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P7= XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
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PO= XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
X= XXXX

Y= XXXX

z= XXXX

Dear Applicant:

This is inreply to your |letter of Novenber 24, 1998, as
subsequent |y revi sed, anended, and suppl enent ed b¥ _
correspondence dated February 5, 1999, March 18, 1999, April 2,
1999, April 19, 1999, and July 27,1999, in which you request
certain rulings under sections 501(c) (3), 514, 4941,. and 4943
of thF Inﬁernal Revenue Code. Mre specifically you request us
to rule that:

1. The recei pt and continued ownership by you of the
partnership I nterests owned by X at his death and
distributed by Y to you will not jeopardize your
exenpt status as a tax-exenpt private foundation
under section 501(c) (3) of the Code.

2. Pursuant to the exception in section 514(c) (2(B))
of the Code, the nortgages encunbering the properties
whi ch are owned by someof the partnerships will not
constitute "acquisition indebtedness” as defined in
section 514(c)(l) of the Code for the ten-year period
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commencing on the date of the transfer of the
partnership interests to you.

3. The receipt and continued ownership by you of the
partnership I nterests owned by X at his death and

di stributed bg Y to you will not constitute acts of
sel f-dealing between you and a disqualified person
under section 4941 of the Code.

4. Pursuant to section 4943 (c) (6) of the Code, the
recei pt and continued ownership by you of the
Bartnership interests in "business ‘enterprises" owned
y X at his death and distributed by ¥ to you wl|

not constitute excess business holdings as defined in
section 4943 of the Code for the five-year periods
comrencing on the dates of the transfer of the
partnership interests to you.

Facts:

You were formed by X in 1991, and were recogni zed as exenpt
from federal incone tax under section 501 c)(%) of the Code by
determ nation letter dated Novenmber 5, 1992. You were
classified as a private foundation within the meaning of
section 509(a) of the Code.

X died in 1994 |eaving no issue. Xs only Iiving relatives
were two sisters, to whomhe left specific nonetary bequests.

~ X'a Estate is still under adm nistration. The rest and
residue of the Estate of x (hereafter known as y) was left to
you. Such rest and residue consists primarily of X's interests
In 9 Partnerships (p1, P2, P3, P4, PS5, P6, P7, P8, and BS), and
two mortgages.

On_his death, X had a 37.5% interest in P1, P2, PS, P7, B8,
and a 75%interest in p9 and p3. Also, X had a 25% interest in,
P4 and a 46.25% interest in p6. Also, as a result of the

t

termnation of a testamentary tr , X’stwo sisters acquired
an ownership interest in pi, p2, P4, P6, P7, P8 in 1994,

z, an unrelated party to X, ows a 25% interest in 8 of the
above Partnerships and a 43.75% interest in ps. Further, 2 is
desi gnated as the managi ng partner in several partnership
aﬂreenents. In addition, 2z owns and operates T, which nmanages
the Partnerships' properties for a managenment fee.

You state that neither z nor T, nor X‘s two sisters have
ever made any contributions to you. Thus, none of these
i ndividuals are substantial contributors to you within the
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meani ng of sections 4946(a)(l)(A) and 507(d) of the Code. Al so,
neither z nor X's two sisters are foundation nanagers.

P1, P2, P4, P6., P7, and p8 each own real estate

properties. Further, P3, ps, and P9 each own undevel oped | and.
pé,, and p9 al so carry on active business enterprises.

In addition to receiving partnership interests in the 9
Partnerships, Y received X's interest in tw nortgages (i) and
(ii), as shown below, and the liability of P6 in nortgage (iii)
shown bel ow

(i) Anortgage in the approxi mate anount of $11,000x
secured by property owned by Ps.

(i) A nortgage between pe and X by which X | oaned
$1,500x to Pé in Novenber of y.

(iii) A nortgage between ks and Z, by which Z | oaned
$1,000x to Pé in Novenber of y.

In respect to (i), at the time the |oan evidenced by the
pronlssorr note was originally made X, pé had outstanding a
nDrt%age oan obligation of approxinmately $11,000x. The bal ance
of the nortgage | oan has been reduced to approximately $4,000x.
Wth pé6’s anortization of the nortgage | oan bal ance and
resulting substantial increase in p6’s equity in its real
estate project, the risk that the Toan evidenced by the
prom ssory note was reduced substantially. Furthernore, you
will own a 55% partnership interest in P6 once ¥ is wound u
B% extending the due date of the promssory note, Y has reduced
the |ikelihood that pe woul d have a substantial cash crunch
whi ch coul d have adversely affected your interest in ps.

