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Mr, Hillel Fradkin

The Lynde and Harry Bradley Foundation
777 East Wisconsin Avenue

Milwaukee, Wisconsin 53202

Dear Hillel:

You have requested our opinion regarding the legality of
making a grant to the Milwaukee Brewers Baseball Club for pur-
poses of recognizing academic achievement by giving Brewers
tickets to students in the metropolitan Milwaukee area who meet

_ certain achievement standards. We understand that the grant would
(”@ be administered by the Brewers because of the impossibility of
A making individual grants to the several school districts involved.
' A portion of the grant--apparently $5,000 according to the letter
of November 18, 1986 from Dick Hackett--would be used to pay a
person to administer the program.

We are of the opinion that with the appropriate expenditure
responsibility on the part of the Foundation such a grant would not
jeopardize the status of the Foundation and would not be an im-
proper use of FPoundation funds.

Section 4945 of the Internal Revenue Code deals with taxable
expenditures by private foundations. A copy of that code section
" accompanies this letter., The most relevant portions of the section
have been highlighted for your review. Specifically, Section 4945
requires that, if a private foundation makes a grant to an organi-
zation that is not tax-exempt under Section 509(a) or is not an
operating foundation, then the granting foundation must exercise
"expenditure respongibility" to make certain that the grant is used
only for permissible purposes. Expenditure resgponsibility is
defined in Section 4945(h) to reguire that the granting foundation
. "exert all reasonable efforts and to establish adeguate procedures"
‘- (a) to make certain that the grant is spent "solely for the purpose
for which made;" (b} to obtain "full and complete reports" from
the grantee organization about how the grant is spent; and (c) to
make "full and detailed reports" to the IRS about such expenditures,
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_ If you have any questlons regarding thisg matter, please do
not hesitate to call.

Very truly. yours, -
GIBBS. ROPER LOOTS & WILLIAMS
Brent E. Gregory
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Internal Revenue Regulation § 53.4945-5 expands somewhat on
the Code provisions and is also attached for your information.
The regulation specifically states that the granting foundation
"is not an insurer of the activity of the organization to which
it makes a grant" (emphasis supplied). Nevertheless, rather
rigorous standards are imposed. First of all, the granting
foundation must make a "pre-grant inguiry." The regulation
states, "Such inguiry should be complete encugh to give a reason=-
able man assurance that the grantee will use the grant for the
proper purposes."

Next the granting foundation must obtain a written commit-
ment from the grantee signed by an officer or equivalent person.
The terms of the commitment are sgpecified in Reg. § 53.4945-5-

(b} (3). The written commitment must include the grantee's agree-~
ment to -repay any portion of the grant not used for the specified
purpose, to submit annual reports on the way the funds are spent,
to maintain records of receipts and expenditures, and not to use
the funds for any impermissible purpose. This agreement must also
"clearly specify the purposes of the grant."

Regulation § 53.4945-6(c) expands on the requirements for
grants to "noncharitable" organizations. Again, a copy is enclosed
for your review. Specifically, the grantee organization must agree
> to maintain the grant funds in a separate fund which is dedicated

exclusively to one or more purposes described in Code § 170(C) (2) (B),
- those being religious, charitable, scientific, literary or educa-
tional purposes. The purpose of the proposed grant is obviously to
encourage and recognize educational achievement, which is a per-
missible purpose. 8Still, the Brewers would certainly have to main-
.tain a separate bank account for the grant moneys.

s

-

Given the cooperative attitude the Brewers personnel have shown

thus far, we do not anticipate difficulties in getting the requisite

- agreement to allow the Foundation to exercise expenditure responsi-
bility. ©Nevertheless, the requirements are specific and must be met.

Finally, as noted above, the Foundation must notify the IRS of
its expenditure responsibility grants. This reporting is done as
part of the Foundation's annual return. IRS Publication 578, "Tax
Information for Private Foundations and Foundation Managers," in-
dicates that the Foundation would have to make available to the

IRS the following: - (a) a copy of the grantee's sighed -agreement,

(b) a copy of the report received from the grantee, and (c) a copy
of each audit or investigation made during the year regarding the
grant. ' -
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— P-H EXPLANATION

means (1) actual knowledge of facts that are sufficient to make the expen-
- diture taxable, (2) awareness that the expenditure may be taxable, and (3)
negligent failure to make reasonable attempts to ascertain its taxable na-
ture, or actual awareness that the expenditure is taxable. “Having reason
to know” of a fact isn’t “knowing,” although it may be relevant to proof
- of actual knowledge of the fact. Reg. §53.4945-I(a)(2¥ iii), 34,951.10.
The initial tax ‘on the foundation is 10% of the expenditure; an addi- .
 tional tax of 100% is imposed if the foundation does not recover, or other-
wise correct, the expenditure within the limits of the “taxable period.”
134,952.5. - '
The initial tax on the foundation manager is 214% (maximum $5,000) of

the expenditure and the additional tax is 50% (maximum $10,000).
1134,952.5. ‘ ' '

L £934,951] CODE SEC. 4945. TAXES ON TAXABLE EXPENDITURES.

A (a) Initia! Taxes— o : _

w () On the foundation.-~There is hereby imposed on each taxable expenditure
(as defined in subsection (d)} a tax equal to 10 percent of the amount thereof, The
tax imposed by .this paragraph shall be paid by the private foundation.

2) On the management.—There is hereby imposed on the agreement of any
foundation manager to the making of an expenditure, knowing that it is a taxable
expenditure, 2 tax equal to 214 percent of the amount thereof, unless such agree-
ment is not willful and is due to reasonable cause. The tax imposed by this para-
graph shall be paid by any foundation manager who agreed to the making of the
expenditure. ' -

‘(b) Additional Taxes.—

(1) On the foundation.—~In any case in which an initial tax is imposed by sub-
the taxable period, there is hereby imposed a tax equal to 100 percent of the

private foundation.

(2) On the management.—In any case in which an additional tax is imposed by
paragraph (1), if a foundation manager refused to agree to part or all of the correc-

able expenditure. The tax imposed. by this paragraph shall be paid by any founda-
tion manager who refused to agree to part or all of the correction. -
(¢) Special Rules.—For purposes of subsections (a) and (b)—

- ) Joint and several liability.—If more than one person is liable under subsec-
tion (a)(2) or (b)2) with respect to the making of a taxable expenditure, all such
persons’ shall be jointly and severally liable under such paragraph with respect to
such expenditure. o ] L ’

(2} Limit for management.~With respect to any one taxable expenditure, the
maximum amount of the tax imposed by subsection (a)(2) shall not exceed $5,000,

$10,000.

