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which was not willful and was due to reason-
able cause. The error caused M not to dis-
tribute $25,000 that should have been distrib-
uted with respect to 1975. On March 1, 1978, a
notice of deficiency with respect to the ex-
cise taxes imposed by section 4942 (a) and (b)
was mailed to M under section 6212(a). With
respect to the undistributed income for 1975,
the taxable period is the period from January
1, 1975, through March 1, 1978, and the allow-
able 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 Commissioner
determines that it is reasonable and nec-
essary to extend the period for distribution
through June 15, 1978. Thus, the allowable dis-
tribution period is from January 1, 1976,
through June 15, 1978.

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

[T.D. 7256, 38 FR 3317, Feb. 7, 1973, as amend-
ed by T.D. 8084, 51 FR 16302, May 2, 1986]

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

(a) Undistributed income. For purposes
of section 4942, the term ‘‘undistributed
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:

(i) For taxable years beginning before
January 1, 1982, 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 sec-
tion); and

(ii) For taxable years beginning after
December 31, 1981, an amount equal to
the minimum investment return (as de-
fined in paragraph (c) of this section),
reduced by the sum of the taxes im-
posed on such private foundation for
such taxable year under subtitle A of
the Code and section 4940, and in-

75

§53.4942(a)-2

creased by the amounts received from
trusts described in subparagraph (2) of
this paragraph.

(2) Certain trust amounts—(i) In gen-
eral. The distributable amount shall be
increased by the income portion (as de-
fined in subdivision (ii) of this subpara-
graph) of distributions from trusts de-
scribed 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 de-
termine the extent to which such dis-
tributions shall be included in the
foundation’s distributable 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 alloca-

tion 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
subdivision (i) of this subparagraph,
the income portion of a distribution
from a section 4947(a)(2) trust to a pri-
vate foundation in a particular taxable
year 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 fixed
percentage of the fair market value of
the trust property (determined annu-
ally), which the private foundation is
entitled to receive for such year, re-
gardless of whether such amount is ac-
tually received in such year or in any
prior or subsequent year.

(iii) Limitation. Notwithstanding sub-
divisions (i) and (ii) of this subpara-
graph, a private foundation shall not
be required to distribute a greater
amount for any taxable year than
would have been required (without re-
gard to this subparagraph) for such
year had the corpus of the section
4947(a) (2) trust to which the distribu-
tion 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.
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(c) Minimum investment return—(1) In
general. For purposes of paragraph (b)
of this section, the “minimum invest-
ment return” for any private founda-
tion 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 tax-
able year in which the indebtedness
was incurred), by

(if) 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 mar-
ket value of all assets of the founda-
tion shall include the average of the
fair market values on a monthly basis

of securities for which market
quotations are readily available (with-
in the meaning of subparagraph

(4)(i)(a) of this paragraph), the average
of the foundation’s cash balances on a
monthly basis (less the cash balances
excluded from the computation of the
minimum investment return by oper-
ation 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 taxable year for which such
assets are held by the foundation. Any
determination of the fair market value
of an asset required pursuant to the
provisions of this subparagraph shall
be made in accordance with the rules of
subparagraph (4) of this paragraph.

(2) Certain assets excluded. For pur-
poses of this paragraph, the assets
taken into account in determining
minimum investment return shall not
include the following:

(i) Any future interest (such as a
vested or contingent remainder, wheth-
er legal or equitable) of a foundation in
the income or corpus of any real or per-
sonal property, other than a future in-
terest created by the private founda-
tion after December 31, 1969, until all
intervening interests in, and rights to
the actual possession or enjoyment of,
such property have expired, or, al-
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though not actually reduced to the
foundation’s possession, until such fu-
ture interest has been constructively
received by the foundation, as where it
has been credited to the foundation’s
account, set apart for the foundation,
or otherwise made available so that the
foundation may acquire it at any time
or could have acquired it if notice of
intention to acquire had been given,;

(ii) The assets of an estate until such
time as such assets are distributed to
the foundation or, due to a prolonged
period of administration, such estate is
considered terminated for Federal in-
come tax purposes by operation of
paragraph (a) of §1.641(b)-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, para-
graph (b) (2) of this section with re-
spect to amounts received from certain
trusts described 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 founda-
tion’s exempt purpose.

