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trains its own professional staff, conducts its 
own program of research, selects research 
topics, screens and investigates grant recipi-
ents, makes grants to those selected, and 
sets up and conducts conferences and semi-
nars for the grantees. Q has particular 
knowledge and skill in the given discipline, 
carries on activities to advance its study of 
that discipline, and makes grants to individ-
uals to enable them to participate in activi-
ties which it conducts in carrying out its ex-
empt purpose. Under these circumstances, 
Q’s grants constitute qualifying distribu-
tions made directly for the active conduct of 
Q’s exempt activities within the meaning of 
paragraph (b) (2) of this section. 

Example 6. R, an exempt medical research 
organization described in section 501 (c) (3), 
was created to study and perform research 
concerning heart disease. R has its own re-
search center in which it carries on a broad 
number of research projects in the field of 
heart disease with its own professional staff. 
Physicians and scientists who are interested 
in special projects in this area present the 
plans for their projects to R. The directors of 
R study these plans and decide if the project 
is feasible and will further the work being 
done by R. If it is, R makes a grant to the in-
dividual to enable him to carry out his 
project, either at R’s facilities or elsewhere. 
Reports of the progress of the project are 
made periodically to R, and R exercises a 
certain amount of supervision over the 
project. The resulting findings of these 
projects are usually published by R. Under 
these circumstances, the grants made by R 
constitute qualifying distributions made di-
rectly for the active conduct of R’s exempt 
activities within the meaning of paragraph 
(b) (2) of this section. 

Example 7. S, an exempt organization de-
scribed in section 501(c) (3), maintains a 
large library of manuscripts and other his-
torical reference material relating to the 
history and development of the region in 
which the collection is located. S makes a 
limited number of annual grants to enable 
post-doctoral scholars and doctoral can-
didates to use its library. Sometimes S ob-
tains the right to publish the scholar’s work, 
although this is not a prerequisite to the re-
ceipt of a grant. The primary criterion for 
selection of grant recipients is the usefulness 
of the library’s resources to the applicant’s 
field of study. Under these circumstances, 
the grants made by S constitute qualifying 
distributions made directly for the active 
conduct of S’s exempt activities within the 
meaning of paragraph (b) (2) of this section. 

Example 8. T, an exempt charitable organi-
zation described in section 501(c)(3), was cre-
ated by the members of one family for the 
purpose of relieving poverty and human suf-
fering. T has a large salaried staff of employ-
ees who operate offices in various areas 
throughout the country. Its employees make 

gifts of food and clothing to poor persons in 
the area serviced by each office. On occasion, 
T also provides temporary relief in the form 
of food and clothing to persons in areas 
stricken by natural disasters. If conditions 
improve in one poverty area, T transfers the 
resources of the office in that area to an-
other poverty area. Under these cir-
cumstances, the gifts of food and clothing 
made by T constitute qualifying distribu-
tions made directly for the active conduct of 
T’s exempt activities within the meaning of 
paragraph (b) (2) of this section. 

Example 9. U, an exempt scientific organi-
zation described in section 501(c) (3), was cre-
ated for the principal purpose of studying 
the effects of early childhood brain damage. 
U conducts an active and continuous re-
search program in this area through a sala-
ried staff of scientists and physicians. As 
part of its research program, U awards schol-
arships to young people suffering mild brain 
damage to enable them to attend special 
schools equipped to handle such problems. 
The recipients are periodically tested to de-
termine the effect of such schooling upon 
them. Under these circumstances, the schol-
arships awarded by U constitute qualifying 
distributions made directly for the active 
conduct of U’s exempt activities within the 
meaning of paragraph (b) (2) of this section. 

Example 10. O, an exempt charitable organi-
zation described in section 501(c) (3), was cre-
ated for the purpose of giving scholarships to 
children of the employees of X Corporation 
who meet the standards set by O. O not only 
screens and investigates each applicant to 
make sure that he complies with the aca-
demic and financial requirements set for 
scholarship recipients, but also administers 
an examination which each applicant must 
take—90 percent of O’s adjusted net income 
is used in awarding these scholarships to the 
chosen applicants. O does not conduct any 
activities of an educational nature on its 
own. Under these circumstances, O is not 
using substantially all of its adjusted net in-
come directly for the active conduct of its 
exempt activities within the meaning of 
paragraph (b) of this section. Thus, O is not 
an operating foundation because it fails to 
satisfy the income test set forth in para-
graph (a) of this section. 

