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After decades in which the existing
Regulations remained unchanged, Treasury
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by the tax and private foundation communi-
ties and have issued updated guidance for
special types of investments that are related
to a foundation's purpose. While not every
suggestion was adopted and while some
questions remain unanswered, the overall
impact of the new Proposed Regulations
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PROPOSED REGULATIONS
WOULD BRING
PROGRAM-RELATED
INVESTMENTS INTO THE
21ST CENTURY

By DAvID A. LEVITT AND ROBERT A. WEXLER

“The Treasury Department and

the IRS are aware that the pri-

vate foundation community
would find it helpful if the regulations
could include additional PRI examples
that reflect current investment practices
and illustrate certain principles....”1 Af-
ter prompting from the private founda-
tion community and the ABA Tax Sec-
tion, among others, Treasury and the
IRS published a very thoughtful and
well-crafted set of nine new modern-
day examples of program-related in-
vestments (PRIs) that satisfy the tests of
Section 4944. These new examples, in
the form of Proposed Regulations
(REG-144267-11,4/19/12) as well as the
statements of principle articulated in
the Preamble, are welcome as much for
their specific findings as for the signal
that they send to private foundations
that IRS does indeed consider PRIs to
be a valid tool for private foundation
charitable activity.

Currently there are probably less
than 100 attorneys in the U.S. who are
truly comfortable advising private foun-
dation clients on complex PRIs, and
there are probably even a fewer number
of private foundations that are comfort-
able in making complex PRIs. We write
this article, in part, to encourage private
foundations and their attorneys to con-
sider PRIs as an excellent alternative to
grant-making where the circumstances
warrant. PRIs provide a great way to ex-

pand a foundation’s work while poten-
tially recycling dollars and increasing
the pool of funds available for future
grants or investments. It is our hope that
these new Proposed Regulations will
encourage more PRI activity.

BACKGROUND
The PRI rules are applicable technically

only to Section 501(c)(3) organizations
that are characterized as private founda-
tions under Section 509 and therefore
are potentially subject to the excise tax-
es set forth in Sections 4940 through
4946. PRIs are an exception to the Sec-
tion 4944 excise tax on jeopardizing in-
vestments. Section 4944(c), which de-
fines PRIs, has not changed since it was
first enacted as part of TRA ’69. The
PRI Regulations, which were promul-
gated in 1972,2 have not been amended
or supplemented until now. Virtually all
of the guidance since the 1972 Regula-
tions has been in the form of nonprece-
dential private letter rulings.

Prior to 1969, Congress had made
only limited distinctions between pri-
vate foundations and public charities
under Section 501(c)(3) and its prede-
cessors.3 Indeed, all charitable organiza-
tions generally were treated the same
until the Revenue Act of 1943, when
Congress provided for the first time that
certain exempt organizations were re-
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quired to file annual information re-
turns.4 Private foundations were not
defined, per se, in 1943, but because
they are not religious organizations,
schools, fraternal organizations, gov-
ernment entities, or publicly sup-
ported charitable organizations, they
were required, after 1943, to file an-
nual information returns.

The Revenue Act of 1950 extend-
ed the preference for publicly sup-
ported charities over organizations
that generally were referred to as pri-
vate foundations.5 At this point there
was still no definition of private
foundation, but the 1950 legislation
added loss of exemption as a possi-
ble penalty for, among other actions,
investment of income in a manner
that jeopardizes the achievement of
exempt purposes.b

The 1954 Code first articulated a
distinction, for purposes of the char-
itable contribution deduction, be-
tween public charities and private
foundations. Before 1954, the per-
centage-of-AGI ceiling on total con-
tributions to Section 501(c)(3) enti-
ties that was deductible was 20%. In
1954, Congress increased the per-
centage limitation to 30%, but the
increase was available only for con-
tributions to religious, educational,
or certain hospital organizations.

Congress again expanded the
preference in the Revenue Act of
1964, by extending the 30%-0f-AGI
limitation to organizations that were
publicly or governmentally support-
ed. The legislative history of the
1964 Act suggests that Congress

1 Preamble to REG-144267-11, 4/19/12.

2 Reg. 53.4944-3; TD 7240, 12/28/72.

3 For an excellent summary of the history of
private foundation legislation, see Staff of the
Joint Committee on Taxation, Historical
Development and Present Law of the Federal
Tax Exemption for Charities and Other Tax-
Exempt Organizations (JCX-29-05, 4/19/05),
page 85 et seq. ("2005 JCT Report").

4 |d., page 85, citing PL. 78-235 (2/25/44), sec-
tion 117(a).

5 /d.,, citing PL. 81-814 (9/23/50), section 331.

6 |d., page 86.

7 |d., citing H. Rep't No. 749, 88th Cong. 1st
Sess. 53 (1964).

8 The reports from these various committees
are fascinating, but beyond the scope of this
Article. See the discussion in the 2005 JCT
Report, supra note 3, pages 87-89, describ-
ing the following hearings. The Cox Commit-

viewed privately funded charities as
being less worthy of tax benefits.”

During the 1950s and 1960s,
Congress also commissioned several
reports on the conduct and behavior
of private foundations.8 Ultimately,
the private foundation provisions of
TRA ’69 were enacted in light of the
findings of all of these reports, par-
ticularly the various reports from
the 1960s. Most of the key changes
focused on anti-self-dealing provi-
sions, mandatory payouts, and pro-
hibitions on excess business hold-
ings.

For some private foundations,
PRIs can be an excellent
alternative to grant-making
where the circumstances
warrant.

Prior to 1969, a private founda-
tion could potentially lose its tax-ex-
empt status if its accumulated in-
come was invested in a manner that
jeopardized the carrying out of its
charitable purposes. Nevertheless,
there was no rule limiting or re-
stricting the investment of principal.
Based largely on a few perceived
problem foundations, Congress de-
termined that investments of princi-
pal that jeopardize exempt purposes
may reduce benefits to charity just as
much as jeopardizing investments of
accumulated income. There is virtu-

tee held hearings in November and Decem-
ber of 1952 and reported on January 1, 1953.
See Tax-Exempt Foundations: Hearings be-
fore the House Select Committee to Investi-
gate Tax-Exempt Foundations and Compar
able Organizations, 82d Cong., 2d Sess.
(1952); H. Rep't No. 2514, 82d Cong., 2d
Sess. (1953). The Reece Committee conduct-
ed hearings in 1954 and issued a report on
12/16/54. See Tax Exempt Foundations:
Hearings before the House Special Commit-
tee to Investigate Tax-Exempt Foundations
and Comparable Organizations, 83d Cong.,
2d Sess., on H. Res. 217 (1954); H. Rep't No.
2681, 83d Cong., 2d Sess. (1954). Various
reports were issued beginning in the 1960s
by Congressman Wright Patman: Tax-Exempt
Foundations and Charitable Trusts: Their Im-
pact on Our Economy, Report to the House
Select Committee on Small Business, First
Installment, 87th Cong. 2d Sess. (1962); Sec-
ond Installment, 88th Cong. 1st Sess. (1963);

ally no discussion in the legislative
history, however, on the PRI excep-
tion.

Where did the PRI exception
come from? During the 1960s, and
perhaps earlier, large private founda-
tions, particularly the Ford Founda-
tion, were already making PRIs in
the form of below-market loans to
businesses in deteriorating urban
communities. It is generally accepted
by seasoned tax practitioners that
the Ford Foundation’s activities in
this area became the basis for the
PRI exception in Section 4944 and
indeed for the specific examples set
forth in the 1972 Regulations.

Between 1972 and 2002, what
worked and did not work as a PRI
was largely determined by a couple
of dozen private letter rulings and by
the willingness of private founda-
tions to make below-market loans
and less-than-attractive equity in-
vestments, based largely on the ad-
vice or legal opinions of counsel. In
2002, sensing the frustration of the
private foundation community in
not having updated formal guid-
ance, David Chernoff of the John D.
and Catherine T. MacArthur Foun-
dation led the efforts of the ABA Tax
Section to ask Treasury to update
the Regulations to contain more
modern examples of PRIs.?

In 2009-2010, Treasury and the
IRS included on their combined
work plan a project to update the
PRI Regulations.!0 In response, in
2010 the ABA Tax Section decided to
re-work its 2002 submission and

Third Installment, 88th Cong. 2d Sess.
(1964); Fourth Installment, 89th Cong., 2d
Sess. (1966); Fifth Installment, 90th Cong.,
1st Sess., (1967); Sixth Installment, 90th
Cong., 2d Sess. (1968); Seventh Installment,
91st Cong., 1st Sess. (1969); Eighth Install-
ment, 92d Cong., 2d Sess. (1972). Finally,
see the Treasury Department Report on
Private Foundations, Senate Finance Com-
mittee, 89th Cong., 1st Sess. (2/2/65), pages
2,5, and 13-14.