(3) Assets used (or held for use) in car-
rying out the exempt purpose—(i) In gen-
eral. For purposes of subparagraph
(2)(v) of this paragraph, an asset is
““‘used (or held for use) directly in car-
rying 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 foundation owns the asset and es-
tablishes to the satisfaction of the
Commissioner that its immediate use
for such exempt purpose is not prac-
tical (based on the facts and cir-
cumstances of the particular 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 income or for
investment (for example, stocks, bonds,
interest-bearing notes, endowment
funds, or, generally, leased real estate)
are not being used (or held for use) di-
rectly in carrying out the foundation’s
exempt purpose, even though the in-
come from such assets is used to carry
out such exempt purpose. Whether an
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asset is held for the production of in-
come or for investment rather than
used (or held for use) directly by the
foundation to carry out its exempt pur-
pose is a question of fact. For example,
an office building used for the purpose
of providing offices for employees en-
gaged in the management of endow-
ment funds of the foundation is not
being used (or held for use) directly by
the foundation to carry out its chari-
table, educational, or other similar ex-
empt 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 exclu-
sively for a charitable, educational, or
other similar exempt purpose. If such
exempt use of such property represents
less than 95 percent of the total use,
reasonable allocation between such ex-
empt and nonexempt use must be made
for purposes of this paragraph. Prop-
erty acquired by the foundation to be
used in carrying out its charitable,
educational, or other similar exempt
purpose may be considered as used (or
held for use) directly to carry out such
exempt purpose even though the prop-
erty, 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 ac-
quired, provided such income-pro-
ducing use of the property does not ex-
ceed a reasonable period of time. Gen-
erally, 1 year shall be deemed to be a
reasonable period of time for purposes
of the immediately preceding sentence.
For treatment of the income derived
from such income-producing use, see
paragraph (d)(2)(viii) of this section.
Where the income-producing use con-
tinues 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, in-
stead, as of the time the income-pro-
ducing use becomes unreasonable, such
property shall be treated as disposed of
within the meaning of paragraph
(d)(@)(iii)(b) of this section to the ex-
tent that the acquisition of the prop-
erty was taken into account as a quali-
fying distribution (within the meaning
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of paragraph (a)(2) of §53.4942(a-3) for
any taxable year. If, subsequently, the
property is used by the foundation di-
rectly 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 ex-
empt use begins.

(i) IHlustrations. Examples of assets
which are ‘“‘used (or held for use) di-
rectly 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 as-
sets are devoted to and used directly in
the administration of the foundation’s
charitable, educational or other simi-
lar exempt activities;

(b) Real estate or the portion of a
building used by the foundation di-
rectly 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 related equipment which
under the facts and circumstances
serve a useful purpose in the conduct of
such activities;

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

(e) The reasonable cash balances (as
described in subdivision (iv) of this
subparagraph) necessary to cover cur-
rent administrative expenses and other
normal and current disbursements di-
rectly connected with the foundation’s
charitable, educational, or other simi-
lar exempt activities; and

(f) Any property leased by a founda-
tion in carrying out its charitable, edu-
cational, or other similar exempt pur-
pose at no cost (or at a nominal rent)
to the lessee or for a program-related
purpose (within the meaning of section
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4944(c)), such as the leasing of ren-
ovated apartments to low-income ten-
ants at a low rental as part of the les-
sor foundation’s program for rehabili-
tating a blighted portion of a commu-
nity. For treatment of the income de-
rived from such use, see paragraph (d)
(2) (viii) of this section.

(iii) Functionally related business—(a)
In general. The term “‘functionally re-
lated 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
income or funds or the use it makes of
the profits derived) to the charitable,
educational, or other similar exempt
purpose of the organization.