[T.D. 7249, 38 FR 768, Jan. 4, 1973, as amended 
by T.D. 7718, 45 FR 58520, Sept. 4, 1980; 46 FR 
11254, Feb. 6, 1981; T.D. 7878, 48 FR 11943, Mar. 
22, 1983] 

§ 53.4942(b)–2 Alternative tests. 

(a) Assets test—(1) In general. A pri-
vate foundation will satisfy the assets 
test under the provisions of this para-
graph if substantially more than half 
of the foundation’s assets: 
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(i) Are devoted directly (A) to the ac-
tive conduct of activities constituting 
the foundation’s charitable, edu-
cational, or other similar exempt pur-
pose, (B) to functionally related busi-
nesses (as defined in paragraph 
(c)(3)(iii) of § 53.4942(a)–2), or (C) to any 
combination thereof; 

(ii) Are stock of a corporation which 
is controlled by the foundation (within 
the meaning of section 368(c)) and sub-
stantially all the assets of which (with-
in the meaning of paragraph (c) of 
§ 53.4942(b)–1) are so devoted; or 

(iii) Are in part assets which are de-
scribed in subdivision (i) of this sub-
paragraph and in part stock which is 
described in subdivision (ii) of this sub-
paragraph. 

(2) Qualifying assets—(i) In general. 
For purposes of subparagraph (1) of this 
paragraph, an asset is ‘‘devoted di-
rectly to the active conduct of activi-
ties constituting the foundation’s char-
itable, educational, or other similar ex-
empt purpose’’ only if the asset is actu-
ally used by the foundation directly for 
the active conduct of activities consti-
tuting its charitable, educational, or 
other similar exempt purpose. Thus, 
such assets as real estate, physical fa-
cilities or objects (such as museum as-
sets, classroom fixtures and equipment, 
and research facilities), and intangible 
assets (such as patents, copyrights, and 
trademarks) will be considered quali-
fying assets for purposes of this para-
graph to the extent they are used di-
rectly for the active conduct of the 
foundation’s exempt activities. How-
ever, assets which are held for the pro-
duction of income, for investment, or 
for some other similar use (for exam-
ple, stocks, bonds, interest-bearing 
notes, endowment funds, or, generally, 
leased real estate) are not devoted di-
rectly to the active conduct of the 
foundation’s exempt activities, even 
though the income derived from such 
assets is used to carry out such exempt 
activities. Whether an asset is held for 
the production of income, for invest-
ment, or for some other similar use 
rather than being used for the active 
conduct of the foundation’s exempt ac-
tivities is a question of fact. For exam-
ple, an office building used for the pur-
pose of providing offices for employees 
engaged in the management of endow-

ment funds of the foundation is not de-
voted to the active conduct of the foun-
dation’s exempt activities. However, 
where property is used both for exempt 
purposes 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 an exempt purpose. Property 
acquired by a foundation to be used in 
carrying out the foundation’s exempt 
purpose may be considered as devoted 
directly to the active conduct of such 
purpose even though the property, in 
whole or in part, is leased for a limited 
period of time during which arrange-
ments are made for its conversion to 
the use for which it was acquired, pro-
vided such income-producing use of the 
property does not exceed a reasonable 
period of time. Generally, 1 year shall 
be deemed to be a reasonable period of 
time for purposes of the immediately 
preceding sentence. Similarly, where 
property is leased by a foundation in 
carrying out its exempt purpose and 
where the rental income derived from 
such property by the foundation is less 
than the amount which would be re-
quired to be charged in order to recover 
the cost of purchase and maintenance 
of such property (taking into account 
the deductions permitted by paragraph 
(d)(4) of § 53.4942(a)–2), such property 
shall be considered devoted directly to 
the active conduct of the foundation’s 
exempt activities. 

(ii) Limitations. (A) Assets which are 
held for the purpose of extending credit 
or making funds available to members 
of a charitable class (including any in-
terest in a program related-invest-
ment, except as provided in paragraph 
(b)(2) of § 53.4942(b)–1) are not consid-
ered assets devoted directly to the ac-
tive conduct of activities constituting 
the foundation’s charitable, edu-
cational, or other similar exempt pur-
pose. For example, assets which are set 
aside in special reserve accounts to 
guarantee student loans made by lend-
ing institutions will not be considered 
assets devoted directly to the active 
conduct of the foundation’s exempt ac-
tivities. 