(d) Taxable Expenditure,~For purposes of this section, the term ‘taxable expendi-
ture’ means any amount paid or incurred by a private foundation— '
" (1) to carry on propaganda, or otherwise to attempt, to influence legisiation,

N ~ within the meaning of subsection (e),

(2) except as provided in subsection (f), to influence the outcome of any specific
public election, or to carry on, directly or indirectly, any voter registration drive,
"(3) as a grant to an individual for travel, study, or other similar purposes by

such individual, unless such grant satisfies the requirements of subsection ®,
(4)..as:a-grant. -

nsoFganiEEion:unlesss

- PH Fed, Tax —LATEST DEVELOPMENTS, see p. 81,507

LFootnote 134,951  Matter in itaficsin Sec. 4945(d)(4) added by section 302(b), ‘84 TRA, which striick out:

" section (a}(1) on 2 taxable expenditure and such expenditure is not corrected within

amount of the expenditure. The tax imposed by this paragraph shall be paid by the

tion, there is hereby imposed a tax equal to 50 percent of the amount of the tax- |

- and the maximum amount of the tax imposed by subsection (b)(2) shall not exceed '

Sec. 4945 134,951
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(5) for any purpose other than one specified in section 170(c¥2)(B).

(e) Activities Within Subsection (dX1).—For purposes of subsection (d)(1), the
;erm ‘taxable expenditure’ means any amount paid or incurred by a private foundation
or—

(1) any attempt to influence any legislation through an attempt to affect the
opinion of the general public or any segment thereof, and

(2} any attempt to influence legislation through communication with any mem-

ber or employee of a legislative body, or with any other government official or em-
ployee who may participate in the formulation of the legislation (except technical
advice or assistance provided to a governmental body or to a committee or other
subdivision ‘thereof in response to a written request by such body or subdivision, as
the case may be), - '

other than through making available the results of nonpartisan analysis, study, or re-
search. Paragraph (2) of this subsection shail not apply to any amount paid or in-

"curred in connection with an appearance before, or communication to, any legislative

body with respect to a possible decision of such body which might affect the existence
of the private foundation, its powers and duties, its tax-exempt status, or the deduc-
tion of contributions to such foundation. o

‘() Nonpartisan Activities Carried on by Certain Organizations.—Subsection (d)(2)
shail not apply to any amount paid or incurred by any organization—

(1) which is described in section 501(c)(3) and exempt from taxation under sec-
tion 501(a), . : .

(2) the activities of which are nonpartisan, are not confined to one specific elec-
tion period, and are carried on in 5 or more States,

(3) substantielly all of the income of which is expended directly for the active
conduct of the activities constituting the purpose or function for which it is orga-
nized and operated, ' : :

(4) substantially all of the support (other than gross investment income as de-

* fined in section 509(e)) of which is received from exempt organizations, the general
public, governmental units described in section 170{cX1), or any combination of
the foregoing; not more than 25 percent of such support is received from any one
exempt organization (for this purpose treating private foundations which are de-
scribed in section 4946(a)(1X(H) with respect to each other as one exempt organiza-
tior); and not more than half of the support of which is received from gross invest-
ment income, and ' ‘

(5) contributions to which for voter registration drives are not subject to condi-
tions that they may be used only in specified States, possessions of the United
States, or political subdivisions or other areas of any of the foregoing, or the Dis-
trict of Columbia, or that they may be used in only one specific election period.

In determining whether the organization meets the requirements of paragraph (4) for
any taxable year of such organization, there shall be taken into account the support
received by such organization during such taxable year and during the immediately
preceding 4 taxable years of such organization (excluding therefrom any preceding tax-
able year which begins before January 1, 1970). Subsection (d¥4) shall not apply to
any grant to an organization which meets the requirements of this subsection.

(@ Individual Grants.~Subsection (dX3) shall not apply to an individual grant
awarded on an objective and nondiscriminatory basis pursuant to a procedure ap-
proved 1i1n advance by the Secretary, if it is demonstrated to the satisfaction of the Sec-
retary that— T T

(1) the grant constitutes a_scholarship or fellowship grant which is subject to

the provisions of section 117(a) and is 1o be used for study at an educational orga-

nization described in section 170(b}(1XA)Gi),

L ¥ootnote 134,951 continued] E {
(1) *(4) as a grant to an organization {other than an organization described in paragraph (1), (2}, or (3} of .
-section 50%(a)), unless the private foundation exercises expenditure responsibility with respect to such grant in ac-
cordance with subsection (h), or » ‘ ’ . .
Etfective date (Sec. 302(c}. "84 TRA).—Applies to grants made alter 12-3}-84, in taxable years ending after such
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L (2) the grant constitutes a prize or award which is subject to the provisions of
A section 74(b), if the recipient of such prize or award is selected from the general
W  public, or

(3) the purpose of the grant is to achieve a specific objective, produce a report
or other similar product, or improve or enhance a literary, artistic, musical, scien-
tific, teaching, or other similar capacity, skill, or talent of the grantee.
“Expe ure:Responsibility.—The expenditure responsibility referred to in sub-
ection (d)(4) means that the private foundation is responsible to exert all reasonable
fforts and to establish adequate procedures—

(1) to see that the grant is spent solely for the purpose for which made,

(2} to obtain full and complete reports from the grantee on how the funds are
spent, and . '

(3} to make full and detailed reports with respect to such expenditures to the
Secretary. '
(i) Other Definitions,—For purposes of this section— ‘

{1y Correction~The terms “correction” and “correct” mean, with respect to
any taxable expenditure, (A) recovering part or all of the expenditure to the extent
recovery is possible, and where full recovery is not possible such additional correc-
tive action as is prescribed by the Secretary by regulations, or {B} in the case of a
failure to comply with subsection (h)(2) or (h¥(3), obtaining or making the report
in question. .

{2) Taxable period—~The term “taxable period” means, with respect to any
taxable expenditure, the period beginning with the date on which the taxable ex-
penditure occurs and ending on the earlier of— )

(A) the date of mailing of a notice of deficiency with respect to the tax im-
posed by subsection (a){1) under section 6212, _ _
(B) the date on which the tax imposed by subsection (a)(1) is assessed.

REGULATIONS

0'1- [134,951.100 The Regulation below doesn’t reflect the changes made
by the *84 Tax Reform Act (P.L 98-369, 7-18-84) in Sec. 4945.