The paynment on | oans &ii) and (iii) has been extended to
Decenber 31, z. Arendnment Five to Pé’s Partnership Agreement
makes clear that no distributions will be nmade to the Partners

untijdthese | oans and any other |oans from Partners have been
repaid.

Law

_ Section 501 (c) (3) of the Internal Revenue Code provi des,
in part, for the exenption from federal income tax of

or gani zati ons organi zed and operated exclusively for charitable
pur poses.

Section 511 (a

)} (1
tax on the unrel ated

) of the Internal Revenue Code inposes a
busi ness taxabl e i ncone of organizations
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Section 512(a) (1) of the Code defines the term "unrel ated
busi ness taxable income" as the gross incone derived bY any
organi zation fromany unrelated trade or business regularly
carried on by it, less allowable deductions for expenses
incurred in carrying on the trade or business.

Section 512(b) (3) of the Code excludes fromthe definition
of gross incone all rents fromreal property and all rents from
personal property if the rent attributable to such personal
property Is an incidental amount of the total rents received or
accrued under the |ease.

Section 512(b)(4) of the Code includes in gross incone the
rental income and the gain or loss fromthe sale of property,
if the property is "debt-financed property.”

Section 514(b) (1) of the Code defines "debt-financed
property" as any property which is held to produce incone and
with respect to which there is an acquisition indebtedness at
any tmeduring the taxable year (or, if the property was
di sposed of during the taxable year, with respect to which
there was an acquisition indebtedness aany tmeduring the
12-month period ending with the date of such disposition).

Section 514(c) (1) of the Code defines "acquisition
I ndebt edness,” W th respect to any debt-financed property, as
t he outstanding anount of (1) the indebtedness incurred In
acquiring or inproving the property, (2) the indebtedness
i ncurred before the acquisition or inprovenent of such property
i f such indebtedness would not have been incurred but for such
acqui sition or inprovenent and (3) the indebtedness after the
acqui sition or inprovenment of such property if such
I ndebt edness woul d not have been incurred but for such
acqui sition or inprovenment and the incurrence of such
i ndebt edness was reasonably foreseeable at the tine of such
acqui sition or inprovenent.

Section 514(c) (2) (A of the Code provides that where
roperty is acquired subject to a mortgageOr other simlar
len, the amount of indebtedness secured by such lien or
mortgage Shal | be consi dered as an indebtedness of the property
acquired even if the organization did not assume or agree to
pay the indebtedness.

Section 514(c) (2) (B) of the Code, excepts fromthe rule,
as set out in section 514(c) (2) (A) of the Code, property
subject to a nortgage that is acquired by an organi zation by
bequest or devise. In such case, the indebtedness secured by
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the nortgage is not treated as acquisition indebtedness during
the ten years follomin? the date of the acquisition. This
exception does not apply if the organization, in order to
acquire the equity in the property by bequest or devise,
assumes and agrees to pay the indebtedness incurred by the
nortgage, or If the organization makes any payment for the
equity in the property owned by the decedent or the donor.

Section 1.514(c)-1(b) (3) of the Income Tax Regul ations
states that for purposes of section 514(c) (2) (B), the "date of
acquisition" is the date an organization receives the property.

Section 4941(a) (1) of the Code inposes a tax upon any act
of self-dealing between a Py|vate foundation and any of its
disqualified persons as defined in section 4946.

Section 4941(d) (1) of the Code provides, in pertinent part
that the term "self-dealing" nmeans any direct or indirect---

(A) sale or exchange, or |easing of property between
a private foundation and a disqualified person.

(B) l ending of noney or other extensions of credit
between a private foundation and a disqualified
per son.

Section 4941(d) (2) %A) of the Code provides in pertinent
part that the transfer of real or personal property by a
dIS%ua|lfI6d person to a private foundation shall be treated as

a sale or exchange . . . if [the property] is subject to a
nDrt%age or simlar lien i ch {the] disqualified person placed
on the property within a |o-year period.

~ Section 53.4941(d)-|§a) of the Foundation and Sim | ar
Exci se Tax Regul ations defines the term"sel f-dealing" to nmean
any direct or indirect transaction described in section
53.4941(d)-2 of the regulations. For purposes of this section
it is immterial whether the transaction results in a benefit
or a detriment to the private foundation.