(B) Any amount set aside by a foun-
dation within the meaning of para-
graph (b) (1) of § 53.4942(b)–1 shall not be 
treated as an asset devoted directly to 
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the active conduct of the foundation’s 
exempt activities. 

(3) Assets held for less than a taxable 
year. For purposes of this paragraph, 
any asset which is held by a foundation 
for part of a taxable year shall be 
taken into account for such taxable 
year by multiplying the fair market 
value of such asset (as determined pur-
suant to subparagraph (4) of this para-
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. 

(4) Valuation. For purposes of this 
paragraph, all assets shall be valued at 
their fair market value. Fair market 
value shall be determined in accord-
ance with the rules set forth in para-
graph (c)(4) of § 53.4942(a)–2, except in 
the case of assets which are devoted di-
rectly to the active conduct of the 
foundation’s exempt activities and for 
which neither a ready market nor 
standard valuation methods exist (such 
as historical objects or buildings, cer-
tain works of art, and botanical gar-
dens). In such cases, the historical cost 
(unadjusted for depreciation) shall be 
considered equal to fair market value 
unless the foundation demonstrates 
that fair market value is other than 
cost. In any case in which the founda-
tion so demonstrates that the fair mar-
ket value of an asset is other than his-
torical cost, such substituted valuation 
may be used for the taxable year for 
which such new valuation is dem-
onstrated and for each of the suc-
ceeding 4 taxable years if the valuation 
methods and procedures prescribed by 
paragraph (c)(4)(iv)(B) of § 53.4942 (a)–2 
are followed. 

(5) Substantially more than half. For 
purposes of this paragraph, the term 
substantially more than half shall mean 
65 percent or more. 

(6) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples. It is assumed that 
none of the organizations described in 
these examples is described in section 
509(a) (1), (2), or (3). 

Example 1. W, an exempt organization de-
scribed in section 501(c)(3), is devoted to the 
maintenance and operation of a historic area 
for the benefit of the general public. W has 

acquired and erected facilities for lodging 
and other visitor accommodations in such 
area, which W operates through a wholly 
owned, separately incorporated, taxable en-
tity. These facilities comprise substantially 
all of the subsidiary’s assets. The operation 
of such accommodations constitutes a func-
tionally related business within the meaning 
of paragraph (c)(3)(iii) of § 53.4942(a)–2. Under 
these circumstances, the stock of the sub-
sidiary will be considered as part of W’s as-
sets which may be taken into account by W 
in determining whether it satisfies the assets 
test described in this paragraph. 

Example 2. M, an exempt conservation or-
ganization described in section 501(c)(3), is 
devoted to acquiring, preserving, and other-
wise making available for public use geo-
graphically diversified areas of natural beau-
ty. M has acquired and erected facilities for 
lodging and other visitor accommodations in 
national park areas. The operation of such 
accommodations constitutes a functionally 
related business within the meaning of para-
graph (c)(3)(iii) of § 53.4942(a)–2. Therefore, 
M’s assets which are directly devoted to such 
visitor accommodations may be taken into 
account by M in determining whether it sat-
isfies the assets test described in this para-
graph. 

Example 3. P, an exempt organization de-
scribed in section 501(c)(3), is devoted to ac-
quiring and restoring historic houses. To in-
sure that the restored houses will be kept in 
the restored condition, and to make the 
houses more readily available for public dis-
play, P rents the houses rather than sells 
them once they have been restored. The 
rental income derived by P is substantially 
less than the amount which would be re-
quired to be charged in order to recover the 
cost of purchase, restoration, and mainte-
nance of such houses. Therefore, such houses 
may be taken into account by P in deter-
mining whether it satisfies the assets test 
described in this paragraph. 

Example 4. Z, an exempt organization de-
scribed in section 501(c)(3), is devoted to im-
proving the public’s understanding of Ren-
aissance art. Z’s principal assets are a num-
ber of paintings of this period which it cir-
culates on an active and continuing basis to 
museums and schools for public display. 
These paintings constitute 80 percent of Z’s 
assets. Under these circumstances, although 
Z does not have a building in which it dis-
plays these paintings, such paintings are de-
voted directly to the active conduct of ac-
tivities constituting Z’s exempt purpose. 
Therefore, Z has satisfied the assets test de-
scribed in this paragraph. 