9See ABA Section of Taxation Comments,
“Draft Examples of Program-Related Invest-
ments (For Addition to Treasury Reg. Sec.
53.4944-3(b)) and Analysis of Each,” available
at www.abanet.org/tax/pubpolicy/2002/0205
15pri.pdf.

10 See Treasury Office of Tax Policy and Internal
Revenue Service 2009-2010 Priority Gui-
dance Plan (11/24/09) (for “Exempt Organiza-
tions," item 6, “Guidance under Section 4944
on program-related investments”).
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proposed an even more updated set
of examples.” The authors, who
were part of the ABA Task Force that
drafted the comments, believe that
the ABA comments were a catalyst
for the Proposed Regulations and
have compared in great detail the
Proposed Regulations to the ABA re-
quest. Nevertheless, what matters
most, and what we have focused on
here, is what the Proposed Regula-
tions actually offer.

THE LAW

A private foundation is subject to an
excise tax under Section 4944(a) if it
makes an investment that jeopar-
dizes the carrying out of any of the
private foundation’s exempt purpos-
es. Section 4944(a) also imposes an
excise tax on foundation managers
who knowingly participate in the
making of a jeopardizing invest-
ment. Section 4944(b) imposes addi-
tional excise taxes on private foun-
dations and foundation managers
when investments are not timely re-
moved from jeopardy.

Generally, under Reg. 53.4944-
1(a)(2), a jeopardizing investment
occurs when, based on the facts and
circumstances at the time the invest-
ment is made, foundation managers
fail to exercise ordinary business
care and prudence in providing for
the long- and short-term financial
needs of the foundation. The deter-
mination of whether an investment
is a jeopardizing investment is made
on an investment-by-investment ba-
sis, taking into account the private
foundation’s entire portfolio. In ex-
ercising the requisite standard of
care and prudence, foundation man-
agers may take into account the ex-
pected investment return, price
volatility, and the need for portfolio
diversification.

Section 4944(c) excepts PRIs
from the definition of a jeopardizing
investment, and therefore, from the

1 See meetings.abanet.org/webupload/comm
upload/TX319000/relatedresources/Commen
ts_Concerning_Proposed_Additional_Exampl
es_on_Program_Related_Investments.pdf.

12 Reg. 53.4944-3(a)(2)()).

13 Reg. 53.4944-3(a)(2){iii).

excise tax. Simply put, a PRI, by
statute, is not a jeopardizing invest-
ment. An investment must meet
three requirements (each discussed
in more detail below) to qualify as a
PRI:

* The primary purpose of the in-
vestment must be to further one
or more exempt purposes of the
foundation. In large measure,
this is a determination specific to
each foundation, its mission, and
the proposed PRI.

* The production of income or the
appreciation of property may not
be a significant purpose of the
investment.

* The PRI cannot be used to fund
electioneering or lobbying activi-

ty.

Primary Exempt Purpose Test
There are two parts to the primary
exempt purpose test:

1. The investment must signifi-
cantly further the accomplishment of
the foundation’s exempt activities.

2.The investment must be such
that it would not have been made but
for its relationship to the founda-
tion’s exempt activities.12

Significantly further sub-test. To
meet this test, the foundation must
determine that the PRI is consistent
with one or more purposes descri-
bed in Section 501(c)(3). In addi-
tion, if that foundation has purposes
that are more limited than those de-
scribed in Section 501(c)(3), then
the foundation also must determine
that the particular PRI is consistent
with the specific purposes of the
foundation. For example, if a founda-
tion’s stated purpose is to promote
the arts, then a PRI to promote eco-
nomic development in Africa might
not be consistent with that founda-
tion’s exempt purposes, even though
the PRI might be consistent under
Section 501(c)(3) and might be per-
mitted for another private founda-
tion.

A foundation will need to review
its own Articles of Incorporation or
Certificate of Incorporation, along
with any other restrictions that may
have been placed on its assets, to de-

termine whether a PRI is consistent
with that foundation’s mission.

But for sub-test. Satisfaction of this
test requires that analysis of the pur-
pose of the investment permits the
conclusion that it would not have
been made but for its contribution
to the accomplishment of the ex-
empt purposes of the foundation.

No Significant Investment Purpose Test
The single test here is whether no
significant purpose of the investment
is the production of income or the
appreciation of property. The Regu-
lations point out that the IRS will
consider whether investors solely
concerned with profit would be like-
ly to make the investment on the
same terms. Nevertheless, the fact
that an investment produces signifi-
cant income or capital appreciation
is not, in the absence of other fac-
tors, conclusive evidence that in-
come or appreciation was a signifi-
cant purpose of the investment,13
and therefore does not preclude the
investment from being a valid PRI.

The no significant investment
purpose test is typically satisfied if a
PRI is made in the form of a loan at
below-market interest rates that, by
definition, are unattractive to com-
mercial lenders. Even a loan at mar-
ket rates can pass muster if, for some
other reason (such as high risk or in-
adequate security), the loan would
not be made conventionally.

It is generally accepted that the
Ford Foundation’s activities
became the basis for the PRI
exception and the specific
examples set forth in the 1972
Regulations.

Among the Service’s many private
rulings addressing this issue, accept-
able annual interest rates for PRI
loans have varied from zero to 15%,
usually below market but occasion-
ally at market rates. Similarly, invest-
ment features designed to protect
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the investor’s interest or secure re-
payment have ranged from none at
all (a willingness to convert loans
into grants) to a full set of conven-
tional mortgages and guarantees.14

An investment in an entity hav-
ing the dual purpose of both pro-
ducing a return on investment and
achieving a charitable purpose also
may qualify as a PRI. In Ltr. Rul.
200136026, a private foundation
proposed to invest in a for-profit
corporation formed for the purpose
of financing and promoting the ex-
pansion of environmentally oriented
businesses that would contribute to
conservation and economic devel-
opment in economically and/or en-
vironmentally sensitive areas.

The corporation had dual goals of
providing a rate of return for in-
vestors and demonstrating a clear
environmental benefit through each
investment. Only companies that met
certain environmental guidelines
were eligible for investment. The cor-
poration also created an advisory
committee, which included represen-
tatives of exempt public charities in-
terested in preserving the environ-
ment, to scrutinize each investment.

The foundation represented that
the rate of return, taken by itself,
would not compensate for the spec-
ulative nature of the investment and
overall risk associated with the cor-
poration’s unique investment char-
acteristics. The IRS determined that
although the foundation expected a
financial return, the investment was
made directly to accomplish the
foundation’s charitable goals and
thus qualified as a PRI.

Several other letter rulings have
approved PRIs where noncharitable
organizations also were investing on
the same terms. In Ltr. Rul. 8710076,
a $10 million limited partnership
was established with a taxable gener-
al partner, and limited partnership
interests were offered to a small
group of private foundations and
private individuals. The purpose of
creating the limited partnership was
to go beyond informational services,
to provide financial support to actu-
al enterprises seeking to demon-
strate that privatization of human
services was a viable concept. A pri-

vate foundation’s $600,000 invest-
ment in the partnership was ap-
proved by the IRS as a PRI.15 PRI
loans to for-profit limited partner-
ships are also a common mechanism
for private foundations to support
low-income housing and economic
development in blighted areas.16

No Political Purpose Test

Reg. 53.4944-3(a)(1)(iii) sets forth a
requirement that no purpose of the
PRI may be to attempt to influence
legislation, or to participate or inter-
vene in campaigns of candidates for
public office. There is an exception:
the PRI recipient may appear before
or communicate with a legislative
body on a legislative matter of direct
interest to the recipient, if the ex-
pense of doing so is deductible by
the recipient under Section 162.17
The foundation, however, must not
earmark any PRI funds for use in
such communications or appear-
ances.

The most common method of as-
suring compliance with this require-
ment is to obtain a statement from
the recipient of the PRI funds pledg-
ing compliance with the IRS restric-
tion on use of PRI funds for political
purposes. Typically, one would find
this statement in the PRI loan agree-
ment, in the case of a loan, or in the
guarantee agreement, in the case of a
guarantee. It can be more difficult to
find this type of statement in an eq-
uity investment.

Other Rules

PRIs are affected by several other

provisions of the Code that govern

private foundations generally.
Under Section 4940, there is an

annual 2% tax on a private founda-

14 See, e.g., Ltr. Rul. 8141025 (approval of
secured low-income housing loans at 3%
interest, with 20-year terms); Ltr. Rul.
8030079 (approval of urban renewal loan at
7% interest, with a ten-year term); Ltr. Rul.
8301110 (approval of secured loan for hotel
construction in blighted area, charging 15%
annual interest over 25 years).