~Section 4943(a) (1) of the Code inposes on the excess
busi ness hol di ngs of any private foundation in a business
enterprise a tax equal to five percent of such hol dings.

Section 4943(c)(l) of the Code states that the term
"excess business hol dings" neans, W th respect to the holdings
of any private foundation in any business enterprise, the
amount of stock or other interest in the enterprise which the
f oundati on woul d have to di spose of to a person other than a
di squalified person in order for the remalning hol dings of the
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foundation in such enterprise to be permtted hol di ngs.

Section 4943(c)(2) (A of the Code provides, in part, that
the permtted holdings of any private foundation in an _
i ncorporated business enterprise are 20 percent of the voting
stock reduced by the percentage of- the voting stock owned by
all disqualified persons.

Section 4943(c) (6) of the Code provides that if there is a
change in the holdings in a business enterprise (other than by
purchase by the private foundation) which causes the foundation
to have excess business holdings in such enterprise, the
interest of the foundation in such enterprise (inmrediately
after such change) shall (while held by the foundation% be
treated as held by a disqualified person (rather than by the
foundation) during the five-year period beginning on the date
of such change in hol di ngs.

Section 53.4943-3(c) (1) of the regulations provides that
the permtted holdings of a private foundation in any business
enterprise which is not incorporated shall, sub;ect.to t he
provi sions of subparagraphs (2), (3}, and (4) of this
para%raph, be determ ned under the principles of paragraph (b)
of this section.

Section 53,4943-3(c) (2) of the regul atjons provides that
in the case of a partnership (including a limted partnership)
or joint venture, the tms"profits interest" and "capital
interest" shall be substituted for "voting stock" and _
"nonvoting stock," respectively, wherever those terns appear in
paragraph (b) of this section. The interest in profits of such
foundation (or such disqualified person) shall be determned in
the sane manner as its distributive share of partnership
t axabl e income. See section 704(b) (relatinﬁ to the
determ nation of the distributive share by the income or |oss
ratio) and the regulations thereunder. In the absence of a
provision in the partnership agreenment, the capital interest of
such foundation (or such disqualified person) In a partnership
shal | be determined on the basis of its interest in the assets
of the partnership which would be distributable to such
foundation (or such disqualified person) upon its w thdrawal
fromthe partnership, or upon liquidation of the partnership,
whi chever is the greater

Exanple (2) (i) of section 53.4943-3(d) of the regulations
assumes that if, wunder section 704(b) of the Code, F's
distributive share of rtaxable incone is determned to be 20
percent, and assuming that, A and B are determned to have a
4-percent distributive share each of P taxable income, F holds
a 20-percent profits interest in P, and A and B hold an
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E-percent profits interest in P. Assuming that the provisions
of section 4943(c)(2) (B) do not apply, the permtted hol di ngs
of Fin P are 12 percent of the profits interest in P,

determ ned by subtracting the percentage of the profits
interest held by Aand Bin P (i.e., 8 percent) from 20

ercent. (20 percent-8 percent=12. percent.) F, therefore
olds a percentage of the profits interest in P in excess of
the percentage permtted by Sec. 53.4943-3(b) (1). The excess
business holdings of Fin P are a percentage of the profits
interest in P equivalent to such excess percentage, or 8
percent of the profits interest in P, determned by subtracting
the permtted holdings of Fin P (i.e., 12 percent) fromthe
percentage of the profit interest held by Fin P (i.e., 20
percent) (20 percent-12 percent=8 percent.)

Section 53.4943-10(a) (1) of the regulations defines the
term "business enterprise" to include the active conduct of a
trade or business, including an _activity which is regularly
carried on for the production of income from the sale of goods
or the performance of services and which constitutes an
unrel ated trade or business under section 513,

Section 53.4943-10(c) (1) of the regulations provides, that,
for purposes of section 4943(d) (4}, the term "business
enterprise" does not include a trade or business at |east 95
percent of the gross inconme of which is derived from passive
sources; except that if in the taxable year in question |ess
than 95 percent of the income of a trade or business is from
passive sources, the foundation may, in applying this 95 _
percent test, substitute for the passive source gross incone in
such taxable year the average gross incone fron1ﬁassive sour ces
for the 10 taxable years imediately preceding the taxable year
in question (or for such shorter period as the entity has been

In existence). Thus, stock in a passive holding conpany is not
to be considered a holding in a business enterprise even if the
conpany is controlled by the foundation. | nstead, the

foundation is treated as owning its proportionate share of any
interests in a business enterprise held by such conpany under
section 4943 (d) (1).