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

Example (1). X, a private foundation, main-
tains a community of historic value which is
open to the general public. For the conven-
ience of the public, X, through a wholly
owned, separately incorporated, taxable en-
tity, 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 adver-
tising. Notwithstanding the fact that the ad-
vertising activity may be subject to the tax
imposed by section 511, such activity is with-
in a larger complex of endeavors which
makes available to the scientific community
and the general public developments with re-
spect to medical research and is therefore a
functionally related business.

(iv) Cash held for charitable, etc. activi-
ties. For purposes of subdivision (ii) (e)
of this subparagraph, the reasonable
cash balances which a private founda-
tion needs to have on hand to cover ex-
penses and disbursements described in
such subdivision will generally be
deemed to be an amount, computed on
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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 subpara-
graph. However, if the Commissioner is
satisfied that under the facts and cir-
cumstances an amount in addition to
such one and one-half percent is nec-
essary for payment of such expenses
and disbursements, then such addi-
tional amount may also be excluded
from the amount of assets described in
subparagraph (1) (i) of this paragraph.
All remaining cash balances, including
amounts necessary to pay any tax im-
posed by section 511 or any section of
chapter 42 of the Code except section
4940, are to be included in the assets de-
scribed in subparagraph (1) (i) of this
paragraph.

(4) Valuation of assets—(i) Certain se-
curities. (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 read-
ily available, as long as such method is
consistently used. For purposes of this
subparagraph, 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, including foreign securities list-
ed 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
available; or

(3) Locally traded, for which
quotations can readily be obtained
from established brokerage firms.

(b) For purposes of this subdivision,
commonly accepted methods of valu-
ation must be used in making an ap-
praisal. Valuations made in accordance
with the principles stated in the regu-
lations under section 2031 constitute
acceptable methods of valuation. This
paragraph (c)(4)(i)(b) applies only for
taxable years beginning before January
1, 1976. See section 4942(e)(2)(B) and
paragraph (c)(4)(i)(c) of this section for
special valuation rules that apply for
subsequent taxable years.



Internal Revenue Service, Treasury

(c) For purposes of this subdivision
(i) and with respect to taxable years
beginning after December 31, 1975, if
the private foundation can show that
the value of securities determined on
the basis of market quotations as pro-
vided by subdivision (i)(a) does not re-
flect the fair market value thereof be-
cause:

(1) The securities constitute a block
of securities so large in relation to the
volume of actual sales on the existing
market that it could not be liquidated
in a reasonable time without depress-
ing the market.

(2) The securities are securities in a
closely held corporation and sales are
few or of a sporadic nature, and, or

(3) The sale of the securities would
result in a forced or distress sale be-
cause the securities could not be of-
fered to the public for sale without
first being registered under the Securi-
ties Act of 1933 or because of other fac-
tors,

then the price at which the securities
could be sold as such outside the usual
market, as through an underwriter,
may be a more accurate indication of
value than market quotations. On the
other hand, if the securities to be val-
ued represents a controlling interest,
either actual or effective, in a going
business, the price at which other lots
change hands may have little relation
to the true value of the securities. No
decrease in the fair market value of
any given class of securities deter-
mined on the basis of market
quotations as provided by subdivision
(i)(a) shall be allowed except as author-
ized by this subdivision, and no such
decrease shall in the aggregate exceed
10 percent of the fair market value of
such class of securities so determined
on the basis of market quotations and
without regard to this subdivision.

(d) 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 val-
ues such securities periodically by use
of a computer, a foundation may deter-
mine the correct value of such securi-
ties by use of such computer pricing
system, provided the Commissioner has
accepted such computer pricing system
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as a valid method for valuing securities

for Federal estate tax purposes.
(e) This subdivision may be

trated by the following examples:

illus-

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 con-
tained in subdivision (i) (a) of this subpara-
graph.

Example (2). Assume the facts as stated in
example (1), except that U consistently fol-
lows 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 trad-
ing days of each month and the trading day
nearest the 15th day of each month. U’s
method of valuing its M stock is permissible
under the rules contained in subdivision (i)
(a) of this subparagraph.