15 See also Ltr. Rul. 8807048 (purchase of a
large equity interest in a holding company
affiliated with a forprofit enterprise, to
develop business in a depressed area) and
Ltr. Rul. 9016078 (investment in construc-
tion of low-income housing, accomplished

tion’s net investment income. Where
the terms of the loan provide for the
payment of interest, the 2% tax will
apply to PRI interest income just as
it does to a foundation’s other invest-
ment income. The tax also applies to
capital gains.18

A PRI is normally a qualifying
distribution for purposes of the Sec-
tion 4942 requirement that private
foundations make certain mandato-
ry annual distributions. The founda-
tion will need to plan for appropriate
accounting of PRIs under this sec-
tion, both when investments are
made and also when they are re-
paid.1e

A PRIis not included in the cal-
culation of excess business holdings
for purposes of Section 4943.20

Under Sections 4942 and 4945, a
foundation’s administrative expens-
es incurred in connection with its
PRIs receive favorable treatment.
These expenditures are considered
direct charitable expenditures not
subject to penalty taxes.

If a private foundation makes a
PRI to an organization that is not an
exempt public charity, the founda-
tion must exercise expenditure re-
sponsibility under Section 4945.
Expenditure responsibility is a due-
diligence and reporting requirement
that has the following components,
normally applicable to grants, but
also applicable to PRIs:

1. Pre-grant or pre-PRI inquiry
(Reg. 53.4945-5(b)(2)). The legal
standard is “a limited inquiry con-
cerning the potential grantee ... com-
plete enough to give a reasonable
man [sic] assurance that the grantee
will use the grant [or PRI] for the
proper purposes.” It should cover the
“identity, prior history and experi-

through limited partnerships with for-profit
corporations).

16 See, e.g., Lir. Ruls. 9112013, 8923070, and
8923071.

17 Regs. 53.4944-3(a)(2)(iv) and 53.4945-2(a)(4)
thus allow a business organization to use PRI
funds for direct lobbying in certain circum-
stances.

18 Section 4940(c).

19 Charles Stewart Mott Foundation, 938 F2d
58, 68 AFTR2d 91-5131 (CA-6, 1991) (uphold-
ing the IRS requirement for complete report-
ing of PRIs on Form 990-PF).

20 Reg. 53.4943-10(b).

JOURNAL OF TAXATION 1

AUGUST 2012 103



EXEMPT

ence (if any)” of the grantee or in-
vestee and its managers, and “knowl-
edge which the private foundation
has,” or information that is “readily
available” about the “management,
activities, and practices” of the po-
tential grantee/investee. The scope of
the inquiry will vary with the size
and purpose of the grant or invest-
ment, the payment pericd, and prior
experience with the grantee/investee.

2. Written grant agreement (Reg.
53.4945-5(b)(3)). For grants, expen-
diture responsibility requires that a
grant to an organization that has
noncharitable activities be limited
to use for charitable purposes only.
The written grant agreement must
require the grantee (a) to use the
grant only for the purposes speci-
fied in the agreement, (b) to repay
to the grantor any funds not so
used, (c¢) to refrain from a list of
prohibited activities, (d) to make re-
ports on the use of grant funds to
the grantor, and (e) to maintain ap-
propriate documentation of expen-
ditures and make books and records
available to the grantor’s inspection.
Normally, these same elements
would be included in a PRI loan
agreement, equity agreement, or
other agreement.

3. Grantee reporting (Reg. 53.4945-
5(c)). In general, the reports re-
quired of an expenditure responsi-
bility grantee must cover how grant
funds were used (including salaries,
travel, and supplies), compliance
with the grant agreement, and the
grantee’s progress towards grant
purposes. The first report is due
within a reasonable period after the
close of the grantee’s fiscal year in
which grant funds were first re-
ceived, then reports are required an-
nually until the grant is spent in full
or terminated. The final report must
cover expenditures over the life of
the grant. PRIs also require report-
ing, although the parameters may be
different depending on whether the
PRI is in the form of a loan, equity
investment, or otherwise.

4.Reporting to the IRS (Reg.
53.4945-5(d)). Each expenditure re-

21 See note 19, supra.

sponsibility grant or PRI must be re-
ported on the grantor’s Form 990-PF
annual tax return as long as grant or
investment remains outstanding.21

5. Strict compliance and documen-
tation. Exercising expenditure re-
sponsibility is not particularly diffi-
cult. Many foundations comply in
substance with most of the expendi-
ture responsibility rules as standard
operating procedure even in their
grantmaking to public charities.
Where expenditure responsibility is
obligatory, however, it must be fol-
lowed strictly. For example, in Hans
S. Mannheimer Charitable Trust, 93
TC 35 (1989), the Tax Court held
that the trust had made a taxable ex-
penditure even though the required
level of grantee oversight had oc-
curred, because it had not been
properly documented. Similarly, im-
proper reporting to the IRS could
cause an otherwise proper expendi-
ture responsibility grant to be treat-
ed as a taxable expenditure.

6.Diversions by the grantee/
investee (Reg. 53.4945-5(e)(1)).If a
private foundation discovers that a
PRI is not being used properly, the
foundation must take all reasonable
and appropriate steps (including le-
gal action in some circumstances) to
recover the diverted funds or ensure
their restoration.

Failing to conduct a proper pre-
grant or PRI inquiry, failing to use a
proper written agreement, or failing
to reportproperly to the IRS, in con-
nection with a grant or PRI for
which the law requires expenditure
responsibility, will cause the grant to
be a taxable expenditure, subjecting
the foundation to penalties under
Section 4945, regardless of whether
the PRI is otherwise proper.

THE 1972 REGULATIONS

The PRI Regulations adopted in
1972 were designed to provide some
real-life examples of what large pri-
vate foundations were doing at the
time. For the most part, foundations
were making loans rather than equi-
ty investments, they were making
these loans domestically, and the
loans were made in deteriorating ur-

ban communities. Consider some of
the favorable fact patterns from the
examples in Reg. 53.4944-3(b) (also
see the table in Exhibit 1).

Examples 1 and 2. X is a small busi-
ness enterprise located in a deterio-
rated urban area, and which is
owned by members of an economi-
cally disadvantaged minority group.
Conventional sources of funds are
unwilling or unable to provide funds
to X on terms it considers economi-
cally feasible. Y, a private foundation,
makes a loan to X bearing interest
below the market rate for commer-
cial loans of comparable risk. Y’s pri-
mary purpose for making the loan is
to encourage the economic develop-
ment of such minority groups.

Example 3. X is a small business en-
terprise located in a deteriorated ur-
ban area and owned by members of
an economically disadvantaged mi-
nority group. Conventional sources
of funds are unwilling to provide
funds to X at reasonable interest
rates unless it increases the amount
of its equity capital. Consequently, Y,
a private foundation, purchases
shares of X’s common stock. Y’s pri-
mary purpose in purchasing the
stock is to encourage the economic
development of such minority
group, and no significant purpose
involves the production of income
or the appreciation of property.

Example 4. X is a business enter-
prise that is not owned by low-in-
come persons or minority group
members, but the continued opera-
tion of X is important to the eco-
nomic well-being of a deteriorated
urban area because X employs a sub-
stantial number of low-income per-
sons from such area. Conventional
sources of funds are unwilling or
unable to provide funds to X at rea-
sonable interest rates. Y, a private
foundation, makes a loan to X at an
interest rate below the market rate
for commercial loans of comparable
risk. The loan is made pursuant to a
program run by Y to assist low-in-
come persons by providing in-
creased economic opportunities and
to prevent community deterioration.
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EXHIBIT 1

Reg. 53.4944-3(h)

Recipient

Charitable Purpose

Other Funds
Available?

