Intermediate Sanctions:  Application of the New Proposed Regulations to 501(C)(3) Organizations 

INTRODUCTION 

In response to perceived abuses of the tax-exempt status of charitable organizations, Congress, as part of the Taxpayer Bill of Rights 2, added § 4958 to the Internal Revenue Code ("I.R.C." or the "Code") on July 30, 1996.1  To curb these abuses without compromising the significant social contributions tax-exempt entities provide, the statute arms the Internal Revenue Service (the "IRS") with intermediate sanctions in the form of excise taxes directly applicable to individuals and private entities engaging in self-dealing or otherwise excessively beneficial transactions with certain organizations.  The statute ultimately seeks to enforce the proscription of "private inurement" in § 501(c)(3) without resorting to revocation of tax-exempt status in all cases.  The Proposed Treasury Regulations (the "Regulations") released on July 30, 19982 provide some useful interpretation and examples of the key definitions employed in the statute. 

STATUTORY OVERVIEW 

The statute imposes a two-tier penalty system on "disqualified persons" receiving excessive benefits pursuant to transactions with entities exempt from taxation under § 501(c)(3) or (c)(4).3  An excess benefit transaction essentially is unreasonable compensation or some other nonfairmarketvalue transaction in which a disqualified individual receives the benefit of the excess value.4  Further, organization "managers" participating in such a transaction may also face a tax penalty.  Section 4958(a)(1) imposes a 25% excise tax on the excess benefit any disqualified individual receives directly (or indirectly through affiliated exempt and nonexempt entities) from a tax-exempt organization.  If the excess benefit transaction is not corrected during the statutorily prescribed period, a second tax of 200% of the excess benefit may be levied against the individual.5   Organization managers who knowingly participate in such a transaction may also face a tax of 10% of the excess benefit provided to a disqualified individual up to a limit of $10,000 per transaction.6   These excise taxes are intended to be the sole sanctions under the Code applicable to the transaction and the organization (and its affiliates) involved unless the subject excess benefit is so significant as to indicate that the entity is no longer operating as an exempt organization and the revocation of tax-exempt status is warranted.7 
THE PROPOSED REGULATIONS 

Disqualified Individuals 

Under § 4958(f)(1), a disqualified person is any person, including an organization or entity, who was in a position to exercise substantial influence over the affairs of the organization at any time during a five-year period ending with the subject excess benefit transaction.  This class of persons may be analogized to "insiders" covered by the prescription of private inurement under § 501(c)(3).8  Although the Regulations do provide significant guidance, facts and circumstances often will determine whether an individual is disqualified, necessarily restricting prospective analysis in some cases.  However, there are some per se categories of persons disqualified and not disqualified under the Regulations.9 

	Disqualified Persons
	Non-Disqualified Persons

	· Voting members of the governing body of the organization 
	· Other 501(c)(3) organizations 

	· A person holding the power and responsibilities of president, CEO, COO, CFO or treasurer 
	· Employees not otherwise deemed disqualified under the regulations and not substantial contributors who receive compensation less than the statutory amount for highly compensated individuals (currently $80,000) 10 

	· A person with a material financial interest in a provider-sponsored organization in which a hospital subject to due sanctions participates 
	

	· A family member of a disqualified person11 
	 

	· Any entity subject to 35% or greater control by a disqualified person or that person's family 
	 


Facts-and-Circumstances Test 

The Regulations apply a facts-and-circumstances test to individuals not defined as disqualified persons under the statute and not exempted under the exceptions for nondisqualified persons.12  The test is intended to encompass those persons capable of exercising substantial influence over the affairs of the organization.  Factors tending to indicate substantial influence include (but are not limited to) whether the person (1) is a founder of the organization, (2) qualifies as a substantial contributor, (3) receives compensation based on revenues from organization activities over which that person controls, (4) has managerial authority or authority to control or determine significant portions of the organization's budget or expenditures, (5) serves as a key advisor to a person with managerial authority, or (6) owns a controlling interest in a corporation, partnership or trust that is a disqualified person. 13 

The Regulations also include factors indicating no substantial influence exists.  Facts and circumstances tending to show an absence of substantial influence include (1) a person taking a vow of poverty on behalf of a religious organization, (2) a person such as an accountant, attorney or financial advisor with independent contractor status providing services for which he or she receives fees and no other possible economic benefits, and (3) any preferential treatment extended to a benefactor that is provided to all benefactors making compatible contributions.  Accompanying the substantial influence factors are ten examples of transactions highlighting the application of the facts and circumstances test.14  Two such examples apply specifically to health care organizations. 