Example (3). Assume the facts as stated in
example (1), except that U consistently fol-
lows 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 val-
uing its M stock is permissible under the
rules contained in subdivision (1) (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 follows 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 Cor-
poration stock is permissible under the rules
contained in subdivision (i) (a) of this sub-
paragraph.

Example (5). W, a private foundation, owns
1,000 shares of the stock of O Corporation. O
stock is locally traded and quotations can
readily be obtained from established broker-
age 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 valu-
ation date, W values its O stock based upon
a bona fide quotation on the first day there-
after on which such a quotation is available.
W’s method of valuing its O Corporation
stock is permissible under the rules con-
tained in subdivision (i) (a) of this subpara-
graph.
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(ii) Cash. In order to determine the
amount of a foundation’s cash bal-
ances, 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 inter-
est in a common trust fund (as defined
in section 584) established and adminis-
tered under a plan providing for the
periodic valuation of participating in-
terests during the fund’s taxable year
and the reporting of such valuations to
participants, the value of the founda-
tion’s interest in the common trust
fund based upon the average of the
valuations reported to the foundation
during its taxable year will ordinarily
constitute an acceptable method of
valuation.

(iv) Other assets. (a) Except as other-
wise provided in subdivision (iv) (b) of
this subparagraph, the fair market
value of assets other than those de-
scribed in subdivisions (i) through (iii)
of this subparagraph shall be deter-
mined annually. Thus, the fair market
value of securities other than those de-
scribed in subdivision (i) of this sub-
paragraph shall be determined in ac-
cordance with this subdivision (a). If,
however, a private foundation owns
voting stock of an issuer of unlisted se-
curities and has, or together with dis-
qualified persons or another private
foundation has, effective control of the
issuer (within the meaning of §53.4943-
3(b)(3)(ii), then to the extent that the
issuer’s assets consist of shares of list-
ed securities issues, such assets shall
be valued monthly on the basis of mar-
ket quotations or in accordance with
section 4942(e)(2)(B), if applicable.
Thus, for example, if a private founda-
tion and a disqualified person together
own all of the unlisted voting stock of
a holding company which in turn holds
a portfolio of securities of issues which
are listed on the New York Stock Ex-
change, in determining the net worth
of the holding company, the underlying
portfolio securities are to be valued
monthly by reference to market
quotations for their issues unless a de-
crease in such value is authorized in
accordance with section 4942(e)(2)(b).
Such determination may be made by
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employees of the private foundation or
by any other person, without regard to
whether such person is a disqualified
person with respect to the foundation.
A valuation made pursuant to the pro-
visions of this subdivision, if accepted
by the Commissioner, shall be valid
only for the taxable year for which it is
made. A new valuation made in accord-
ance with these provisions is required
for the succeeding taxable year.

(b) If the requirements of this sub-
division are met, the fair market value
of any interest in real property, includ-
ing any improvements thereon, may be
determined on a 5-year basis. Such
value must be determined by means of
a certified, independent appraisal made
in writing by a qualified person who is
neither a disqualified person with re-
spect to, nor an employee of, the pri-
vate foundation. The appraisal is cer-
tified only if it contains a statement at
the end thereof to the effect that, in
the opinion of the appraiser, the values
placed on the assets appraised were de-
termined in accordance with valuation
principles regularly employed in mak-
ing appraisals of such property using
all reasonable valuation methods. The
foundation shall retain a copy of the
independent appraisal for its records. If
a valuation made pursuant to the pro-
visions of this subdivision in fact falls
within the range of reasonable values
for the appraised property, such valu-
ation may be used by the foundation
for the taxable year for which the valu-
ation is made and for each of the suc-
ceeding 4 taxable years. Any valuation
made pursuant to the provisions of this
subdivision may be replaced during the
5-year period by a subsequent 5-year
valuation made in accordance with the
rules set forth in this subdivision, or
with an annual valuation made in ac-
cordance with subdivision (iv)(a) of
this subparagraph, and the most recent
such valuation of such assets shall be
used in computing the foundation’s
minimum investment return. In the
case of a foundation organized before
May 27, 1969, a valuation made in ac-
cordance with this subdivision applica-
ble 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
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case of a foundation organized after
May 26, 1969, a valuation made in ac-
cordance with this subdivision applica-
ble to the foundation’s first taxable
year beginning after February 5, 1973
and the succeeding 4 taxable years
must be made no later than the last
day of such first taxable year. Any sub-
sequent valuation made in accordance
with this subdivision must be made no
later than the last day of the first tax-
able year for which such new valuation
is applicable. A valuation, if properly
made in accordance with the rules set
forth in this subdivision, 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 pe-
riod.