(b) Endowment test—(1) In general. A 
foundation will satisfy the endowment 
test under the provisions of this para-
graph if it normally makes qualifying 
distributions (within the meaning of 
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paragraph (a)(2) of § 53.4942(a)–3) di-
rectly for the active conduct of activi-
ties constituting its charitable, edu-
cational, or other similar exempt pur-
pose in an amount not less than two- 
thirds of its minimum investment re-
turn (as defined in paragraph (c) of 
§ 53.4942(a)–2). In determining whether 
the amount of such qualifying distribu-
tions is not less than an amount equal 
to two-thirds of the foundation’s min-
imum investment return, the founda-
tion is not required to trace the source 
of such expenditures to determine 
whether they were derived from invest-
ment income or from contributions. 

(2) Definitions. For purposes of this 
paragraph, the phrase directly for the 
active conduct of activities constituting 
the foundation’s charitable, educational, 
or other similar exempt purpose shall 
have the same meaning as in paragraph 
(b) of § 53.4942(b)–1. 

(3) Example. This paragraph may be 
illustrated by the following example: 

Example. X, an exempt organization de-
scribed in section 501(c)(3) and not described 
in section 509(a) (1), (2), or (3), was created on 
July 15, 1970. X uses the cash receipts and 
disbursements method of accounting. For 
1971, the fair market value of X’s assets not 
described in paragraph (c) (2) or (3) of 
§ 53.4942(a)–2 is $400,000. X makes qualifying 
distributions for 1971 directly for the active 
conduct of its exempt activities of $17,000. 
For 1971 two-thirds of X’s minimum invest-
ment return is $16,000 (6 percent × $400,000 = 
$24,000; 2⁄3 × $24,000 = $16,000). Under these cir-
cumstances, X has satisfied the endowment 
test described in this paragraph for 1971. 
However, if X’s qualifying distributions for 
1971 directly for the active conduct of its ex-
empt activities were only $15,000, X would 
not satisfy the endowment test for 1971, un-
less the fair market value of its assets not 
described in paragraph (c) (2) or (3) of 
§ 53.4942(a)–2 were no greater than $375,000 (6 
percent × $375,000 = $22,500; 2⁄3 × $22,500 = 
$15,000). 

(c) Support test—(1) In general. A foun-
dation will satisfy the support test 
under the provisions of this paragraph 
if: 

(i) Substantially all of its support 
(other than gross investment income as 
defined in section 509(e)) is normally 
received from the general public and 
from five or more exempt organiza-
tions which are not described in sec-
tion 4946(a)(1)(H) with respect to each 
other or the recipient foundation; 

(ii) Not more than 25 percent of its 
support (other than gross investment 
income) is normally received from any 
one such exempt organization; and 

(iii) Not more than half of its support 
is normally received from gross invest-
ment income. 

(2) Definitions and special rules. For 
purposes of this paragraph: 

(i) Support. The term support shall 
have the same meaning as in section 
509(d). 

(ii) Substantially all. The term sub-
stantially all shall have the same mean-
ing as in paragraph (c) of § 53.4942(b)–1. 

(iii) Support from exempt organizations. 
The support received from any one ex-
empt organization may be counted to-
wards satisfaction of the support test 
described in this paragraph only if the 
foundation receives support from no 
fewer than five exempt organizations. 
For example, a foundation which nor-
mally receives 20 percent of its support 
(other than gross investment income) 
from each of five exempt organizations 
may qualify under this paragraph even 
though it receives no support from the 
general public. However, if a founda-
tion normally received 10 percent of its 
support from each of three exempt or-
ganizations and the balance of its sup-
port from sources other than exempt 
organizations, such support could not 
be taken into account in determining 
whether the foundation had satisfied 
the support test set forth in this para-
graph. 

(iv) Support from the general public. 
‘‘Support’’ received from an individual, 
or from a trust or corporation (other 
than an exempt organization), shall be 
taken into account as support from the 
general public only to the extent that 
the total amount of the support re-
ceived from any such individual, trust, 
or corporation during the period for de-
termining the normal sources of the 
foundation’s support (as set forth in 
§ 53.4942 (b)–3) does not exceed 1 percent 
of the foundation’s total support (other 
than gross investment income) for such 
period. In applying this 1-percent limi-
tation, all support received by the 
foundation from any person and from 
any other person or persons standing in 
a relationship to such person which is 
described in section 4946(a)(1) (C) 
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through (G) and the regulations there-
under shall be treated as received from 
one person. For purposes of this para-
graph, support received from a govern-
mental unit described in section 
170(c)(1) shall be treated as support re-
ceived from the general public, but 
shall not be subject to the 1-percent 
limitation. 