Section 4946(a) (1) of the Code states, in pertinent part,
that the tm "disqualified person" means with respect to a
private foundation, a person who is -
(A) a substantial contributor to the foundation
(B) a foundation manager;

(cy an owner of nore than 20 percent of- (i) the
total conbined voting power of a corporation, or
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of the profits interest of a partnership or
uni ncorporated enterprise, which is a
substantial contributor to the foundation;

(D} certain nenbers of the famly of any
individual described in sub- paragraph (&), (B),or
(C}): ' )

(E} a corporation in which persons described in
subpar agr aph (A%,(B),(CD, or (D) own nore than
35 percent of the total conbined voting power.

(F) a partnership in which persons described in
subpar agr aph (), (B), (C), or (D) own nore than
35 percent of the total combined voting power.

Section 4946(d? of the Code provides, in relevant part,
that for purposes of section 4946(a) (1) of the Code, the famly
of an individual shall include his\her spouse, ancestors,
children, grandchildren, great-grandchildren, and the spouses
of children, grandchildren, great-grandchildren

Rev. Rul. 76-448, 1976-2 C.B. 368, holds that an act of
self-dealing will not result from the exchange of securities
between a private foundation and a corporation in which a
di squal ified person previously owned nore than 35 percent of
its total combined voting power. The foundation's foundation
manager owned nore than 35 percent of the total conbined voting
power of the corporation. he foundation manager resigned 5
years prior to the exchange, and did not participate in

pl anning the exchange offer while in his capacity as foundation
manager .

Rational e:

X was a substantial contributor and disqualified person
to you. He left his interests in pi, P2, P3, P4, P5, P§, P7,
B8, and P9 to you. At the tinme of his death, X had a 37.5%
interest in Partnerships Pl, p2, p5, P7 and, P8, a 75% i nt erest
in p3 and p9, and a 46.25% interest in p6.

Therefore, since x owned in excess of 35%of P11, P2, B3,
ps, 6, P7, P8, and pg, we conclude that, duri nrq_ fx__'s life
ifie

tine,
P1, P2, P3, P5, P6, P7, pg, and pg were disqua d persons to
you.

_ Pursuant to section 4946(d) of the Code, siblings are not

i ncluded as "menbers of the famly." Further, since X’s two
sisters are not substantial contributors to you, nor foundation
managers they are not disqualified persons.
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Z has made no contributions to you and it appears that 2
wi Il not nake any contributions to you in the future. z has at
| east a 25% partnership interest In pi, P2, P3, P4, P5, P6, P7,
P8, and PS. Since Z is not a nmenber X‘s famly, within the
meani ng of section 4946ﬁd) of the Code, and is not a foundation
manager or a substantial contributeor to you, we conclude that 2z
is not a disqualified person to you. °

Section 501(c) (3) does not preclude you fromreceiving

Pa;tn.ership interests fromx that were owned by X during his
ifetine.

The next issue is whether p1, P2, P3, P4, B5, P6, P7, P8,
and Pg are business enterprises within the neani nc};] of section
4943(d2) (3) of the Code. You furnished a copy of the 1997 Form
1065 Partnership returns for p1, P2, P3, P4, P5, P6, P7, P8,
and ps. The Partnership returns for Ppi, P2, P3, P4, P5, P7 and
b8 reflect that these Partnerships only receive passive rental
Incone. However, the Partnership returns for Pé and B2 reflect
that these Partnerships receive income from trade and business
activities. peé receives both passive rental income, and incone
fromtrade and business activities. The passive income derived
constitutes |l ess than 95% of P6's gross inconme. BS only
receives | NCome from trade and business activities.

~Consequently, p1, p2, P3, P4, P5, P7 and P8 are not
"busi ness enterprises” wthin the neaning of section 4343 of
the Code and you are not precluded from holding these o
interests. However, Pé and pg are "business enterprises” within
t he meani ng of section 4943 of the Code. You have a 46.25%
interest in pg and a 75% interest in B9.