Other

PRI Type of
Example Investment
1 Loan (below
market rate)
2 Extension of
due date of
loan in Exam-
ple 1
3 Purchase of
common stock
4 Loan (below
market rate)
5 Loan (below
market rate)
6 Loan (below
market rate)
7 Purchase of
common stock
8 PF owns all
voting stock
9 Interest-free
loan
10 Loan insured

by FHA

Small business enter-

prise

« In deteriorated urban
area

+ Owned by under-
served minority group

Same as Example 1

Same as Example 1

Business enterprise
important to deterio-
rated urban area be-
cause it employs low-
income residents

Business enterprise

* Financially secure

« Stock listed on na-
tional exchange

Business enterprise
owned by nonprofit
community develop
ment corporation

Corporation

Business corporation

Socially and economi-
cally disadvantaged
individual

Does not say

Economic develop-
ment of minority group

Same as Example 1

Same as Example 1

Assist low-income per-
sons by providing in-
creased economic op-
portunities and
prevent community
deterioration

Induce recipient to
establish a new plant
in deteriorated urban
area: enhance eco-
nomic development,
provide employment
for low-income per-
sons

Encourage economic
redevelopment of de-
pressed areas

Dividends from in-

vestment are later ap-
plied in furtherance of
PF’s exempt purpose

Does not say

Enable recipient to at-
tend college

Low-income housing

No

No

No

No

Does not say

Financial
institutions will lend
if PF makes the
loan (PF to lend at
a lower rate)

Does not say

Does not say

Does not say

Does not say

May earn income
equal or higher than
earnings from conven-
tional investment

Extension permits
enterprise to achieve
greater financial
stability

PF may realize a profit
if company is success-
ful and stock appreci-
ates

Qualifies as PRI even
though recipient is
large and established

Provide marketing out-
let for low-income
farmers in depressed
rural area.

Not a PRI—no rela-
tionship between in-
vestment per se and
charitable purpose

Various changes in
stock form or terms of
existing PRI for the
prudent protection of
the investment; PRI
status retained in each
case

High risk investment in
low income housing
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Example 5. X is a business enter-
prise that is financially secure, the
stock of which is listed and traded
on a national exchange. Y, a private
foundation, makes a loan to X at an
interest rate below the market rate in
order to induce X to establish a new
plant in a deteriorated urban area
which, because of the high risks in-
volved, X would be unwilling to es-
tablish absent such inducement. The
loan is made pursuant to a program
run by Y to enhance the economic
development of the area by, for ex-
ample, providing employment op-
portunities for low-income persons
at the new plant, and no significant
purpose involves the production of
income or the appreciation of prop-
erty.

Simply put, a PRI, by statute, is
not a jeopardizing investment. An
investment must meet three
requirements to qualify.

Example 6. X is a business enter-
prise owned by a nonprofit com-
munity development corporation.
When fully operational, X will mar-
ket agricultural products, thereby
providing a marketing outlet for
low-income farmers in a depressed
rural area. Y, a private foundation,
makes a loan to X bearing interest at
a rate less than the rate charged by fi-
nancial institutions that have agreed
to lend funds to X if Y makes the
loan. The loan is made pursuant to a
program run by Y to encourage eco-
nomic redevelopment of depressed
areas, and no significant purpose in-
volves the production of income or
the appreciation of property.

Example 9. X is a socially and eco-
nomically disadvantaged individual.
Y, a private foundation, makes an in-
terest-free loan to X for the primary
purpose of enabling X to attend col-
lege.

Example 10. Y, a private founda-
tion, makes a high-risk investment

in low-income housing, the indebt-
edness with respect to which is in-
sured by the Federal Housing Ad-
ministration. Y’s primary purpose in
making the investment is to finance
the purchase, rehabilitation, and
construction of housing for low-in-
come persons.

Request for expansion. The ABA
request for guidance sought to retain
the existing examples and add 17
others. The significant principles ad-
dressed by the ABA examples were:

1.If an activity is charitable when
conducted in the U.S., it is likewise
charitable if conducted in a foreign
country.

2. Efforts to preserve and protect
the natural environment and endan-
gered species serve a charitable pur-
pose.

3. Raising the living standards of
needy families in underdeveloped or
developing countries serves a chari-
table purpose.

4.The recipients of loans and
working capital need not themselves
qualify for charitable assistance be-
cause they are “merely the instru-
ments” by which the charitable pur-
poses are served.

5.The presence of a seemingly
high projected rate of return should
not, alone, prevent an investment
from qualifying as a PRI because de-
termination of the significant pur-
poses for an investment requires an
analysis that takes into account all of
the objective facts and circumstances
of an investment, including evidence
of the motive behind the investment,
and the potential production of in-
come or property appreciation is
merely a factor in the analysis.

6. PRIs may be properly accom-
plished by or through loans to indi-
viduals, tax-exempt organizations,
or for-profit domestic or foreign or-
ganizations, as well as by or through
equity investments in for-profit do-
mestic or foreign organizations, in-
cluding LLCs.

7.Providing credit enhancement,
whether in the form of a guarantee,
letter of credit, or otherwise, for a
borrowing by a third party that ac-
complishes a charitable purpose
may qualify as a PRI

8.The existence of an “equity
kicker” as part of the overall return
does not prevent an investment from
qualifying as a PRI.

THE PROPOSED REGULATIONS

The Preamble to REG-144267-11is
a significant statement of the Trea-
sury’s and Service’s interest in mak-
ing private foundations feel more
comfortable engaging in PRIs. Con-
sider the partial quote at the begin-
ning of this article, which is directly
from the Preamble.

After summarizing the PRI rules,
the Preamble notes that the Pro-
posed Regulations are being issued
because “[t]he existing examples fo-
cus on domestic situations princi-
pally involving economically disad-
vantaged individuals and deterior-
ated urban areas.

“The Treasury Department and
the IRS are aware that the private
foundation community would find it
helpful if the regulations could in-
clude additional PRI examples that
reflect current investment practices
and illustrate certain principles, in-
cluding that: (1) an activity conduct-
ed in a foreign country furthers a
charitable purpose if the same activ-
ity would further a charitable pur-
pose if conducted in the United
States; (2) the charitable purposes
served by a PRI are not limited to
situations involving economically
disadvantaged individuals and dete-
riorated urban areas; (3) the recipi-
ents of PRIs need not be within a
charitable class if they are the instru-
ments for furthering a charitable
purpose; (4) a potentially high rate
of return does not automatically
prevent an investment from qualify-
ing as program-related; (5) PRIs can
be achieved through a variety of in-
vestments, including loans to indi-
viduals, tax-exempt organizations
and for-profit organizations, and eq-
uity investments in for-profit orga-
nizations; (6) a credit enhancement
arrangement may qualify as a PRI;
and (7) a private foundation’s accep-
tance of an equity position in con-
junction with making a loan does
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not necessarily prevent the invest-
ment from qualifying as a PRI

All nine new examples in Prop.
Reg. 53.4944-3(b), numbered 11
through 19, demonstrate favorable
fact patterns. The conclusion, in
each example, is that the investment
qualifies as a PRI (also see the table
in Exhibit 2).

Example 11. X is a business enter-
prise that researches and develops
new drugs. X’s research demonstrates
that a vaccine can be developed
within ten years to prevent a disease
that predominantly affects poor indi-
viduals in developing countries. Nev-
ertheless, neither X nor other com-
mercial enterprises like X will devote
their resources to develop the vac-
cine because the potential return on
investment is significantly less than
required by X or other commercial
enterprises to undertake a project to
develop new drugs.

Y, a private foundation, enters
into an investment agreement with X
in order to induce X to develop the
vaccine. Pursuant to the investment
agreement, Y purchases shares of the
common stock of S, a subsidiary
corporation that X establishes to re-
search and develop the vaccine. The
agreement requires S to distribute
the vaccine to poor individuals in
developing countries at a price that
is affordable for the affected popula-
tion.

The agreement also requires S to
publish the research results, disclos-
ing substantially all information
about the results that would be use-
ful to the interested public. S agrees
that the publication of its research
results will be made as promptly af-
ter the completion of the research as
is reasonably possible without jeop-
ardizing S’s right to secure patents
necessary to protect its ownership or
control of the results of the research.
The expected rate of return on Y’s
investment in S is less than the ex-
pected market rate of return for an
investment of similar risk.

Example 12. Q, a developing coun-
try, produces a substantial amount
of recyclable solid waste materials
that are currently disposed of in

landfills and by incineration, con-
tributing significantly to environ-
mental deterioration in Q. X is a new
business enterprise located in Q. X’s
only activity will be collecting recy-
clable solid waste materials in Q and
delivering those materials to recy-
cling centers that are inaccessible to
a majority of the population. If suc-
cessful, the recycling collection busi-
ness would prevent pollution in Q
caused by the usual disposition of
solid waste materials.

X has obtained funding from
only a few commercial investors who
are concerned about the environ-
mental impact of solid waste dispos-
al. Although X made substantial ef-
forts to procure additional funding,
X has not been able to obtain suffi-
cient funding because the expected
rate of return is significantly less
than the acceptable rate of return on
an investment of this type. Because
X has been unable to attract addi-
tional investors on the same terms as
the initial investors, Y, a private
foundation, enters into an invest-
ment agreement with X to purchase
shares of X’s common stock on the
same terms as X’s initial investors.
Although there is a high risk associ-
ated with the investment in X, there
is also the potential for a high rate of
return if X is successful in the recy-
cling business in Q.