§ 53.4942(b)–3 Determination of com-
pliance with operating foundation 
tests. 

(a) In general. A foundation may sat-
isfy the income test and either the as-
sets, endowment, or support test by 
satisfying such tests for any 3 taxable 
years during a 4-year period consisting 
of the taxable year in question and the 
three immediately preceding taxable 
years or on the basis of an aggregation 
of all pertinent amounts of income or 
assets held, received, or distributed 
during such 4-year period. A foundation 
may not use one method for satisfying 
the income test described in paragraph 
(a) of § 53.4942(b)–1 and another for sat-
isfying either the assets, endowment, 
or support test described in § 53.4942(b)– 
2. Thus, if a foundation satisfies the in-
come test on the 3-out-of-4-year basis 
for a particular taxable year, it may 
not use the aggregation method for 
satisfying either the assets, endow-
ment, or support test for such par-
ticular taxable year. However, the fact 
that a foundation has chosen one meth-
od for satisfying the tests under 
§§ 53.4942(b)–1 and 53.4942(b)–2 for 1 tax-
able year will not preclude it from sat-
isfying such tests for a subsequent tax-
able year by the alternate method. If a 
foundation fails to satisfy the income 
test and either the assets, endowment, 
or support test for a particular taxable 
year under either the 3-out-of-4-year 
method or the aggregation method, it 
shall be treated as a nonoperating 
foundation for such taxable year and 
for all subsequent taxable years until 
it satisfies the tests set forth in 
§§ 53.4942(b)–1 and 53.4942(b)–2 for a tax-
able year occurring after the taxable 
year in which it was treated as a non-
operating foundation. 

(b) New organizations—(1) In general. 
Except as provided in subparagraph (2) 
of this paragraph, an organization or-
ganized after December 31, 1969, will be 

treated as an operating foundation 
only if it has satisfied the tests set 
forth in §§ 53.4942(b)–1 and 53.4942(b)–2 
for its first taxable year of existence. If 
an organization satisfies such tests for 
its 1st taxable year, it will be treated 
as an operating foundation from the 
beginning of such taxable year. If such 
is the case, the organization will be 
treated as an operating foundation for 
its 2d and 3d taxable years of existence 
only if it satisfies the tests set forth in 
§§ 53.4942(b)–1 and 53.4942(b)–2 by the ag-
gregation method for all such taxable 
years that it has been in existence. 

(2) Special rule. An organization orga-
nized after December 31, 1969, will be 
treated as an operating foundation 
prior to the end of its 1st taxable year 
if such organization has made a good 
faith determination that it is likely to 
satisfy the income test set forth in 
paragraph (a) of § 53.4942(b)–1 and one of 
the tests set forth in § 53.4942(b)–2 for 
such 1st taxable year pursuant to sub-
paragraph (1) of this paragraph. Such a 
‘‘good faith determination’’ ordinarily 
will be considered as made where the 
determination is based on an affidavit 
or opinion of counsel of such organiza-
tion that such requirements will be 
satisfied. Such an affidavit or opinion 
must set forth sufficient facts con-
cerning the operations and support of 
such organization for the Commis-
sioner to be able to determine that 
such organization is likely to satisfy 
such requirements. An organization 
which, pursuant to this subparagraph, 
has been treated as an operating foun-
dation for its 1st taxable year, but ac-
tually fails to qualify as an operating 
foundation under subparagraph (1) of 
this paragraph for such taxable year, 
will be treated as a private foundation 
which is not an operating foundation 
as of the 1st day of its 2d taxable year 
for purposes of making any determina-
tion under the internal revenue laws 
with respect to such organization. The 
preceding sentence shall not apply if 
such organization establishes to the 
satisfaction of the Commissioner that 
it is likely to qualify as an operating 
foundation on the basis of its 2d, 3d, 
and 4th taxable years. Thus, if such an 
organization fails to qualify as an oper-
ating foundation in its 2d, 3d, or 4th 
taxable year after having failed in its 
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