The first example involves a radiologist employed by a large, acute care hospital.  The radiologist has no managerial authority over any hospital departments and does not act as a supervisor for other hospital employees, other than giving instructions to hospital staff with regard to the radiology work she performs.  The radiologist's compensation is greater than the amount of compensation for highly compensated employees under the intermediate sanctions legislation.  The radiologist is not related to a disqualified person, is not an officer of the hospital, is not a member of the hospital's governing body, was not a founder of the hospital and is not a substantial contributor to the hospital.  The radiologist does not have a material financial interest in the hospital's provider-sponsored organization.  The radiologist does not receive revenue-based compensation based on the work she conducts and has no authority to set the hospital's budget, capital expenditures or employee compensation.  Under these facts and circumstances, the proposed regulations indicate that the radiologist is not a disqualified person with respect to any transactions between the radiologist and the hospital.  

The second example involves a cardiologist that is head of the same hospital's cardiology department.  The cardiologist is not an officer of the hospital and is not a member of the hospital's board of directors.  The cardiologist does have a material financial interest in the hospital's provider-sponsored organization.  The cardiologist receives compensation under a three-year renewable employment contract with the hospital that exceeds the amount for a highly compensated employee under the intermediate sanctions legislation.  The cardiologist has managerial authority for the hospital's cardiology department, which is a principal source of patients and revenue for the hospital.  The cardiologist sets the cardiology department's budget and distributes incentive bonuses to the cardiologists based on standards he sets.  The bonus pool funds constitute a portion of the revenues of the cardiology department.  Because of the cardiologist's role with regard to the hospital's cardiology department, the proposed regulations indicate the cardiologist is a disqualified person with respect to transactions between the cardiologist and the hospital due to his ability to exercise substantial influence over the hospital's affairs. 

Revenue Sharing Prohibitions 

The definition of excess benefit transactions includes certain revenue sharing arrangements.  The Regulations indicate that all relevant facts and circumstances will be considered when determining whether a contingent compensation agreement constitutes an excess benefit transaction.15   Of particular relevance is the overall value of the benefit provided and the quality and quantity of services provided in exchange, as well as the ability of the compensated individual to control the revenueproducing activities of the organization upon which compensation is based.  Further, the structure of a revenue sharing plan itself may violate the inurement proscription contemplated by the statute and Regulations.16  A structurally flawed arrangement compensates a disqualified person without providing proportional benefits to nondisqualified persons that contribute to the accomplishment by the organization of its taxexempt purpose.  This provision is analogous to the concept of per se private inurement.  Thus, a revenue sharing arrangement reasonably entered into by an exempt organization could later be deemed an excess benefit transaction if the resulting compensation is unpredictably large.17 

Under the Regulations, intermediate sanctions will be imposed only upon that portion of a revenue sharing arrangement that exceeds the fair market value of the services rendered by the disqualified person.  Once the final regulations are published (in which further guidance with respect to revenue sharing is expected), however, the excess benefit of an improper revenue sharing arrangement will be construed to be the entire economic benefit provided to a disqualified person.  Due to the threat of this significant tax liability and the present lack of prospective guidance with respect to contingent compensation, these arrangements should be a chief cause of concern both presently and in the future and should be subject to careful scrutiny.  There are several ways to effect reasonably reliable compliance with respect to such compensation which include meeting the rebuttable presumption of reasonableness test under the Regulations, as well as capping total compensation in a revenue sharing agreement to an amount supported and documented by market comparability data. 