Example 13. The facts are the same
as in Example 12, except that X of-
fers Y shares of X’s common stock in
order to induce Y to make a below-
market rate loan to X. X previously
made the same offer to a number of
commercial investors. These in-
vestors were unwilling to provide
loans to X on such terms because the
expected return on the combined
package of stock and debt was below
the expected market return for such
an investment based on the level of
risk involved, and they were also un-
willing to provide loans on other
terms X considers economically fea-
sible.

Y accepts the stock and makes the
loan on the same terms that X of-
fered to the commercial investors. Y
plans to liquidate its stock in X as
soon as the recycling collection

business in Q is profitable or it is es-
tablished that the business will never
become profitable.

Example 14. X is a business enter-
prise located in V, a rural area in
state Z. X employs a large number of
poor individuals in V. A natural dis-
aster occurs in V, causing significant
damage to the area. The business op-
erations of X are harmed because of
damage to X’s equipment and build-
ings. X has insufficient funds to con-
tinue its business operations and
conventional sources of funds are
unwilling or unable to provide loans
to X on terms it considers economi-
cally feasible. In order to enable X to
continue its business operations, Y, a
private foundation, makes a loan to
X bearing interest below the market
rate for commercial loans of compa-
rable risk. Y’s primary purpose in
making the loan is to provide relief
to the poor and distressed.

Example 15. A natural disaster oc-
curs in W, a developing country,
causing significant damage to W’s
infrastructure. Y, a private founda-
tion, makes loans bearing interest
below the market rate for commer-
cial loans of comparable risk to H
and K, poor individuals who live in
W, to enable each of them to starta
small business. H will open a road-
side fruit stand. K will start a weav-
ing business. Conventional sources
of funds were unwilling or unable to
provide loans to H or K on terms
they consider economically feasible.

Example 16. X is an LLC treated as
a partnership for federal income tax
purposes. X purchases coffee from
poor farmers residing in a develop-
ing country, either directly or
through farmer-owned coopera-
tives. To fund the provision of effi-
cient water management, crop culti-
vation, pest management, and farm
management training to the poor
farmers by X, Y, a private founda-
tion, makes a loan to X bearing in-
terest below the market rate for com-
mercial loans of comparable risk.
The loan agreement requires X to
use the proceeds from the loan to
provide the training to the poor
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EXHIBIT 2
Prop. Reg. 53.4944-3(h)

Example

PRI

Type of
Investment

Recipient

Charitable Purpose

Other Funds
Available?

Other

11

12

13

14

15

16

17

18

Purchase of
common stock

Purchase of
common stock

Loan in return
for stock

Loan (below
market rate)

Loan (below
market rate)

Loan (below
market rate)

Loan (below
market rate)

Bank deposit;
bank lends
same amount
to recipient
(interest
earned on
bank deposit
below market)

Guarantee

Subsidiary of business
enterprise that re-
searches and devel-
ops new drugs

New business enter-
prise in developing
country that collects
recyclable solid waste
materials in that coun-
try and delivers it to
generally inaccessible
recycling centers

Same as Example 12

Business enterprise in
a rural state where
natural disaster occurs

Poor individuals in a
developing country
where natural disaster
occurs, to enable them
to open small busi-
nesses

LLC that purchases
coffee from poor farm-
ers in developing
country

501(c)(4) nonprofit or-
ganization

501(c)(3) organization;
child care services
under 501 (k)

Same as Example 18

Advance science; re-
cipient must (1) dis-
tribute vaccine to poor
in developing coun-
tries at affordable
price and (2) publish
research results

Combat environmental
deterioration by pre-
venting pollution
caused by waste ma-
terials

Same as Example 12

Relief of poor and dis-
tressed; business em-
ploys many poor peo-
ple and was damaged
in natural disaster

Relief of poor and dis-
tressed

Fund the provision of
efficient water and
farm management;

training to poor farmers

Encourage interest in
the arts; conduct
weekly community art
exhibits

Child care services in

low-income neighbor-
hood

Same as Example 18

No (businesses will
not dedicate re-
sources to develop
drug because return
is too low)

No (a few initial
commercial in-
vestors but no ad-
ditional funding on
same terms)

No (same terms de-
clined by “a number
of” commercial in-
vestors)

No

No

Does not say

No

No (because lacks
sufficient credit)

Bank unwilling to
make loan without
guarantee

Below market rate of
return for an invest-
ment of similar risk

PF invests on same
terms as initial in-
vestors; high risk but
potential for high rate
of return

PF to liquidate stock
when recycling busi-
ness is profitable or
establishes that busi-
ness will never be
profitable

Recipient must use
loan proceeds to pro-
vide training

Loan to fund the pur-
chase of large
exhibition space

Must use loan pro-
ceeds to construct
new child care facility

Same as Example 18
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farmers. X would not provide such
training to the poor farmers absent
the loan.

Example 17. X is a social welfare or-
ganization that is recognized as an
organization described in Section
501(c)(4). X was formed to develop
and encourage interest in painting,
sculpture, and other art forms by,
among other things, conducting
weekly community art exhibits. X
needs to purchase a large exhibition
space to accommodate the demand
for exhibition space within the com-
munity. Conventional sources of
funds are unwilling or unable to
provide funds to X on terms it con-
siders economically feasible. Y, a pri-
vate foundation, makes a loan to X at
an interest rate below the market
rate for commercial loans of compa-
rable risk to fund the purchase of the
new space.

Example 18. X is a nonprofit corpo-
ration that provides child-care ser-
vices in a low-income neighbor-
hood, enabling many residents of
the neighborhood to be gainfully
employed. X meets the requirements
of Section 501 (k) and is recognized
as an organization described in Sec-
tion 501(c)(3). X’s current child-care
facility has reached capacity and has
a long waiting list. X has determined
that the demand for its services war-
rants the construction of a new
child-care facility in the same neigh-
borhood. X is unable to obtain a
loan from conventional sources of
funds (including B, a commercial
bank), because X lacks sufficient
credit to support the financing of a
new facility.

Pursuant to a deposit agreement,
Y, a private foundation, deposits $h
in B, and B lends an identical amount
to X to construct the new child-care
facility. The deposit agreement re-
quires Y to keep $h on deposit with B
during the term of X’s loan and pro-
vides that if X defaults on the loan, B
may deduct the amount of the de-
fault from the deposit. To facilitate
B’s access to the funds in the event of
default, the agreement requires that
the funds be invested in instruments
that allow B to access them readily.

The deposit agreement also provides
that Y will earn interest at a rate of
t% on the deposit. The t% rate is sub-
stantially less than Y could otherwise
earn on this sum of money, if Y in-
vested it elsewhere. The loan agree-
ment between B and X requires X to
use the proceeds from the loan to
construct the new child-care facility.

Example 19. The facts are the same
as in Example 18, except that instead
of making a deposit of $h into B, Y
enters into a guarantee agreement
with B. The guarantee agreement
provides that if X defaults on the
loan, Y will repay the balance due on
the loan to B. B was unwilling to
make the loan to X in the absence of
Y’s guarantee. X must use the pro-
ceeds from the loan to construct the
new child-care facility. At the same
time, X and Y enter into a reimburse-
ment agreement whereby X agrees to
reimburse Y for any and all amounts
paid to B under the guarantee agree-
ment. The signed guarantee and re-
imbursement agreements together
constitute a “guarantee and reim-
bursement arrangement.”

ANALYSIS

The nine examples in the Proposed
Regulations reflect not only a more
contemporary view of PRIs but also
a much wider variety. The examples
in the current Regulations are limit-
ed largely to aiding minorities in de-
teriorated urban areas, and seven of
the ten examples involve below-mar-
ket loans. As summarized in the
principles set forth in the Preamble,
the Proposed Regulations are not
limited to this purpose. In addition,
the types of investments are more
varied, including loans, acquisitions
of stock, a combination of the two,
linked deposits, and a guarantee.
The investment recipients are simi-
larly varied, including both domestic
and foreign organizations as well as
individuals.

Many exempt organization topics
require further guidance from the
Service, and draft Regulations must
go through a long process before
being proposed. That PRIs were

enough of a priority to reach this
stage suggests that Treasury and the
IRS not only condone PRIs but wish
to encourage their use. Also note-
worthy is that each new example
supports an expansive view of per-
missible PRIs, while no example
identifies a possible abuse of or fail-
ure to qualify as a PRI. At this point,
the news about PRIs is very positive.