Since you will acquire your interests in pé, and B9 by
bequest, we conclude that pursuant to section 4943 (c) (6) of the
Code, these interests will be treated as held by a disqualified
person for 5-year periods fromthe dates you receive:the
Interests in these two partnerships.

Secondly, the next question concerns whether you wll have
debt financed incone. P2, pe and p7 have debt financed
property. Section 514(c) (2) (B) of the Code, provides, in
effect, that if property subject to amotgagei S acquired by
ei ther bequest or devise, " such ‘indebtedness is not treated as
acqui sition indebtedness during the 10-year period follow ng
the date of acquisition. Thus, you will not be treated as
havi ng debt financed income for this |o-year period.

_ ~Finally, the last question concerns whether, upon the
distribution of X’s estate to you by ¥, you wll engage in acts
of self-dealing with disqualified persons.
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In addition to receiving partnership interests in the 9
Partnerships, ¥ received X‘s creditor interest in nortgages (i)
and (ii), as shown below, and the liability of Bé in nortgage
(i), as shown bel ow

(i) A nortgage in the amount of approxi mately
$11,000x secured by property owned by P6. It is
represented that there is a current balance on this
nort gage of approximately $4,000x.

(1) A nortgage between pé and X by which X | oaned
$1,500~ to s in Novenber of y.

(ii“g A nortgage between ps and Z, by which 2z | oaned
$1, 000~ to ps in Novenber of y.

X was a disqualified person to you during his lifetinme. P&
was a disqualified person since X had over a 35% interest in
P6. X |l oaned noney to ks on which there are current bal ances
due. If X had transferred his creditor interests in these |oans
to you during his lifetinme, these loans would have constituted
extensions of credit by you to ps, a disqualified person, and
woul d have been acts of self-dealing within the neaning of
section 4941(d) (1) (B) of the Code and section 53.4941(d)-2(c)
of the regulations. However, the partnership interest in Bg is
no longer held by X, since x is deceased, and is presently held
by ¥, and will be held be you in the future. Therefore, we
conclude that, at the tmethe partnership interest in pg and
creditor interests in the two | oans between X and B6é are
distributed by ¥ to you, ps Wil not be a disqualified person
to ¥ou and any extensions of credit to P& would not be acts of

Egé dealing within the neaning of section 4941(d) (1) (B) of the
e.

paynents of the Novenber y |oan would not result in acts of
se

CDdf-dealing w thin the neaning of section 4941(d) (1) (B) of the
e.

Because z is not a disqualified person to you, BPé’'s

Accordingly, based upon the information submtted and the
representations nmade we rule that:

1. The receipt and continued ownership by you of the
partnership interests owed by X at his death and
distributed by ¥ to you will not jeopardize your
exenpt status as a tax-exenpt private foundation
under section s01(c) (3} of the Code.

2. Pursuant to the exception in section 514(c) (2(B))
of the Code, the nortgages encunbering the properties




13- 200011051

).9.9.:0.9.9.9.9.9.9.9.9.0.9.9.9.0.9.9.9.0.9.9.9.9.0.9.0.9.0.0.0.0.9.9.9.9.9.0.9 ¢

whi ch are owned by sonme of the partnerships will not
constitute "acquisition indebtedness" as defined in
section 514(c)(l) of the Code for the ten-year period
commencing on the date of the transfer of the
partnership interests to you.

3. The receipt and continue&ownership by you of the
partnership interests owed by x at his death and
distributed by ¥ to you will not constitute acts of
sel f-dealing between you and a disqualified person
under section 4941 of the Code.

4. Pursuant to section 4943(c) (e) of the Code, the
recei pt and continued ownership by you of the
Bartnersh!p interests in "business enterprises" owned
y X at his death and distributed by ¥ to you will

not constitute excess business holdings as defined in
section 4943 of the Code for the five-year periods
commencing on the dates of the transfer of the
partnership interests to you.

~This ruling does not Pur ort to rule under other
provi sions of Chapter 42 of the Code, or any other section of
the Internal Revenue Code.

This ruling letter is directed only to the organization
that requested it. Section 6110 of the Code provides that it
may not be used or cited as precedent. We are sending a copy of
this ruling letter to your key District Drector and to your
attorney.

sinqerely yours,
BIgnEd) Hebwi ¢ viw o ity s

Robert C. Har per _ _
Manager, Exenpt Organizations
echnical Goup 3