. Reg. §53.4945-1 Taxes on taxable expenditures. (TD 7215, filed 10-30-72; amended
by TD 7299, filed 12-26-73; TD 7527, filed 12-23-77; TD 8084, filed 5-1-86.)

(a) Imposition of initial taxes—(1) Tax on private foundation., Section .4945(a)1)
~ of the Code imposes an excise tax on each taxable expenditure (as defined in section
4945(d)) of a private foundation. This tax is to be paid by the private foundation and is
. at the rate of 10 percent of the amount of each taxable expenditure.

(2) Tax on foundation manager—(i) In general, Section 4945(2)(2) of the Code im- -
* poses, under certain circumstances, an excise tax on the agreement of any foundation
manager to the making of a taxable expenditure by a private foundation. This tax is im-
posed only in cases in which the following circumstances are present:
{a) A tax is imposed by section 4945(2)(1), ' R
. {b) Such foundation manager knows that the expenditure to which he agrees is a tax-
able expenditure, and : . o
(c) Such agreement is willful and is not due to reasonable cause.
However, the tax with respect to any particular expenditure applies only to the agreement
of those foundation' managers who are authorized to approve, or to exercise discretion in
recommending approval of, the making of the expenditure by the foundation and to those
foundation managers who are members of a group (such as the foundation’s board of
" directors or trustees) which is so authorized. For the definition of the term “foundation
manager”, see section 4946(b) and the regulations thereunder. ' )
i) Agresment. The agresment of any foundation manager to the making of a tax-
able expenditure shall consist of any manifestation of approval of the expenditure which
- is sufficient to constitute an exercise of the foundation manager’s authority to approve, or
to exercise discretion in recommending approval of, the making of the expenditure by the

F.'-H Fad. 'i;ax—-LATEST.DEVEI.OPMENTS,m.p.81.,501 o . Reg. §53_.4_945-'| ﬂ34,95'|"."_)_
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Reg. §53.4945-4(d) continued

(3) Internal Reveaue Service action on reguest for approval of grant procedures. If,
by the 45th day after a request for approval of grant procedures has been properly sub-
mitted to the Internal Revenue Service, the organization has not been notified that such
procedures are not acceptable, such procedures shall be considered as approved from the
date of submission until receipt of actual notice from the Internal Revenue Service that
such procedures do not meet the requirements of this section. If a grant to an individual
for a purpose described in section 4945(d)(3) is made after notification to the organiza-
tion by the Internal Revenue Service that the procedures under which the grant is made
are not acceptable, such grant is a taxable expenditure under this section.

(e) Efiective dates—(1) In generai. This section shall apply to all grants to indi-
viduals for travel, study or other similar purposes which are made by private foundations

" more than 90 days after October 30, 1972,

(2) Transitional rules—{i}) Grants committed 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)XB)
purposes made on or after January 1, 1970, if the grant was made pursuant to a commit-
ment entered into prior to such date, but only if such commitment was made in accor-

_dance 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 January 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 fe-
ceived was communicated to the payee in writing. T ' '
. (i) - 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 peid within 48 months after the award of such grant, the requirements of section
4945(g) that an individual grant be awarded on an objective and nondiscriminatory basis

pursuant to a procedure approved in advance by the Commissioner will be deemed satis-

fied if the grantor utilizes any procedure in good faith in awarding a grant to an individ-
ual which, in fact, is reasonably calévlated to provide -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). o :

Qe [734.951.303 Reg. §53.4945-5 Grants to organizations. (TD 7215, filed
© 10-30-72; amended by TD 7233, filed 12-20-72; TD 7290, filed 11-16-73.)

@ Grants to nonpublic organizations—(1) In general. Under section 4945(d)4}
the term “taxable expenditure” includes any amount paid or incurred by a private foun-
dation as a grant to an organization (other than an organization described in section
509(aX1), (2), or {3)), unless the private foundation exercises expenditure responsibility
with respect to such grant in accordance with section 4945(h). However, the granting
foundation does not have to exercise expenditure responsibility with respect to amounts

- granted to organizations described in section 4945(. . -

() “Grants” described. For a description of the ferm “grants™, see §53.4945-4(a)(2).
(3) Section 509(a)(1), (2) and (3) organizations. See section 508(b) and the regula-

" tions thereunder for rules relating to when a grantor may rely on a potential grantee’s

characterization of its status as set forth in the notice described in section 508(b).

@) Certain “public” organizations. For purposes of this section, an organization will
be treated as a section 509(a)(1) organization if: o - :
() It qualifies as such under paragraph (a) of §1.509(a)-2; - - -
i) It is an organization described in section 170(c)(1) or 511{a)(2)(B), even if it is not

“ A

described in section 501(c)(3); or .. . o o ,

"Gii) It is a foreign government, or any agency or instrumentality. thereof, or an inter-
national organization designated as such by Executive Order under 22 US.C. 288, even if
it is not described in section 501(c}(3). ' AR

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

-%ﬁ"ga:
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Reg. §53.4945-5(a) continued

(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 organiza-
tion described in section 509a)(1), (2), or (3), such grant will not be treated as a grant
made to an organization other than an organization described in section 509(aX1), (2), or
(3) if the grantor private foundation  has made a good faith determination that the
grantee organization is an organization described in section 509(a)(1), (2) or (3). Such a
“good faith determination” ordinarily will be considered as made where the determina-
tion is based on an affidavit of the grantee organization or an opmlon of counsel {of the
grantor or the grantee) that the grantec is an organization described in section 50%a}(1),
(2) or (3). Such an affidavit or opinion must set forth sufficient facts concerning the oper-
ations and support of the grantee for the Internai Revenue Service to determine that the
grantee would be likely to qualify as an organization described in section 509(a)(1), (2) or
(3). See paragraphs (b)}(5) and (b)(6} of this section for other special rules relating to for-
eign organizations.

(6) Certain earmarked grants—{i) In general A grant by a private foundation to a
grantee organization which the gramtee organization uses to make payments to’ another
organization {the secondary grantee) shall not be regarded 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 subdivision, a grant
‘described herein shall not be regarded as a grant by the foundation 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 organization exer-
cises control, in fact, over the selection process and actually makes the selection com-
pletely independently of the pnvate foundation.

{i) To govemmental agencies. If a private foundation makes a grant to an organiza-

. tion described in section 170{c)(1) and such grant is for use by another organization, the

granting foundation need not exercise expenditure responsibility with respect to such.