The proposed examples reflect
investments that the Service already
has recognized qualify as PRIs in
private letter rulings issued to spe-
cific foundations, and so in one
sense do not break new ground. Let-
ter rulings are not binding on other
foundations, however, and also are
not easily retrieved without re-
search. Consolidating these exam-
ples in the Regulations, as opposed
to scattered, nonprecedential private
rulings, should help facilitate PRIs
by reducing uncertainty in the field
and providing a greater number of
foundations and their advisors with
information regarding the different
investment possibilities. The Pro-
posed Regulations should provide
comfort that many types of invest-
ments are viewed by the Service as
legitimate PRIs.

Certain general misconceptions
regarding PRIs tend to persist—that
a PRI means a below-market loan or
that an investment will not qualify if
it produces a high rate of return. If
the proposed examples catch the at-
tention of enough foundations and
their advisors, they should help dis-
pel these myths.

As to what can (and cannot) be
found in the Proposed Regulations,
let us revisit each prong of the PRI
test described above and consider
what the new examples contribute.

Primary Charitable Purpose

The first prong, or primary purpose
test, is met if (in the words of Reg.
53.4944-3(a)(2)(i)) an investment
“significantly furthers the accom-
plishment of the private foundation’s
exempt activities” and “the invest-
ment would not have been made but
for such relationship between the in-
vestment and the accomplishment of
the foundation’s exempt activities.”
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Each example states affirmatively
that these two sub-tests demonstrat-
ing primary purpose have been met.

What qualifies as a charitable pur-
pose? While “[t]he new examples
demonstrate that a PRI may accom-
plish a variety of charitable purpos-
es, such as advancing science, com-
bating environmental deterioration,
and promoting the arts;’22 the exam-
ples do stay within carefully drawn
lines of clearly charitable activity.

This may explain why certain ex-
amples include facts intended to es-
tablish the charitable nature of the
funded activity beyond any doubt.
For instance, Example 11 states that
the pharmaceutical company receiv-
ing the investment must not only de-
velop the vaccine but also must dis-
tribute it to poor individuals in
developing countries at an afford-
able price and furthermore requires
publication of the scientific research
conducted.

The drafters also declined to in-
clude examples where the charitable
purpose could be debated. For in-
stance, the following specific exam-
ples requested by the ABA Task
Force are not included in the Pro-
posed Regulations:

+ Investments in newspapers (the
possibilities for nonprofitjour-
nalism is a current topic among
practitioners).

+ Mortgage assistance to avoid
foreclosure (for the relief of the
distressed, but not necessarily
limited to the poor).

+ Loans to purchase health insur-
ance (also not limited to the
poor).

+ Mixed-income, as opposed to
purely low-income, housing.

In each of these instances, the
charitable purpose is less well-estab-
lished than the examples provided in

22 See the Preamble, supra note 1.

23 Al of the examples, other than Example 11,
provide that investees turn to foundations
only after the investees were unable to
secure sufficient financing from conventional
sources. Example 11 provides that the recipi-
ent company and other commercial enter-
prises would not dedicate their resources to
conduct the research without foundation
funding, which is a similar point.

the Proposed Regulations. There-
fore, no one should look to the pro-
posed examples for an opportunity
to expand what qualifies as a legiti-
mate charitable purpose under Sec-
tion 170(c)(2)(B).

Although specifically requested
by the ABA Task Force, the Proposed
Regulations also omit one clearly
charitable purpose: lessening the
burdens of government. The ABA
Task Force submitted an example in-
volving the provision of additional
parking in a downtown area to serve
businesses and create jobs, a role
that the city acknowledged was a
government responsibility. The au-
thors understand that the Service
did not include lessening the bur-
dens of government as a charitable
purpose because it is too complicat-
ed an area of the tax law to address
in examples intended to provide
guidance on PRIs.

What must be required in order to
accomplish the charitable pur-
pose? Given a legitimate charitable
purpose, the PRI test requires that
an investment accomplish this pur-
pose. In a loan context, it is straight-
forward to require a specific use of
loan proceeds. In an equity invest-
ment, what conditions should be im-
posed? Must a foundation require
that a recipient accomplish certain
objectives to demonstrate the invest-
ment is furthering a charitable pur-
pose? Or is simply investing in an
appropriate recipient sufficient, with
the expectation that the investment
reasonably will lead to the charitable
result desired? How does the foun-
dation know, for instance, whether
its investment actually results in
low-income hires, or a measurable
reduction in pollution that was the
justification for the investment?

In some of the examples in the
Proposed Regulations, the invest-
ments require that PRI funds be
used for a specific purpose (e.g.,
producing a vaccine in Example 11),
while others assume that the charita-
ble purpose will be accomplished
without any further requirement
(e.g., the investment in a recycling
company in Example 12; the loan to
a business in a rural state following a

natural disaster in Example 14).
None of the examples explicitly
mentions the use of charitable
benchmarks, such as target numbers
for low-income people to be hired,
or trash to be recycled, to demon-
strate that the investment actually
accomplishes the charitable purpose
described. An example in which the
foundation explicitly required the
investment recipient to meet certain
charitable targets would illustrate
how investments typically attempt to
meet the first prong of the PRI test
and encourage foundations to in-
clude these types of provisions.

No Significant Investment Purpose

The second prong of the PRI test re-
quires that the production of income
or the appreciation of property not
be a significant purpose of the in-
vestment. Reg. 53.4944-3(a)(2)(iii)
states that in making this determina-
tion, it is relevant whether investors
solely engaged in the investment for
profit would be likely to make the
investment on the same terms as the
private foundation. The Regulations
also tell us that the presence of sig-
nificant income or appreciation
alone is not conclusive evidence of a
significant investment purpose.

No example where foundation is
the lead investor rather than an al-
ternative source of funding. Al-
most all of the examples describe sit-
uations where the recipient already
has searched for other sources of
funding for the project, and funding
was not available because alternative
sources declined.23 The foundation
therefore is filling a gap that others
have not been willing to fill, at least
not on the same terms as the foun-
dation.

It also is possible that the founda-
tion may look to be the first investor,
not the investor of last resort, and
play a role in molding the way a cer-
tain business will develop. Private
foundations can add value as lead
investors by providing credibility
and expertise in an impact area that
other investors may not have. The
proposed examples do not address a
scenario where other investors might
be willing to invest, and the founda-
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tion differentiates its investment by
investing on less-favorable financial
terms or by including charitability
requirements that purely commer-
cial investors would not require.

For example, the ABA Task Force
requested an example where the in-
vestee turns to the foundation as the
lead investor. The investee believes
that the foundation’s lead investment
“would help bolster the credibility of
the venture,” and that the founda-
tion’s investment “Iis necessary to en-
able it to attract sufficient other in-
vestors.” The Proposed Regulations
do not include a similar fact pattern.

The lack of alternative funding
does appear to be a significant factor
for Treasury and the IRS. The ABA
Task Force submitted proposed ex-
amples which stated that although
the borrowers had not sought fund-
ing from conventional sources, they
believed that conventional sources of
funds would be unwilling or unable
to provide funds on terms that they
would consider economically feasi-
ble. Examples 14 and 15 in the Pro-
posed Regulations modify these facts
to state that conventional sources of
funds are unwilling or unable to pro-
vide loans on terms the borrower
considers economically feasible. The
pattern in the proposed examples
suggests that demonstrating an actu-
allack of alternative funding is sig-
nificant in demonstrating that other
investors would not invest on the
same terms as the foundation. While
certainly this fact pattern is helpful
in meeting the second prong of the
PRI test of no significant investment
purpose, it is not required in the
Code or the existing Regulations.

The broader question involves a
private foundation’s proper role in
making a PRI. Is it only proper to step
in when the market will not support a
business on its own, or can founda-
tions take the lead and mold a busi-
ness through their investment? One
concern that has been raised by some
is that private foundations, particu-
larly very large ones, may begin to
compete with entrepreneurs for in-
vestments. The authors, however, do
not view competition from private
foundation dollars as a problem to be
avoided and would not limit a private

foundation’s role as a program-relat-
ed investor only to investments that
the market will not support.

No example of investing in an in-
termediary. It is common in prac-
tice for a foundation to invest in a
fund, rather than directly in one spe-
cific business, that has a specific so-
cial objective and whose fund man-
ager identifies and invests in a
portfolio of companies that meet the
specific fund objective.24 No pro-
posed example covers this interme-
diary investment.

Some fund issues are unique, such
as considering how and by whom are
portfolio companies selected and
what must the fund require of its
portfolio companies in order for a
foundation to meet PRI require-
ments (as well as expenditure re-
sponsibility). In addition, funds of-
ten involve equity investments in a
limited partnership or LLC, which
raise different issues than a purchase
of stock (see below). An example in-
volving an intermediary fund would
both reflect common practice and
provide helpful guidance for founda-
tions that increasingly will encounter
such investment opportunities.