(c) For purposes of this subdivision,
commonly accepted methods of valu-
ation must be used in making an ap-
praisal. Valuations made in accordance
with the principles stated in the regu-
lations under section 2031 constitute
acceptable methods of valuation. The
term appraisal, as used in this subdivi-
sion, means a determination of fair
market value and is not to be con-
strued in a technical sense peculiar to
particular property or interests there-
in, such as, for example, mineral inter-
ests in real property.

(v) Definition of ‘‘securities’. For pur-
poses of this subparagraph, the term
‘““securities’ includes, but is not lim-
ited to, common and preferred stocks,
bonds, and mutual fund shares.

(vi) Valuation date. (a) In the case of
an asset which is required to be valued
on an annual basis as provided in sub-
division (iv)(a) of this subparagraph,
such asset may be valued as of any day
in the private foundation’s taxable
year to which such valuation applies,
provided the foundation follows a con-
sistent practice of valuing such asset
as of such date in all taxable years.

(b) A valuation described in subdivi-
sion (iv)(b) of this subparagraph may be
made as of any day in the first taxable
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
(1)(1) of this paragraph which is held by
a foundation for only part of a taxable
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year shall be taken into account for
purposes of determining the founda-
tion’s minimum investment return for
such taxable year by multiplying the
fair market value of such asset (as de-
termined pursuant to this subpara-
graph) 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 number of days in such
taxable year.

(5) Applicable percentage—(i) In gen-
eral. For purposes of paragraph (c)(1)(ii)
of this section, except as provided in
paragraph (c)(5)(ii) or (iii) of this sec-
tion, the applicable percentage is:

(a) Six percent for a taxable year be-
ginning in 1970 or 1971;

(b) Five and a half percent for a tax-
able year beginning in 1972;

(c) Five and one-quarter percent for a
taxable year beginning in 1973;

(d) Six percent for a taxable year be-
ginning in 1974 or 1975; and

(e) Five percent for taxable years be-
ginning after Dec. 31, 1975.

(ii) Transitional rule. In the case of or-
ganizations 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 pur-
poses other than the determination of
the minimum investment return under
section 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 4Ys percent,

(c) Beginning in 1973, apply with an
applicable percentage of 4% percent
and

(d) Beginning in 1974, apply with an
applicable percentage of 5% percent.

(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
under the provisions of subparagraph
(1) of this paragraph shall be equal to
the applicable percentage for the cal-
endar year in which the short taxable
period began multiplied by a fraction,
the numerator of which is the number
of days in such short taxable period
and the denominator of which is 365.
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(d) Adjusted net income—(1) Definition.
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) deter-
mined 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
principles of subtitle A of the Code
shall apply except to the extent such
principles conflict with section 4942
and the regulations thereunder (with-
out regard to this sentence). Except as
otherwise provided in this paragraph,
no exclusions or deductions from gross
income or credits against tax are al-
lowable under this paragraph. For pur-
poses of subdivision (i) of this subpara-
graph, the term ‘‘gross income’ does
not include gifts, grants, or contribu-
tions received by the private founda-
tion but does include income from a
functionally related business (as de-
fined in paragraph (c)(3)(iii) of this sec-
tion).

(2) Income modifications. The income
modifications referred to in subpara-
graph (2)(i) of this paragraph are as fol-
lows:

(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 in-
come. Similarly, net section 1231 gains

82

26 CFR Ch. | (4-1-05 Edition)

shall be excluded from the computa-
tion of adjusted net income. However,
net section 1231 losses shall be included
in the computation of adjusted net in-
come, if such losses are otherwise de-
scribed 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 founda-
tion is a corporation or a trust.