" grant if the section 170{c)(1) organization satisfies the Commissioner in advance that:
(a) Its grant-making program is in f‘urtheranoe of a purpose descnhcd in section

-170(c)(2X(B), and

" (b) The section 170(c)(1) organization exercises “expenditure responsibility” in a man-
ner 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 Teports re-
quired by ‘section 4945(h)(3) and paragraph (d) of this section, unless such grant is ear-
marked for use by an organization described in section 509(a)(1), (2), or (3).

g Y
“the requirements of sections 4945(dX4) and (h) and of subparagraph {3) or - (4) of this
paragraph, will ordinarily mean that the grantor foundation will not have violated section
4945(d)(1) or 2). A pnvate foundation will be cons:dered to be exercising “expenditure

() To see that the grant is spent solely for the purpose for which made,
(i) To obtain full and complete reports from the grantes on how the funds are ‘spent,
and

(iii) To make full and detailed reports with respect to such expenditures to the Com-
missioner.

In cases in which pursuant to paragraph (a)(6) of this section a grant is cons:dered made
to a secondary grantee rather than the primary grantee, the grantor foundation’s. obliga-
tion to obtain reports from the grantee pursuant to section 4945(h)(2) and this section
will be satisfied if appropriate reports are obtained from the secondary grantee. For rules
relating to expenditure responsibility with respect to transfers of assets described in sec-
tion 507(b)(2), see section 507(b)(2) and the regulations thereunder.

 Reg. §53. 4945-5 1134,951.30
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Reg. §53.4945-5() continued
) Pr inquiry~~() Before making a grant to an organization with respect to

tion should conduct a limited in
sk

ry

al grant
that:the grantee-will*use
ses:“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 expe-
rience or otherwise), of, or other infommkation which is readily available concerning, the
management, activities, and practices of the grantee organization. The scope of the in-
quiry might be expected to vary from case to case depending upon the size and purpose
of the grant, the period 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 required reports substantiating such use, no further pre-grant
inquiry will ordinarily be necessary. Similarly, in the case of an organization, stch as a
trust described in section 4947(a)(2), which is required by the terms of its governing in-
strument to make payments to a specified organization exempt from taxation under sec-
tion 501(a), a less extensive pre-grant 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 subparagraph may be illustrated by the following examples:
Example (1). - Officials of M, a newly established ‘organization which is described in
section 501(c)(4), request a grant from X Foundation to be used for a proposed program
to combat drug abuse by establishing neighborhood clinics in certain ghetto areas of a
city. Before making a grant to M, X makes an inquiry concerning the identity, prior his-
tory and experience of the officials of M. X obtains information pertaining to the officials
of M from reference supplied by these officials. Since one .of the references indicated that
A, an official of M, has an arrest record, police records are also checked and A’s proba-
- tion 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 administering programs of this nature. However,
in the opinion of X's managers, M’s officials (including A who appears to be fully reha-
bilitated after having been convicted of a narcotics vilation 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 re-
quirements 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 subparagraph.

'Example (2), Foundation Y wishes to make a grant to Foundation R for use in R’s
scholarship program. Y has made’ similar grants to R apnually for the last several years
and 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 entough
information to have such assurance as a reasonable man would require that the grant to
R will be used for proper purposes. Consequently, Y is under no obligation to make any
further pre-grant inquiry pursuant to this subparagraph.

Example (3). S Foundation requests a grant from Z Foundation for use in S's pro-
gram 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 man-
agers know that the reputations of S and of §'s officials are good. Z’s managers also have
been advised by managers of W Foundation that W had recently made a grant to $ 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 pre-grant inquiry

. pursuant to-this subparagraph. - - C :

quiry concerning the potenti

which expenditure responsibility must be exercised under this section, a private founda-
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Reg. §53.4945-5(b) continued
(3) Terms of grants. Except as provided in subparagraph (4) of this paragraph. in
order to meet the expendlture responsibility reqmrements of section 4945(h), a pnvate

o,
e

Ay

on. Such commitment must include an agreement by the grantee—
(i) To repay any portion of the amount granted which is not used for thc purposes of
the grant,

(i) To submit full and complete annual reports on the manner in which the funds are
spent and the progress made in accomplishing the purposes of the grant, except as pro-
.vided in paragraph (¢)(2) of this section,

(iii) To maintain records of receipts and expenditures and to make its bocks and re-
cords available to the grantor at reasonable times, and - :

Gv) Not to use any of the funds— ‘

{a) To carry on propaganda, or otherwise to attempt, to influence legislation (within . :
the meaning of section 4945(d)(1)), i
~{b) To influence the outcome of any specific public election, or to carry on, directly :
or indirectly, any voter registration drive (within the meaning of section 4345(d)(2)), o

{c} To make any grant which does not comply with the reqmrements of section :
4945(d)(3) or {4), or

(d) To undertake any activity for any purpose other than one specified in section -
170(C)(2)(B)

; gt y=specif ity ] “gragt.- Such purposes may
mclude contnbutmg for capital endowment, for the purchase of ‘capital equipment, or for
general support provided that neither the grants nor the income therefrom may be used
for purposes other than those described in section 170(c)(2)(B).

-(#® Terms of program-related investments. In order to meet the expenditure respon-

( Yy - ' h " sibility requirements of section 4945(h), with regard to the making of a program-related
S _ S I investment (as defined in section 4944 and the regulations théreunder), a private founda-

tion 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 sub- _
ject to a written commitment signed by an appropriate officer, director or trustee of the ) i
recipient organization. Such commitment must specify the purpose of thc investment and
must include an agreement by the organization—

(@ 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 invesiment and to repay any
portion not used for such purposes, provided that, with respect to equity investments,
such repayment shall be made only to the extent permitted by appllcable law concerning

. distributions to holders of equity interests,

(i) At least once a year during the existence of the program-related investment, to
submit full and complete financial reports of the type ordinarily required by commercial
investors under similar circumstances and a statement that it has complied with the terms
of the investment, o o

Gii) To maintain books and records adequate to provide information ordinarily re-
quired by commercial investors under similar circumstances and to make such books and
records available to the private foundation at reasonablc times, and _ :

{iv} Not to use any of the funds— = - B ) ;i

()~ To carry on propaganda, or otherwise to attempt, to mﬂuence leglslahon {within
the meaning of section 4945(dX1)), - : g

" (b} To influence the outcome of any specific public election, or to carry on, directly
or indirectly, and voter registration drive (within the meaning of section 4945(d)(2)), or _ U

(c) With respect to any recipient which is a private foundation (as defined in section

509(a)), to make any grant which does not comp]y wrth the reqmrements of section
. 4945(d)(3) or (4).
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Reg. §53.4945-5(b) continued
o ' ‘ (5) Certain grants to foreign organizations. With respect to a grant to a foreign or-
- . . S ganization (other than an organization described in section 509()(1), (2); or (3) or -
e treated as so described pursuant to paragraph (a)}(4) or (a)(5) of this section), subpara-
graph (3YGv) 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 foun-
dation under section 4945(d). Such restrictions may be phrased in appropriate terms un-
_ der foreign law or custom and ordinarily will be considered sufficient if an affidavit 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 equiv- i
alent to the restrictions imposed on a domestic private foundation under subparagraph
(3) or (4) of this paragraph. '

(6) Special rules for grants for foreign private foundations. With respect to activities
in jurisdictions other than those described in section 170(c)(2)(A), the failure of a foreign ' o
private foundation which is described in section 4948(b) to comply with subparagraph 3) S
or {4) of this paragraph with respect to 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(cH2)).