No example illustrating equity in-
vestment in a partnership or LLC.
As mentioned above in the discus-
sion of intermediary funds, these
funds are typically structured as
limited partnerships or LLCs. An ex-
ample in the Regulations could de-
monstrate that an equity investment
may be made in an LLC as well as a
corporation.

For instance, Example 16, which
already involves an LLC recipient,
could be modified to describe an eq-
uity investment, rather than a low-
interest loan. Alternatively, another
example, such as Example 14, could
be modified to reflect an equity in-
vestment in an LLC rather thanin a
more generic “business enterprise.”

If one of the purposes of the Pro-
posed Regulations is to reflect cur-
rent investment practices, an exam-
ple describing an equity investment
in a flow-through vehicle such as an
LLC makes sense. Our understand-
ing is that the Service views the tax

implications of equity ownership in
an LLC as too complicated an area of
the tax law to cover in these exam-
ples.

Does the foundation’s investment
policy matter? Often a relevant fac-
tor in reviewing a proposed PRI is
whether the investment is of the
type that would be permitted under
the foundation’s investment policy.
This is another fact that might sup-
port qualification under the second
prong of the PRI test, in that an in-
vestment that is too risky to be per-
mitted under a foundation’s existing
investment policy is less likely to be
pursued for purposes of generating a
return.

Rather than comparing the pro-
posed investment to that of other in-
vestors, as described in the Regula-
tions, the foundation is comparing
the investment to other investments
for which the foundation itself is
making decisions as a commercial
investor. Failure to fit within an in-
vestment policy could be viewed as
an indicator that the foundation has
concluded that the risk inherent in
the investment does not justify the
projected return and as a commer-
cial investor it would not invest.
While a few of the ABA proposed
examples mention that the invest-
ment did not fit within the founda-
tion’s investment policy, this factor is
not included in any of the proposed
examples.

When must a foundation liquidate
the investment? An investment that
qualifies as a PRI on the day that it is
made does not lose this character if
ultimately the investment is success-
ful. Other than as a result of an im-
proper use of funds, the Code and
Regulations do not require that a
foundation liquidate a PRI at any
particular stage. Nevertheless, Ex-
ample 13 of the Proposed Regula-

24 The ABA Task Force in its comments noted
that “[ilt is important in a world economy to
be able to use foreign, forprofit financial inter-
mediaries to accomplish philanthropic goals.
The role of [the fund] is consistent with the
use of the non-tax exempt entities described
in existing guidance as ‘mere instruments’ by
which charitable purposes are accomplished.”
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tions specifies that the foundation
“plans to liquidate its stock in [the
venture] as soon as the recycling col-
lection business in [the affected
country] is profitable or it is estab-
lished that the business will never
become profitable.”25

The examples in the Proposed
Regulations have more variation
in both types of investments and
investment recipients.

One advantage of PRIs is the abil-
ity to recycle funds for multiple char-
itable uses. Recycling would not oc-
cur, of course, if the foundation’s
investment is never liquidated (al-
though dividends might be paid that
are then used by the foundation for
charitable purposes). Does this mat-
ter? A foundation may point to an es-
tablished plan to liquidate its invest-
ment on reaching a certain level of
return, thus effectively capping the
return, to support the assertion that
the foundation has no significant in-
vestment purpose in making the in-
vestment. Nevertheless, the PRI tax
rules do not require divestment on
an investment’s being deemed either
successful or unsuccessful. The sig-
nificance of including in this exam-
ple the foundation’s plan to liquidate
is not clear to the authors.

Fee for credit enhancement. The
examples involving linked deposits
and a guarantee (Examples 18 and
19) do not mention that a founda-
tion might be paid for providing
such credit enhancement. An exam-

25 The ABA Task Force suggested similar facts
in its proposed example 14: “[alfter a compa-
ny has fully developed or adapted its technol-
ogy, or it is established that the technology
has failed to achieve its promise, [the foun-
dation’s] share in the company would be lig-
uidated or sold to a third party within a rea-
sonable period of time consistent with the
company's overall operations and access to
capital” In its analysis, the Task Force ex-
plained that this example illustrates how a
foundation " may exit an equity PRI once the
purpose of the PRI has ended” (emphasis
added).

26 See ABA Task Force comments, at 7.

ple could make clear that any pay-
ment for this service should be ana-
lyzed like any other return on an in-
vestment (e.g., whether it is a
below-market payment), and should
not preclude qualification as a PRI

Natural disaster example given,
but terrorist attack omitted. The
ABA Task Force requested an exam-
ple involving a PRI in response to a
terrorist attack, stating in its analysis
that “[w]hile urban redevelopment is
reflected in several examples in the
current Regulations, a new example
addressing terrorism would be help-
ful because [a foundation] would
need to act quickly, without taking
time to seek a ruling” Two examples
do address PRIs in response to nat-
ural disasters (one domestically and
one in a developing country), which
involve similar urgent circumstances.
In the interest of addressing a more
varied range of circumstances, one of
these examples might provide a PRI
response to a terrorist attack instead.

Confirmation of no unrelated
business income. We generally as-
sume without further analysis that if
an investment meets the first prong
of the PRI test, the investment is also
substantially related to the founda-
tion’s charitable purpose and there-
fore will not result in unrelated busi-
ness income tax (UBIT). The UBIT
question is particularly relevant to
investments in flow-through inter-
mediaries, where the intermediary’s
underlying investments and the use
of acquisition indebtedness could
have tax implications to the founda-
tion. While the proposed new exam-
ples may not be the appropriate
place to provide guidance on the re-
lationship between UBIT and PRIs,
the Service might consider confirm-
ing in other guidance that the first
prong of the PRI test and the sub-
stantially related requirement to
avoid UBIT are aligned.

No Political Purpose

None of the examples address this
third part of the PRI test. In our ex-
perience, it does not come up very
often in practice. Nevertheless, an
example could illustrate, for in-

stance, that an equity investment in
a foreign organization that lobbies
foreign legislatures still qualifies as a
PRI, if a written agreement with the
recipient prohibits any use of foun-
dation funds for lobbying. This pro-
hibition typically is what a founda-
tion includes and relies on in a side
letter with the investment recipient.

OTHER LEGAL AND PRACTICAL ISSUES

As explained above, qualifying an
investment as a PRI has implications
for the investing private foundation
under different sections of the Code
applicable to private foundations.
Neither the existing examples nor
the proposed examples address “the
interplay between section 4944 and
section 4941, section 4942, section
4943, or section 4945.726 The current
proposed examples fall under Sec-
tion 4944, and the examples only ad-
dress the requirements for qualify-
ing as a PRI under Section 4944. In
the spirit of clarifying existing law,
we encourage the Service to issue
further guidance describing how
certain common PRI situations af-
fect foundations under other sec-
tions of the Code not addressed in
the Proposed Regulations. We have
included some examples below.

Qualifying Distributions

A PRI is normally a qualifying dis-
tribution for purposes of the man-
datory annual distribution require-
ment under Section 4942.

With respect to a guarantee (Ex-
ample 19), where no money changes
hands at the time of entering into the
arrangement, the Preamble to the
Proposed Regulations states that
there is no qualifying distribution
under Section 4942, but that “[u]nder
certain circumstances” a foundation
may treat payments made under the
guarantee as qualifying distributions.
We encourage Treasury and the IRS
to include this statement in the final
Regulations. It also would be helpful
for the Service to clarify what “certain
circumstances” may be required for a
qualifying distribution to occur.

Below are two additional ques-
tions that arise regarding the impact
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of PRIs on Section 4942 qualifying
distributions:

1. When a PRI is repaid, what is
the actual amount that is “recap-
tured” and must be redistributed in a
future period? When a loan is repaid
or the foundation sells an equity
holding, Section 4942 provides that
only the return of the loan principal
or capital contribution is recaptured
and must be used for a subsequent
qualifying distribution in the year
following the year in which the in-
vestment is concluded. Any addi-
tional interest, dividends, or capital
gains that the foundation receives
become part of the foundation’s cor-
pus on which the minimum invest-
ment return is calculated for the fol-
lowing year, but there is no imme-
diate repayment requirement.

A close reading of Section 4942
and its accompanying Regulations is
necessary to reach this conclusion,
however. Section 4942(f)(2)(C) in-
cludes different modifications af-
fecting calculation of the distrib-
utable amount for any year. In terms
of what amounts are recaptured,
there is a distinction between (a) an
amount that is paid to accomplish a
charitable purpose that is then re-
paid and (b) an amount that is paid
to acquire an asset used (or held for
use) directly in carrying out a chari-
table purpose that is then sold. The
amount that must be recaptured dif-
fers depending on which modifica-
tion applies.