Reasonableness 

The Regulations require that all transactions take place at fair market value.  Compensation paid to disqualified persons must be reasonable to qualify as a fair market value exchange.18   The standard of reasonableness applicable to a compensation arrangement requires that such compensation be an amount normally paid "for like services by like enterprises under like circumstances."19  Compensation includes insurance premium payments, cost and expenses not covered by insurance and paid for by the exempt organization, payments from affiliates of the organization, deferred compensation, and all other economic benefits.20  Reasonableness of the compensation will be determined on the date of execution of the employment contract unless the contract includes compensation (such as revenue sharing and performance bonuses) that cannot be determined until the employee receives payment.21  Contracts incapable of determination at the execution date will be subject to a facts and circumstances determination which will include all relevant factors up to the date of payment. 

The compensating organization must demonstrate by clear and convincing evidence that all economic benefits provided to an individual are intended to be compensation.22  This burden of proof generally may be met by either the organization or the compensated individual reporting the payment as compensation on their respective federal tax forms.23  If payments are not reported as compensation, the services provided by a disqualified person will not be deemed consideration for the benefit provided, thereby classifying such amounts as excess benefits subject to intermediate sanctions. 

Rebuttable Presumption of Reasonableness 

The Regulations provide a rebuttable presumption of reasonableness for compensation arrangements and other transactions for tax-exempt organizations that follow certain procedures.  An exempt organization must comply with three requirements to benefit from the presumption:  (1) approval of the transaction  or compensation arrangement must be made by disinterested members of the governing board or appropriate committee thereof; (2) the determination of fair market value or reasonableness must be based upon appropriate comparability data; and (3) the determination must be concurrently and properly documented.24 

With regard to the first requirement of the rebuttable presumption, a disinterested member of the governing body is one who does not have a conflict of interest with respect to the arrangement or transaction.  The Regulations state that a member of a governing body does not have a conflict of interest with respect to a compensation arrangement if the member: a) is not the disqualified person and is not related to any disqualified person participating in or economically benefiting from the compensation arrangement (i.e., not a spouse, brother or sister, spouse of brother or sister, ancestor, child, grandchild, great grandchild, or spouse of child, grandchild or great grandchild); b) is not in an employment relationship subject to the direction or control of any disqualified person participating in or economically benefiting from the compensation relationship; c) is not receiving compensation or other payments subject to approval by any disqualified person participating in or economically benefiting for the compensation arrangement; d) has no material financial interest affected by the compensation arrangement; and e) does not approve a transaction providing economic benefits to any disqualified person participating in the compensation arrangement who in turn has approved or will approve a transaction providing economic benefits to the member.25 

The Regulations do allow a member of the board of directors who has a conflict of interest with a transaction or compensation arrangement to recuse himself or herself.  Such a director may meet with the other members of the board only to answer questions, but then must recuse himself or herself from the meeting and leave the room during the debate and voting on the transaction or compensation arrangement.26  Furthermore, a transaction or compensation arrangement may be approved by a committee of the board of directors and receive the rebuttable presumption if allowed under state law and if the committee follows the procedures for the rebuttable presumption.27  If state law allows, a committee of the board may be composed of persons who are not members of the board of directors.  However, any members of a committee of the board who are not members of the board of directors will be deemed to be organization managers for the purposes of the excise taxes under the intermediate sanctions if the organization is invoking the rebuttable presumption based on the actions of the committee.28  If under state law or the governing documents of an organization, a committee's decision must be ratified by the full board of directors to become effective, then an arrangement or transaction has not been approved by a committee of the board of directors as required for the rebuttable presumption.29 

With regard to the second requirement of the rebuttable presumption, a governing body has appropriate data as to comparability if, given the knowledge and expertise of its members, it has information sufficient to determine whether, under the standards of the Regulations, a compensation arrangement would result in the payment of reasonable compensation.30  Appropriate comparability data includes compensation figures for like individuals in similarly situated exempt and nonexempt organizations, independent compensation surveys, the availability of the services rendered in the geographic area of the organization, written offers for the services of the disqualified person from competing organizations, and independent appraisals of the value of property to be bought or sold by the organization.31   The Regulations contain a special rule for small organizations in determining compensation.  If an organization has annual gross receipts of less than $1,000,000,32 the board of directors or committee will be considered to have appropriate data as to comparability if it has data on compensation paid by five comparable organizations in the same or similar communities for similar services.33 

Proper documentation should, at a minimum, contain the date of approval of the transaction, its terms, the members present during the approval and their votes therein, the actions taken with respect to interested members of the decision-making body, and the comparability data used in making the determination.  Such documentation must be concurrent with the decision and therefore must be prepared by the next meeting of the board or governing body following the meeting at which a subject transaction was approved.  Additionally, any deviations from a determined reasonable compensation level or fair market value of property in an exchange must also be documented, including the basis for the decision. 