(D Expenditure responsibility with respect to certain transfers of assets described in E
section 507—G) Transfers of assets described in section S07(b)}2). For rules relating to !
the extent to which the expenditure responsibility rules contained in sections 4945(d)4) Sy
and (h) and this section apply to transfers of assets described in section 507(bX2); see : ;
§§1.507-3(2)(7), 1.507-3(a)(®)Gi)D), and 1.507-3(a)(9). . ‘ :

(i) Certain other transfers of assets. For rules relating to the extent to which the )
expenditure responsibility rules contained in sections 4945(d)(4} and (h) and this section |
apply to certain other transfers of assets described in §1.507-3(b), see §1.507-3(b). ‘

(8) Restrictions on grants (other than program-related. investments) to organizations : ! ;
not described in section 501(c)(3). For other restrictions on certain grants (other than B :
o ‘program-related investments) to organizations which are not described in section 4
Ty o © 501(cX3). see 153.4945-6(c). - . .
/ (© Reports from grantees—(1) In general, In the case of grants described in sec-
tion 4945(dX4), except as provided in subparagraph (2) of this paragraph, the granting
private foundation shall require 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 4
annual accounting period within which the grant or any portion thereof is received and ;
all such subsequent periods until the grant funds are expended in full or the grant is oth-
erwise terminated. Such reports shall be furnished to the grantor within a reasonable per-
iod of time after the close of the annual accounting period of the grantee for which such
reports are made. Within a reasonable period lof 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 such funds (including sal-
aries, 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, I a private foundation
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 capital purposes, the grantor foundation shall require reports from the
grantee on the use of the principal and the income - (if any)} from the grant funds. The
grantee shall make such reports annually for its taxable year in which-the grant was ;

" made and the immediately succesding two taxable years. Only if it is reasonably apparent L 1
to the grantor that, before the end of such second succeeding taxable year, neither the : :
. principal, the income from the grant funds, nor the equipment purchased with the grant
funds has been used for any purpose which would result in liability for tax under section

- 4945(d), the grantor may then allow such reports to be discontinued. .
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Reg. §53.4945-5(c) continued

(3) Grantees, accounting and record keeping procedures. (i) A private foundation
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 requires such treatment of the grant fundsIf such
a grantes neither physically segregates grant funds nor establishes 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 received in a
succeeding taxable year. In such case expenditures of grants received within any such tax-
able year shall be prorated among all such grants. In accounting for grant expenditures,
private foundations may make the necessary 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 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 ex-
penditures, 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.

(i) - For rules relating to accounting and record-keeping requirements for grantees
other than those described in subdmsron (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 exercising
expenditure responsibility with respect to its grants may rely on adeguate records or

appropriate officer, director or trustee of such grantee organization) showing, to the ex-
tent applicable, the information which the grantor must report to the Internal Revenue
Service in accordance with paragraph (d}2) of this section.

5, (d) Reporting to the Internal Revenue Service by grantor--(1) In gemeral. To sat-
'isfy the report-making requirements of section 4945(k)(3), a granting foundation must
rovide the required information on its annual information return, required to be filed by
‘section 6033, for each taxable year with respect to each grant made during the taxable
ear which is subject to the expenditure responsibility requirements of section 4945(h).
‘Such information must also be provided on such return with respect to each grant sub-
ect 10 such requirements upon which any amount or any report is outstanding at any
ime during the taxable year. However, with respect to any grant made for endowment or
. other capital purposes, the grantor must provide the required information only for any
taxable year for which the grantor must réquire a report from the grantee under para-
graph (c)(2) of this section. The requirements of this subparagraph with respect to any
grant may be satisfied by submission with the foundation’s information return of a report
received from the grantee, if the information required by subparagraph (2) of this para-
graph is contained in such report.

. (2 Contents of report. The report requlred by this paragraph shall mclude the fol-
lowing information:

(i) The name and address of the grantcc.

(ii) The date and amount of the grant, - -

{iii) The purpose of the grant, -

{iv) . The amounts experided. by the grantee (based upon the most recent report re-
ceived from the gramtee), -

.{v) 'Whether the grantee has dwerted any portron of the funds (or the income there-
from in the case of an endowment grant) from the- purpose of the grant (to the k.nowl-
edge of the grantor),

“{vi) The dates of any reports received from the grantee, and
(vii) The date and results of any verification of the grantee’s reports undertaken pur-

4 or by others at the direction -of the gramtor. -

PN Fed. Tex —LATEST DEVELOPMENTS, soe 5. 61501 o Reg §53 4945-5 ﬂ34 951 30

other sufficient evidence supplied by the grantee organization (such as a statement by an -

- suant to and to the extent réquired under paragraph (c)(l) of this secuon by the grantor__'

e ot AT o e T B bR e B

» -

RERELY




CaeearewendT0 T

34,900.44 ' Penu_lty Excise Taxes C [5)

Reg. §53.4945-5(d) continued
(3) Record-keeping requirements. In addition to the information included on the

information return, a granting foundation shall make available to the Internal Revenue
Service at the foundation's principal office each of the following items:
(i) A copy of the agreement covering each “‘expenditure responsibility” grant made
during the taxable year,

(i} A copy of each report received during the taxable year from each grantee on any
‘expendityre responsibility” grant, and

(iii) A copy of each report made by the grantor’s personnel or independent audltors
of any audits or other investigations made during the taxable year with respect to any
“expenditure responsibility” grant.