Treasury and the IRS could make
life easier for foundations by facili-
tating this determination and stating
explicitly what amount is recaptured
under Section 4942 when a PRI is re-
paid.

2. What if the foundation did not
need the PRI to satisfy its minimum
distribution requirement at the time
of the investment? Must it still “recap-
ture” this amount when repaid? A
foundation must report all PRIs as
qualifying distributions in the year
made. There is some support, how-
ever, in certain rulings for the posi-
tion that only repaid amounts which
were actually “taken into account” in
the year in which they were made to
satisfy a foundation’s qualifying dis-
tribution requirement need be re-

captured and factored into the cal-
culation of a future year distribu-
table amount.

It would be very helpful for Trea-
sury and the IRS to confirm whether
or not a foundation could exclude
PRI repayments where the initial
payments were not used to satisfy
the qualifying distribution require-
ment for any year. This would be
particularly valuable given our expe-
rience that foundation clients often
are interested in PRIs for program-
matic purposes even when the client
has no need for additional qualify-
ing distribution credit. A foundation
might be discouraged from making
an additional investment out of con-
cern regarding future recapture, par-
ticularly if repayment occurs after
the five-year carryforward period.

In the case of a guarantee or credit
enhancement, simply lending the
foundation’s financial statement can
be of tremendous value to a small en-
terprise with little credit history, even
where no foundation money is ever
needed. The Proposed Regulations
include two different examples of
credit enhancement (Examples 18
and 19), and this type of credit assis-
tance should be encouraged. A foun-
dation may be more willing to pro-
vide this credit enhancement if it has
some comfort that, if a payment ulti-
mately is required, and such payment
was not needed at the time as a quali-
fying distribution, the payment will
not increase the foundation’s future
distributable amount. This is especial-
ly true given the uncertainty regard-
ing when, if at all, a payment on a
guarantee or letter of credit would be
required. A clear understanding of the
Section 4942 implications for provid-
ing credit enhancement could have a
significant impact on foundations’
willingness to provide this benefit.

Expenditure Responsibility

Expenditure responsibility require-
ments under the Regulations for a
grant and a PRI are identical in
many ways. Nevertheless, an invest-
ment is fundamentally different
from a grant, and understanding
how the expenditure responsibility
rules apply to an investment is not

Practice Notes

The broader question involves
a private foundation’s proper
role in making a PRI. Is it only
proper to step in when the
market will not support a busi-
ness on its own, or can founda-
tions take the lead and mold a
business through their invest-
ment? One concern that has
been raised by some is that pri-
vate foundations, particularly
very large ones, may begin to
compete with entrepreneurs
for investments. The authors,
however, do not view competi-
tion from private foundation
dollars as a problem to be
avoided and would not limit a
private foundation’s role as a
program-related investor only
to investments that the market
will not support.

always straightforward. Below are
two areas relating to expenditure re-
sponsibility and PRIs that the Ser-
vice could clarify.

What reporting is necessary? The
Section 4945 Regulations contain a
provision specific to PRIs enumerat-
ing what must be in a written agree-
ment with the PRI recipient. The
agreement must require the recipient
to provide full and complete finan-
cial reports of the type ordinarily re-
quired by commercial investors un-
der similar circumstances and a
statement that it has complied with
the terms of the investment.

“Grant” is defined broadly under
the Regulations to include PRIs,27
and another Regulation requires oth-
er specific reports from expenditure
responsibility grantees regarding the
use of funds and the progress made
by the grantee toward achieving the
purpose for which the “grant” was
made. In addition, when the “use of
the grant funds” is completed, a final
report is due “with respect to all ex-

27 Reg. 53.4945-4(3)(2).
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penditures made from such funds.”
Although these reports are not men-
tioned in the earlier Regulation enu-
merating what a foundation must re-
quire in writing from a PRI recipient,
these expenditure responsibility re-
quirements also appear to apply to
PRIs as a form of grant.

Depending on the foundation’s
role in the investment and its size
compared to other investors, it may
be difficult if not impossible to com-
pel the target fund to agree to pro-
vide these additional reports. Could
there be circumstances where it is
sufficient for a foundation to obtain
only the reporting that other com-
mercial investors receive and a com-
pliance statement without further
reporting?

In addition, it is confusing that
the Regulations require specific lan-
guage in a written agreement for a
PRI entitling the foundation to re-
ceive certain reports, without refer-
encing at all the more general report-
ing requirements applicable to all
expenditure responsibility grants. It
also is not always clear how to apply
these more general grant reporting
requirements to a PRI, especially an
equity PRI where foundation funds
are not being precisely tracked.

Repayment of funds in an equity
investment. The expenditure re-
sponsibility rules under Section
4945 require that a foundation, in
order to meet the expenditure re-
sponsibility requirements with re-
gard to a PRI, obtain a written com-
mitment of the recipient organiza-
tion that all funds received from the
private foundation be used only for
the purposes of the investment. In
addition, the recipient must agree “to
repay any portion not used for such
purposes....”28

These last nine words might cre-
ate more complication in negotiating
an equity PRI than any of the PRI
requirements under Section 4944. It
is relatively straightforward in a loan
context to require acceleration of the
loan and demand for repayment un-

28 Reg. 53.4945-5(b)(4)(i).
29 /g

der specific circumstances. Retriev-
ing contributions paid for stock or
other equity interests is not as easy
to achieve. Companies and fund
managers (in the case of a PRI in an
investment fund) do not at all like
providing investors with the ability
to withdraw their investments. In-
vestment recipients, as well as other
investors, are also very resistant to
granting preferential rights to foun-
dations that other investors do not
have. The foundation, on the other
hand, must require a repayment
mechanism in order to meet this ex-
penditure responsibility require-
ment. As a result, a foundation’s abil-
ities to exit the investment and be
repaid for its holdings are typically
heavily negotiated terms in an equi-
ty PRI

The Regulations do provide that
“with respect to equity investments,
repayment must be made only to the
extent permitted by applicable law
concerning distribution to holders of
equity interests.”2® No more is said
regarding how to meet this require-
ment when equity is involved. Given
the resistance by investees to provide
redemption or withdrawal rights at
all to a private foundation, any clari-
fication regarding what rights would
meet expenditure responsibility re-
quirements would go a long way in
facilitating equity PRIs.

For instance, would it be suffi-
cient for the foundation to redeem
its shares for the value of the original
contribution made by the founda-
tion? This is problematic for the
foundation where the equity inter-
ests have appreciated in value, so we
prefer redemption at the greater of
the foundation’s initial contribution
or EMYV at the time of redemption.
This approach often meets with
much resistance, however, and in-
vestment recipients will not always
accept this obligation. Is it accept-
able to require redemption at FMV
at the time the right is triggered,
even if the value of the investment
has depreciated?

Because an investee often will not
be willing or able to redeem shares at
FMYV, another solution sometimes
suggested is to allow transfer of the
foundation’s shares to a third-party

purchaser, and for the company to
have a redemption requirement only
if another buyer cannot be found.
Clarification would be useful that
this third-party transfer mechanism
satisfies the Section 4945 repayment
obligation. Also, an interesting ques-
tion is how long can the negotiated
period be before the foundation is to
get its money back, if the parties are
still to be in compliance with expen-
diture responsibility.

Reg. 53.4945-5(c)(3) provides
that a PRI recipient need not segre-
gate PRI funds or separately account
for such funds on its books. If the
PRI recipient does not do so, this
Regulation describes the accounting
procedures for determining how an
expenditure will be allocated among
different grants received by the recip-
ient in different years. For instance,
grants received within an earlier tax
year are deemed to be spent before
grants received in a later tax year,and
expenditures of grants received with-
in a tax year will be prorated among
all such grants. Guidance regarding
how these rules apply to PRIs as op-
posed to grants, and how an amount
spent by a PRI recipient will be allo-
cated to specific equity investors,
would be very useful.

Finally, full redemption or with-
drawal may not be necessary. The
foundation should be able to deter-
mine what portion of any amount
not properly spent by the investment
recipient is attributable to the foun-
dation and then demand repayment
only of that amount.

CONCLUSION

While certain questions remain, the
Proposed Regulations provide very
welcome guidance to private foun-
dations interested in beginning or
expanding their PRI programs. As
the new examples illustrate, the
types of investments that can qualify
as PRIs are diverse both in purpose
and in structure. We hope that this
new guidance from Treasury and the
IRS will encourage foundations to
use PRIs as a flexible and powerful
means of accomplishing their chari-
table goals.
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