(iii) The following amounts shall be
included in gross income for the tax-
able year:

(@) Amounts received or accrued as
repayments of amounts which were
taken into account as a qualifying dis-
tribution within the meaning of para-
graph (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 ex-
tent that the acquisition of such prop-
erty was taken into account as a quali-
fying distribution (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 es-
sentially equivalent to a dividend
under section 302(b)(1) if all of the fol-
lowing 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
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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
taking section 4943(c)(4) into account;
and

(c) Such foundation receives in re-
turn an amount which equals or ex-
ceeds the fair market value of such
property at the time of such disposi-
tion or at the time a contract for such
disposition was previously executed in
a transaction which would not con-
stitute a prohibited transaction (with-
in 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 market
value of such property exceeds its ad-
justed 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
prolonged period of administration,
such estate is considered terminated
for Federal income tax purposes by op-
eration 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
income. However, with respect to dis-
tributions from certain trusts de-
scribed in section 4947(a)(2), see para-
graph (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 re-
turn 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 redistributed by the close of the
donee organization’s succeeding tax-
able year in accordance with the rules
prescribed in such paragraph (c). In
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such cases, such amounts shall be in-
cluded in the donor foundation’s gross
income for such foundation’s first tax-
able year beginning after the close of
the donee organization’s first taxable
year following the donee organization’s
taxable year of receipt.

(x) For taxable years ending after Oc-
tober 4, 1976, section 4942(f)(2)(D) states
that section 483 (relating to imputed
interest on deferred payments) does
not apply to payments made pursuant
to a binding contract entered into in a
taxable year beginning before January
1, 1970. Amounts that are not treated as
imputed interest because of section
4942(f)(2)(D) and this subdivision will
represent gain or loss from the sale of
property. If the gain or loss is long
term capital gain or loss, section
4942(f)(2)(B) excludes the gain or loss
from the computation of the founda-
tion’s gross income. If, in a taxable
year beginning after December 31, 1969,
there is a substantial change in the
terms of a contract entered into in a
taxable year beginning before January
1, 1970, then any payment made pursu-
ant to the changed contract is not con-
sidered a payment made pursuant to a
contract entered into in a taxable year
beginning before January 1, 1970.
Whether or not a change in the terms
of a contract (for example, a change re-
lating to time of payment, sales price,
or obligations under the contract) is a
substantial change is determined by
applying the rules under section 483
and §1.483-1(b)(4). As used in this sub-
division, a binding contract includes an
irrevocable written option.

(3) Adjusted basis—(i) In general. For
purposes of subparagraph (2)(ii) of this
paragraph, the adjusted basis for pur-
poses of determining gain from the sale
or other disposition of property shall
be determined in accordance with the
rules 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 subpara-
graph (2)(ii) of this paragraph. For ex-
ample, the determination of gain pur-
suant to the provisions of section 341 is
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determined without regard to this sub-
paragraph.

(ii) Gain from sale or other disposition.
The adjusted basis for purposes of de-
termining gain from the sale or other
disposition of property shall be the
greater of:

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

(b) The adjusted basis as determined
under the rules of Part Il, 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 De-
cember 31, 1969, which were subject to
depreciation or depletion, for purposes
of determining the adjustments to be
made to basis between the date of ac-
quisition and December 31, 1969, and
amount equal to straight-line deprecia-
tion or cost depletion shall be taken
into account. In addition, in deter-
mining such adjustments to basis, if
any other adjustments would have been
made during such period (such as a
change in useful life based upon addi-
tional data or a change in facts), such
adjustments shall also be taken into
account.

(iii) Loss from sale or other disposition.
For purposes of determining loss from
the sale or other disposition of prop-
erty, adjusted basis as determined in
subdivision (ii)(b) of this subparagraph
shall apply.

