after
October 30, 1972.

(2) Transitional rules—({) Certain
grants awarded prior to May 27, 1969.
Section 4945(d)(4) and (h) and this sec-
tion shall not apply to a grant to a pri-
vate foundation which is not con-
trolled, directly or indirectly, by the
grantor foundation or one or more dis-
qualified persons (as defined in section
4946) with respect to the grantor foun-
dation, provided that such grant:

(a) Is made pursuant to a written
commitment which was binding on
May 26, 1969, and at all times there-
after,

(b) Is made for one or more of the
purposes described in section
170(c)(2)(B), and

(c) Is to be paid out to such grantee
foundation on or before December 31,
1974.

(i1) Grants or expenditures committed
prior to January 1, 1970. Except as pro-
vided in paragraph (e)(2)(i) of §53.4945-4,
section 4945 shall not apply to a grant
or an expenditure for section
170(c)(2)(B) purposes made on or after
January 1, 1970, if the grant or expendi-
ture was made pursuant to a commit-
ment entered into prior to such date,
but only if (in the case of a grant or an
expenditure other than an unlimited
general-purpose grant to an organiza-
tion) such commitment is reasonable
in amount in light of the purposes of
the grant. For purposes of this subdivi-
sion, a commitment will be considered
entered into prior to January 1, 1970, if
prior to such date, the amount and na-
ture of the payments to be made and
the name of the payee were entered on
the records of the payor, or were other-
wise adequately evidenced, or the no-
tice of the payment to be received was
communicated to the payee in writing.

(iii) Grants awarded on or after Janu-
ary 1, 1970. Paragraphs (b), (¢), and (d)
of this section shall not apply to grants
awarded on or after January 1, 1970, but
prior to the expiration of 90 days after
October 30, 1972, if the grantor has
made reasonable efforts, and has estab-
lished adequate procedures such as a
prudent man would adopt in managing
his own property, to see that the grant
is spent solely for the purpose for
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which made, to obtain full and com-
plete reports from the grantee on how
the funds are spent, and to make full
and detailed reports with respect to
such grant to the Commissioner. With
respect to any return filed with the In-
ternal Revenue Service before the expi-
ration of 90 days after October 30, 1972,
the grantor may treat reports which
satisfy the requirements of the state-
ment to be attached to Form 4720 for
the year 1970 under ‘‘Specific Instruc-
tions—Question B’ (items (1) through
(5)) as satisfying the grantor reporting
requirements with respect to ‘‘expend-
iture responsibility’” grants. In the
case of a private foundation required to
file an annual return for a taxable year
ending after January 1, 1970, and before
December 31, 1970, the reporting re-
quirements imposed by section
4945(h)(3) for such period shall be re-
garded as satisfied if such reports are
made on the annual return for its first
taxable year beginning after December
31, 1969.

[T.D. 7215, 37 FR 23161, Oct. 31, 1972; 37 FR
23918, Nov. 10, 1972, as amended by T.D. 7233,
37 FR 28162, Dec. 21, 1972; T.D. 7290, 38 FR
31834, Nov. 19, 1973]

§53.4945-6 Expenditures for nonchari-
table purposes.

(a) In general. Under section 4945(d)(5)
the term ‘‘taxable expenditure’’ in-
cludes any amount paid or incurred by
a private foundation for any purpose
other than one specified in section
170(c)(2)(B). Thus, ordinarily only an
expenditure for an activity which, if it
were a substantial part of the organiza-
tion’s total activities, would cause loss
of tax exemption is a taxable expendi-
ture under section 4945(d)(5). For pur-
poses of this section and §§53.4945-1
through 53.4945-5, the term ‘‘purposes
described in section 170(c)(2)(B)”’ shall
be treated as including purposes de-
scribed in section 170(c)(2)(B) whether
or not carried out by an organization
described in section 170(c).

(b) Particular expenditures. (1) The fol-
lowing types of expenditures ordinarily
will not be treated as taxable expendi-
tures under section 4945(d)(5):

(i) Expenditures to acquire invest-
ments entered into for the purpose of
obtaining income or funds to be used in
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furtherance of purposes described in
section 170(c)(2)(B),

(ii) Reasonable expenses with respect
to investments described in subdivision
(i) of this subparagraph,

(iii) Payment of taxes,

(iv) Any expenses which qualify as
deductions in the computation of unre-
lated business income tax under sec-
tion 511,

(v) Any payment which constitutes a
qualifying distribution under section
4942(g) or an allowable deduction under
section 4940,

(vi) Reasonable expenditures to
evaluate, acquire, modify, and dispose
of program-related investments, or

(vii) Business expenditures by the re-
cipient of a program-related invest-
ment.

(2) Conversely, any expenditures for
unreasonable administrative expenses,
including compensation, consultant
fees, and other fees for services ren-
dered, will ordinarily be taxable ex-
penditures under section 4945(d)(5) un-
less the foundation can demonstrate
that such expenses were paid or in-
curred in the good faith belief that
they were reasonable and that the pay-
ment or incurrence of such expenses in
such amounts was consistent with ordi-
nary business care and prudence. The
determination whether an expenditure
is unreasonable shall depend upon the
facts and circumstances of the par-
ticular case.

(c) Grants to ‘‘noncharitable’ organi-
ezations—(1) In general. Since a private
foundation cannot make an expendi-
ture for a purpose other than a purpose
described in section 170(c)(2)(B), a pri-
vate foundation may not make a grant
to an organization other than an orga-
nization described in section 501(c)(3)
unless

(i) The making of the grant itself
constitutes a direct charitable act or
the making of a program-related in-
vestment, or

(ii) Through compliance with the re-
quirements of subparagraph (2) of this
paragraph, the grantor is reasonably
assured that the grant will be used ex-
clusively for purposes described in sec-
tion 170(c)(2)(B).

For purposes of this paragraph, an or-
ganization treated as a section 509(a)(1)
organization under §53.4945-5(a)(4) shall
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