{4) Reports received after the close of the grantor's accounting year, Data con-
tained in reports required by this paragraph, which reports are received by a private
foundation after the close of its accounting year but before the due date of its informa-
tion return ! for that year, need not be reported on such return, but may be reported on
the grantor’s information return for the year in which such reports are received from the
grantee,

(e) Violations of expenditure responsnbtllty reguirements—(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 speci-
fied in the grant may result in the diverted portion of such grant being treated as a tax-
able expenditure 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 projection shall not be treated as a diversion if the use to which
the funds are committed is consistent with the purpose of the grant as stated in the grant
agresment and does not result in a violation of the terms of such agreement required to
be included by paragraph (b)(3) or (b){4) of this section.

(i) In any event, a grantor will not be treated as having made a taxable expenditure
under section 4945(dX4) solely by reason of a diversion by the grantee, if the grantor has
comphed with subdivision jii)(a) and {(b) or (iv)(a) and (b) of this subparagraph, which-

. ever is appllmble

(i) In cases in which the grantor foundation determines that any part of a grant has
been used for improper purposes and the grantee has not previously diverted grant funds,
the foundation will not be treated as having made 2 taxable expenditure solely by reason
of the diversion so-long as the foundation— )

(a) Is taking all reasonable and appropriate steps either to recover the grant funds or
to insure the restoration of the diverted funds and the dedication {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 becomes aware
that a diversion may have taken place (hereinafter referred to as "further payments™) un-
til it has—

(1} - Received the grantee’s assurances that future diversions will not oceur, and

{2} Required the grantee to take extraordmary precauuons to prevent future diver-
sions from occurring.

If a foundation is treated as having made a taxable expendlture under this subparagraph
in a case to which this subdivision applies, then unless the foundation meets the require-
ments 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 'hrther_payments for the same grantee. However, if the founda-
tion complies with the requirements of (a) of this subdivision but not the requirements of
(b} of this subdivision, the amount of the taxable expenditure shall be the amount of such
further payments.

(iv) Tn cases wheré a grantee has previously diverted funds recelvecl from a grantor

foundation, and the grantor foundation determines that any part of a grant has again .

"L Footnote 1[34,951.30] Matter in italics added by TD 7290, which struck out:
) “(Form 990)".
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Reg, §53.4945-5(e)X1)(iv) continued
been used for improper purposes, the foundation will not be treated as having made a
taxable expenditure solely by reason of such diversion so long as the foundation—

{2) Is taking all reasonable and appropriate steps to recover the grant funds or to
insure the restoration of the diverted funds and the dedication {consistent with the re-
quirements 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 di-

verted funds are not so restored or recovered, then the foundation must take all reason-
able and appropriate steps to recover all of the grant funds, and

(b) Withholds further payments until—

(1) Such funds are in fact so recovered or restored, _

(2) 1t has received the grantee’s assurances that future diversions will not occur, and

(3) 1t requires the grantee to take extraordinary precautions to prevent future diver-
stons 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 require-
ments of (a) of this subdivision, the amount of the taxable expenditure shall be the
amount of the diversion plus the amount of any further payments to the same grantee,
However, if the foundation 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 expenditure shall be the amount of such further pay-
ments. . : : T .

(v) The phrase “all reasonable and appropriate steps’ (as used in subdivisions (ii)
and (iv) of this subparagraph) includes legal action where appropriate but need not in-
clude legal action if such action would in all probability not result in the satisfaction of
execution on a judgment. : - : :

(2) Grantees’ failure to make reports. - A failure by the grantee to make the repbrts.

required by paragraph (c) of this section {or the making of inadequate reports) shall re-
sult in the grant’s being ‘treated as'a taxable expenditure by the grantor umless the
grantor: e ' s o '
() Has made the grant in accordance with paragraph (b) of this section, -
(i) Has complied with the reporting requirements contained in paragraph (d) of this
section, . . S
(ifi) Makes a reasonable effort to obtain the required report, and

(iv) Withholds all future payments on this grant and on any other grant to the same

grantee until suck report is finished.

(3) Violations by the grantor. In addition to- the situations described in subpara-
graphs (1) and (2) of this paragraph, a grant which is subject to the expenditure responsi-
bility requirements of section 4945(h} will be considered a taxable expenditare of the
granting foundation if the grantor— - ' L o ‘

() Fails to make a pre-grant inquiry as described in paragraph (b)X(2) of this section,

(i) Fails to make the grant in accordance with a procedure consisient with the re-
quirements of paragraph (b)(3) or (4) of this section, or L ‘

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

() Effective dates—(1) In general, = This section shall apply to all grants which are

subject to the expenditure responsibility requirements of section 4945(d)(4) and (h) and
which are made by. private foundations more than 90 days after October 30, 1972.

-~ ) Transitional rules—(i) Certain grants awarded prior to May 27, 1969. Section
4945(d)(4) and (b} and this section shall not apply to a grant to a private foundation
which is not controlled, directly or indirectly, by the grantor foundation or one or more
disqualified persons (as defined in section 4946) with respect to the grantor foundation,
provided that such grant— ' ' '

(a) Is made pursuant to a written commitment whi_éh was binding on May 26, 1969,

and at all times thereafier,
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Reg. §53.4945-5(1)(2)i) continued

(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,

(i) Grants or expenditures committed prior to January 1, 1970, Except as provided in
paragraph (e)(2)(} of §53.4945-4, section 4945 shall not apply to a grant or an expendi-
ture for section 170(c}(2X(B) purposes made on or after January 1, 1970, if the grant or
expenditure was made pursuant to a commitment 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 organization) such commitment is reasonable in amount in light of the pur-
poses of the grant. For purposes of this subdivision, a commitment will be considered
entered into prior to January 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 re-
ceived was communicated to the payee in writing.

(iii) Grants awarded on or after January 1, 1970. Paragraphs (b), (c), 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 established adequate procedures such as a prudent man would adopt in manag-

- ing his own property, to see that the grant is spent solely for the purpose for which

made, to obtain full and complete 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 Internal Revenue Service before the expiration

of 90 days after October 30, 1972, the grantor may treat reports which satisfy the re- .

quirements of the statement to be attached to Form 4720 for the year 1970 under “Spe-
cific Instructions—Question B” (items (1) through {5)) as satisfying the grantor reporting
requirements with respect to “expenditure 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 requirements imposed by section

4945(h)3) for such period shall be regarded as satisfied if siuch reports are made on the'

annual return for its first taxable year beginning after December 31, 1969.