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

Example (1). A private foundation, which
uses the cash receipts and disbursements
method of accounting, purchased certain de-
preciable 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 provisions of
this subparagraph) was $102,000. The property
was sold on January 2, 1970, for $105,000. Be-
cause fair market value on December 31,
1969, $100,000, is less than the adjusted basis
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as determined by Part Il, 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 subdivision
(iii) of this subparagraph), there is a capital
loss of $7,000 which may be deducted 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 sub-
paragraph) 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 deter-
mined by Part Il, Subchapter O, Chapter 1 of
the Code, $102,000, such fair market value
will be used for purposes of determining
gain. However, because the adjusted basis for
purposes of determining gain exceeds the
sale price, there is no gain. Furthermore, be-
cause the adjusted basis for purposes of de-
termining loss, $102,000, is less than sale
price, there is no loss.

(4) Deduction modifications—(i) In gen-
eral. For purposes of computing ad-
justed net income under subparagraph
(1) of this paragraph, no deduction
shall be allowed other than all the or-
dinary and necessary expenses paid or
incurred for the production or collec-
tion of gross income or for the manage-
ment, conservation, or maintenance of
property held for the production of
such income, except as provided in sub-
division (ii) of this subparagraph. Such
expenses include that portion of a pri-
vate foundation’s operating expenses
which is paid or incurred for the pro-
duction or collection of gross income.
Operating expenses include compensa-
tion of officers, other 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 subject to the
provisions of section 4942, and the re-
mainder of the property is used for
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charitable, educational, or other simi-
lar exempt purposes, the deductions al-
lowed by this subparagraph shall be ap-
portioned between the exempt and non-
exempt uses. Similarly, where the de-
ductions 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 quali-
fying distribution described in para-
graph (a)(2)(ii) of §53.4942(a)-3. Further-
more, this subdivision does not allow
deductions which are not paid or in-
curred for the purposes herein pre-
scribed. Thus, for example, the deduc-
tions prescribed by the following sec-
tions are not allowable: (a) The chari-
table contributions deduction pre-
scribed under sections 170 and 642(c); (b)
the net operating loss deduction pre-
scribed under section 172; and (c) the
special deductions prescribed under
Part VIII, Subchapter B, Chapter 1 of
the Code.

(ii) Special rules. For purposes of com-
puting adjusted net income under sub-
paragraph (1) of this paragraph: (a) The
allowances for depreciation and deple-
tion as determined under section
4940(c)(3)(B) and the regulations there-
under shall be taken into account, and
(b) section 265 (relating to expenses and
interest relating to tax-exempt inter-
est) 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 manda-
tory terms (as in effect on May 26, 1969,
and at all times thereafter) of an in-
strument executed before May 27, 1969,
with respect to the transfer of income
producing property to such organiza-
tion, except that section 4942 shall
apply to such organization if the orga-
nization would have been denied ex-
emption had section 504(a) not been re-
pealed, or would have had its deduc-
tions under section 642(c) limited had
section 681(c) not been repealed. In ap-
plying the preceding sentence, in addi-
tion to the limitations contained in
section 504(a) or 681(c) before its repeal,
section 504(a)(1) or 681(c)(1) shall be
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treated as not applying to an organiza-
tion to the extent its income is re-
quired to be accumulated pursuant to
the mandatory terms (as in effect on
January 1, 1951, and at all times there-
after) of an instrument executed before
January 1, 1951, with respect to the
transfer of income producing property
to such organization before such date,
if such transfer was irrevocable on such
date; and

(if) Not apply to an organization
which is prohibited by its governing in-
strument or other instrument from dis-
tributing capital or corpus to the ex-
tent the requirements of section 4942
are inconsistent with such prohibi-
tions.

(2) Certain existing organizations. For
purposes of this section, an organiza-
tion will be deemed to be organized
prior to May 26, 1969, if it is either a
testamentary trust created under the
will of an individual who died prior to
such date or an inter visos trust which
was in existence and irrevocable prior
to such date, even though it is not
funded until after May 26, 1969. Simi-
larly, a split-interest trust, as de-
scribed in section 4947(a)(2) (without re-
gard to section 4947(a)(2)(C)), which be-
came irrevocable prior to May 27, 1969,
and which is treated as a private foun-
dation under section 4947(a)(1) subse-
quent to such date, likewise shall be
treated as an organization organized
prior to such date. See section 507(b)(2)
and the regulations thereunder with re-
spect to the applicability of transi-
tional rules where there has been a
merger of two or more private founda-
tions 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
foundation which is necessary to re-
form, or to excuse such foundation
from compliance 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 taxable year in
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which such judicial proceeding is ter-
minated during which the governing
instrument or any other instrument
does not permit compliance with such
provisions. Thus, the exception de-
scribed in subparagraph (1)(ii) of this
paragraph applies after 1971 only for
taxable years during which such judi-
cial proceeding is pending. Accord-
ingly, beginning with the first taxable
year following the taxable year in
which such judicial proceeding is ter-
minated, such foundation will be re-
quired to meet the requirements of sec-
tion 4942 and the regulations there-
under (and be subject to the taxes pro-
vided upon failure to do so) except to
the extent such foundation is required
to accumulate income as described in
subparagraph (1)(i) of this paragraph,
even if the governing instrument con-
tinues to prohibit invasion of capital or
corpus. In any case where a founda-
tion’s governing instrument or any
other instrument requires accumula-
tion of income as described in subpara-
graph (1)(i) of this paragraph beginning
with the first taxable year following
the taxable year in which such judicial
proceeding is terminated, the distribut-
able amount (as defined in paragraph
(b) of this section) for such foundation
shall be reduced by the amount of the
income required to be accumulated.
Therefore, if the foundation’s adjusted
net income for any taxable year equals
or exceeds its minimum investment re-
turn for such year, the accumulation
provisions will be given full effect.
However, if the minimum investment
return exceeds the adjusted net income
for any taxable year, the foundation
will be required to distribute such ex-
cess for such year. For purposes of this
paragraph, a judicial proceeding will be
treated as pending only if the founda-
tion is diligently pursuing 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
following examples:

Example (1). X, a private foundation orga-
nized in 1930, is required by the mandatory
terms of its governing instrument to accu-
mulated 25 percent of its adjusted net in-
come and to add such accumulations to cor-
pus. The instrument also prohibits distribu-

86

26 CFR Ch. | (4-1-05 Edition)

tion 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 provi-
sions to allow distributions of income suffi-
cient to avoid the imposition of a tax under
section 4942, then section 4942 applies to X,
regardless of the court’s action with respect
to the corpus provisions. 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 subpara-
graph (3) of this paragraph, regardless of the
court’s action with respect to the corpus pro-
vision.

Example (2). Private foundation Y was cre-
ated by the will of A who died in 1940. Y’s
governing instrument requires that 40 per-
cent 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 rules that this accumula-
tion provisions 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 accumulated $48,000 (40 percent of $120,000)
and shall be allowed to do so. Therefore, Y’s
distributable amount for such taxable year
shall be the greater of its adjusted net in-
come ($120,000) or its minimum investment
return ($140,000), reduced by the amount of
the income required to be accumulated
($48,000) and the taxes imposed by Subtitle A
of the Code and section 4940 and increased by
any trust distributions described in para-
graph (b)(2) of 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 invest-
ment 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 adjust-
ments. Similarly, if Y’s minimum invest-
ment return had been $100,000 instead of
$140,000, its distributable amount for such
taxable year would also have been $72,000, be-
fore other adjustments.

[T.D. 7256, 38 FR 3317, Feb. 5, 1973; 38 FR 4577,
Feb. 16, 1973, as amended by T.D. 7486, 42 FR
24265, May 13, 1977; TD 7594, 44 FR 7138, Feb.
6, 1979; T.D. 7610, 44 FR 21644, Apr. 11, 1979;
T.D. 7715, 45 FR 56803, Aug. 26, 1980; T.D. 7849,
47 FR 50857, Nov. 10, 1982; T.D. 7878, 48 FR
11943, Mar. 22, 1983]

§53.4942(a)-3 Qualifying distributions
defined.

(a) In general—(1) Distributions gen-
erally. For purposes of section 4942 and
the regulations  thereunder, the
amount of a qualifying distribution of