Oy [134,951.35] Reg. §53.4945-6 Expenditures for nunchantable purpom (TP
72]5, filed 10-30-72; amended by TD 7233, filed 12-20-72)

(a) Im general, Under section 4945(d)(5) the term *“taxable expenditure” includes
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 organization’s total activities, would cause loss
of tax exemption is a taxable expenditure under section 4945(d)(5). For purposes of this

" section and §§53.4945-1 through 53.4945-5, the term “purposes described in section

170(c)(2XB)” shall be treated as including purposes described in section 170(c}2)(B)

-whether or not carried out by an organization described in section 170(c).

() Particular expenditures, (1) - The following types of expendlturw ordinarily will
not be treated as taxable expend:tuws under section 4945(d)X(5):

. () Expenditures to acquire investments entered into for the purpose of obtaining in-
come or funds to be used in furtherance of purposes described in section 170(c)(2XB),

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

(ii) Payment of taxes,

Gv) Any expenses which qualify as deductmns in the computatlon of unrelated busi-
ness income tax under section 511,

{v} Any payment which constitutes a qualifying dtstnbutlon under section 4942(g) or

_an allowable deduction under section 4940,
~ 7 '{vi) Reasonable expenditures to evaluate, acquire, modlfy, and dlspose of program-
- related investments, or

(vii) Business expenditures by the recipient of a program related investment.
(2} Conversely, any expendltures for unreasonable administrative expenses, including

. compensation, consultant fees and other fees for services rendered, will ordinarily be tax-

able expenditures under section 4945(d)(5) unless the foundation can demonstrate that

i
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\ Y Reg. §53.4945-6(b}(2) continued
- } : ' such expenses were paid or incurred in the good faith belief that they were reasonable
and that the payment or incurrence of such expenses in such amounts was consistent
with ordinary business care and prudence. The determination whether an expenditure is
reasconable shall depend upon the facts and arcmnstanm of the particular case.

2i(1) In general. Since a pr:vate foun-
ation cannot make an expenditure for a purpose other than a purpose described In section
70{c)}2)(B), a private foundation may not make a grant to an orgamzatmn other than an
rganization described in section 501(c)(3) unless

(i) The making of the grant itself constitutes a direct charitable act or the making of a
rogram-related investment, or

(i) Through compliance with the requirements of subparagraph (2) of this paragraph,
he grantor is reasonably assured that the grant will be used exclusively for purposes de-
cribed in section 170(c)(2)(B). '

For purposes of this paragraph, an orgamzatron treated as a section 509(a)(1) organization
. under §53.4945-5(a)(4) shall be treated as an organization described in section 501(c)(3).

(2) Grants other than transfers of assets described in §1.507-3(c)(1). (i) If a private ; :

oundation makes a grant which is not a transfer of assets pursuant to any liquidation, ! 2
erger, redemption, recapitalization, or other adjustment, organization or reorganization to ’

ny organization other than an organization described in section 501(c}(3) (except an orga- j D.
ization described in section 509(a)(4)), the grantor is reasonably assured (within rhe mean- :

ng of subparagraph (I)(ii) of this paragraph that the grant will be

urposes_described in ).

: 2}B)" The grantor of a grant
ph must also comply w:th the expenditure responsibility provisions
ontained in sections 4945(d) and (h) and §53.4945.5.

{ii} For purposes of this paragraph, a foreign organization which does not have a ruling
or determination letter that it is an organization described in section 501(c)(3) {other than

4 . o
E\ ) section 309(a)(4)) will be treated as an organization described in section 501{c}(3) (other

than section 509%(a)(4)) if in the reasonable judgment of a foundation manager of the trans-
Jeror private foundation, the grantee organization is an organization described in section
501(c)(3) (other than section 509(a)(4}). The term “‘reasonable judgment” shall be given its :
generally accepted legal sense within the outlmes developed by Jud:cmf decisions m the law g
of trusts. : .

. (3) Transfers of assets described in §1.507-3(c)(I). If a private foundat:on makes ¢ | '
fransfer of assets {other than a transfer described in subparagraph (1)(i) of this paragraph) P :
pursuant to any liguidation, merger, redemption, recopitalization, or other adjustment, orga- . -
nization, or reorganization to any person, the transferred assets will not be considered used P
_exclusively for purposes deseribed in section 170{c)(2)(B) unless the assets are transferred to
a fund or organization described in section 501(c)(3) {other than an organization described
in section 509(a)(4)) or treated as so described under section 4947{a)(1).

CASES AND RULINGS BY ISSUE

: Paragraph [T} . Paragraph [f] ;
Taxable expenditures .......... 34,952 (25) Grants for study—specific
- (8 Unconditional grants to ob_]ecuves . :
individuals ’ (35) ﬁnents for services i

{7) Lobbying (40 tion to self dealing i
(10) Grants for study— (45) Expenditure responsibility - o

in general (55) Return of contribution : 1

(15 Exempt scholarships and (60) - Distribution to exempt = i g
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L Footnote 134,951.353 Matter in italics added by TD 7233.
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Worksheet 6—Contd.

tions, or to undertake any nonexempt gc-
tivity, when such use of the funds would be
a taxable expenditurae If made directly by the
foundation.

Terms of Investment. To mest
the expanditure responsibility requirements In

- making a program-reiated investment, a private
foundation must require that sach investment
be made subject to & written commitment
signed by an appropriate officer, director, or
trustee of the raciplent organization.

The commitment should specify the purpcse
of the investment and should contain an agroe-
ment by the organization—

1) To use alf amounts received from the private
foundation only for the purposes of the-in-
vestment and o repay any amount not used
for those purposes within the limitations:
conceming distributions to holders of squity
interests,

2) To submit a.fuil and complete annual finan-
clat report of the type ordinarily required by
commercial ivestors under similiar circwm-
stances and a statement that it has compiiad
with the terms of the investment,

3) To keep adaquate books and records and to

" make-them aveilabie to the private founda-
tion at reasonable timea, and

4} Not 1o use any of the funds te carry on
- propsganda, Infiuence legisiation, influence
the outcomne of any public slections, carry ©

on voter registration drives, or to make

private loundation.

Cortain grants 1o.forsign organizations. Grants
made {o forsign organizations, other than an or-

Recordkeeping requirements. In addition to the
nformation r:ulred when filing a return, the
ranting foundation must make avallabie to the
ntsrnal Revenue Service at its main office each
f the following ltems:

} A copy of the agreement covering each ex-
penditure responsibility grant made during
the year, ]

2) A copy of each report received during the
tax ysar for sach grantee on any expendi-
ture responalbility grant; anc

3) A-copy of each report mads by the grantor's

perscnnel or independent auditors of any

audits or ather investigations made during
the tax-year on any expendliure responsibil-

Violations of expenditure- responsibliity require-
ments. Any diversion of grant funds (including
income-from an endowment grant) for & use not
specified in the grant may resuit in that part of
the grant being treated as'a taxable expendi--
ture. it the uae-of the funds ls.consistent with
the-purpose of the-grant; the fact that'a grantee

- does not:use any funds as indicated in-the

‘\i . grants that do not comply with the require-
o . ments regarding individual grants or expen-
. diture-responsibliity wihan the recipisnt.is-a- )

ganization described in saction 50(aX1), (2, or

(3). are subject to the same restrictions on:the
use-of the grant as.those imposad on domestic:
private-foundations, These restrictions-may be -
phrased in appropriate-terms:-under n law.
or custom and ordinarity will be-considered. sut-
ficient if an affidavit or opinion of counset (of.
the-grantor or grantee) is obtained stating thed,
under foreign law or custom, the agreement frm--
poses.the same rastrictions.on.the-use of the
grant as thoss imposed ona domestic. private
foundation.

- Specisi.nuies for grants. by foreign privats foun-
* dations. The failute of a foreigh private founda--
tion to comply with the restrictions imposed.on
granis will not constitute an act or feilure-to-act

that is & prohibited transaction under section:
4948(c) of the Code, ) E
Reports from grantess. The granting private
foundation must require reports-on the-use of
the-funds, compiianca with the terms of the
grant. and the-progress made-by the grantes
toward achieving-the purposss for which the:

. grant.was.made. The grantse.must make-an an-
nuat-accounting of the-funds at.the end of its:
accounting period-and must make a.final-report-

dition fo the progress made toward the goals.of

Reilance-on information suppiied by granies, A-
private.foundation, exercising expendiiure re-
sponsibility with respect to its grants, may rely
on adequate recarda or other sutficient ev-
dence.supplied by the grantes organization
showing the intormation that the grantor must
“submit to the Internal Revenus Service.

on ait'expenditures made from the-funds in ad- -~ .
. Violstions by:the grantor. In addition to the cir-

original budget projection is not a diversion of
funds. :

if'a grantor foundation determined that any
part:of. the grant wes used for improper pur-

poses.and the grantee has not previously di-

verted grant funds, the foundation will not be

ireated as having mads a taxable expenditure i

It .

1) Takes ail.reasonable and appropriate steps
either to.recover the grant funds or to en-
sure the restoration of the diveried funds
and the dedication of the other grant funds
held by the grantes to the purposes of the
grant, and

2) Withholds any further to the
grantes, aiter being made aware that a diver-
sion of funds may- have taken place, until it
has.received the grantee's assurance thal.
future diversions will not occur and required

the.grantee to take all precautions to pravent

- further diversions from occurring..

It-a foundation is considered to have made a
taxable axpenditure; the.amount of the taxable-
expenditure can be the amount of the diversion
pius any further payments, or just the amount-of
turther paymenis depending.on the-measurs of
compliance by-the foundation.

Granise's faifure to make reports. A failure to

meke-the-required. reports.by the grantee will

result in:the-grant being treated as a taxable ax-

penditure by the grantor uniess the-grantor:

1} Awarded the grant-according to-the expendi-
fure:reeponsibiity requirements discussed:

-2y Gm:.ned'-wmnll the-reporting require-
38)Made a reasonabis-effort o gt the-raquired:

reports, and:
4) Withhoids: all-future: payments on this grant
", and on-any-other:grant.to the same-grantes
until'the:repont is provided.

cumstancas discussed earlier concerning tax-

-abie-expenditures, 4 granting foundation will be

treated. a8 making a taxable axpenditurs if it
1) Fails to make & pre-grant inquiry,
2)' Fails to obtain the required writterr commit-
ments.described eariler, or
3} Falls to make reports to thé Internal Revenue:
" Sefvice.as discussed earfier, - -

described herg.

The reports to the Internal Reverwe Service
by the foundation on sach expenditure reapon-
sibility grant must be made each yeer that any
part of the grant remains unexpended by the
grantes at any time during the year. The re-
quired reports must be submitied with the or-
ganization's annual retun (Form $80-PF or
Form 5227). They must inciude the following in-

‘formation on each grant:

1) The name and address of the grantse,

2) The da_ne and amount of the grant,

3) The purposa of the grant,

4) -The amcunts spent by the grantee (based on
the most recent report received from the
grantes),

5) Whather, to the knowledge of the grantor
foundation, the grantee has diverted any
funds from the purpose of the grant,

8) The dates of any reports received from the
grantes, and

7) The-date and results of any verification of.
the grantee’s reports undertaken by or at the
diraction of the grantor foundation,

Particular expenditires. Examples of expendi-
tures ordinarily not ireated as taxable expendi-
tures include:

1) Expenditures to acquirs-investments that
generata incoms to be used to further the
purposes of the organization,

2} Reasonabile experises reiated to acquiring
these investments, :

" 3) Payment of taxes, .

4) Expenses that qualily as allowable dedu
tions in figuring the tax on unrelated busi-
' neasincomse, -

5) Any-payment that is a qualitying distribution,

6) Any deduction allowed in arriving at laxable
net investment income,

7) Reasonable expenditures to evaluate, ac-
Quire; modify, and dispose-of program-re-
Iated investments, and :

§) Business expenses of the recipient of a pro-
gram-related investment.

Howaever, payment of unreasonable adminis-
trative expenses, inciuding wages, consuitant
fees and other fees for services performed, or-
dinarily will be taxable expenditures uniess
made by the foundation in the good faith belief
that the amounts were reasonable and were
consigtent with ordinary business care and pry-
dence. -

‘Grants to noncharfiable organizations. A pri-
vate foundation cannot make a grant for a pur-
pose not described in section 170(c)(2XB).
Permittad purposes are religious, charitable,
scientific, testing for pubtic satety, iiterary or
educational purposes, or 1o foster national or
international amateur sports competition (but
only it no-part of its activities involve providing
athietic facilities or equiprent), or for the pre-
vention:of cruelty to children or animais. Sec-

tion 501(cX3) describes organizations that are

organized and operated exclusively for thess

" purposes. Grants for nonpermitted purposes

are taxable expenditures. .

- Accord|ngly, & private foundation may not
' make a grant to an organization that is not de-

scribed In section 501(cX3) unless, making the
grant itself is a. direct charitable act or a pro-
gram-reiated Investment, or tha grantor is rea-
sanably assured that the grant wilt be used
exclusively for the purposas of an organization