Correction and Abatement 

An organization approving an excess benefit transaction may effect an abatement of the firsttier tax of 25% imposed upon a disqualified person if the disqualified party undoes the transaction to the extent possible and takes such other steps to ensure that the organization is in a financial position not worse than that which the organization would have been in had the transaction not taken place.34  The Regulations require that the disqualified individual also pay the organization any additional amount necessary to compensate the organization for losses due to unavailability of the money or property during the time between the date on which the excess benefit transaction occurred and the correction.  This correction must take place within the appropriate "taxable period," defined as the period between the date on which the excess benefit transaction took place and the earlier of the date of the mailing of a deficiency notice with respect to payment of the firsttier tax or the date the firsttier tax is assessed.  A failure to make the correction will result in the imposition of the secondtier tax against the disqualified person in the amount of 200% of the value of the excess benefit provided.35 

Sanctions Applicable to Organization Managers 

The Code seeks to deter excess benefit transactions by imposing a 10% tax not to exceed $10,000 on organization managers who knowingly participate in such transactions.36  If more than one organizational manager knowingly participates in an excess benefit transaction, the organizational managers will be jointly and severally liable for the tax; however, the organizational managers will only be liable for an aggregate maximum tax of $10,000 for any one excess benefit transaction. 37   If such participation is "not willful" and is "due to reasonable cause," the tax will not be imposed.  The Regulations broadly define managers as officers, directors or trustees; those persons having responsibilities and authority similar to such officers, directors or trustees; and any individual on a governing board or committee thereof invoking the rebuttable presumption of reasonableness.  Willful participation is "voluntary, conscious, and intentional" action, but willfulness does not have to involve an intention to evade the law or avoid taxation. Reasonable cause requires managers to act with "ordinary business care and prudence."38  The Regulations also proffer managers a safe harbor if, in making their determination with respect to an excess benefit transaction, they rely upon the advice of counsel in the form of a written, reasoned legal opinion addressing itself to the "facts and applicable law" and not merely providing a conclusion based upon restated facts.39 

Effective Date 

The Regulations are applicable to any transactions taking place on or after September 14, 1995.  Note, however, that if an existing contract executed prior to the effective date is materially modified or subject to termination by the organization after the effective date, then the Regulations will apply to such contract as if it were newly executed on the date of modification or renewal. 

IRS MEMORANDA REGARDING SECTION 4958 

The IRS has issued several memoranda regarding the enforcement of § 4958 that establish a requirement that all field offices investigating any case for which intermediate sanctions may be appropriate contact the national headquarters in Washington D.C. for technical assistance.  In these memoranda, the IRS stated that district offices should request technical advice for all cases in which (i) a tax under the intermediate sanctions legislation is being proposed; (ii) an adverse action under an inurement proscription is being proposed; (iii) a closing agreement may be utilized to resolve concerns involving an excess benefit transaction or (iv) a closing agreement may be utilized to resolve inurement concerns with regard to a transaction.40  The IRS further required that a separate technical advice request be submitted for each disqualified person and exempt organization involved in an excess benefit transaction. 

The IRS also explained that each exempt organization and disqualified person being investigated would have an opportunity to submit information to the IRS, including a written statement of facts, any applicable law and arguments with respect to the transaction in question.  This information would then accompany a field office's request for technical advice.  In addition, all parties involved in the potential excess benefit transaction would be invited to participate in a pre-submission conference to discuss the matter with the IRS.41   Following the conference and any additional submissions, the IRS stated that it would then finalize its decision and issue a separate technical advice memorandum for each disqualified person or exempt organization involved in the transaction.  These requirements set forth in the IRS memoranda will have the effect of permitting the national headquarters to set uniform precedent in applying the intermediate sanctions legislation, particularly until final regulations are released.  

CONCLUSION 

The Regulations offer further guidance on whether individuals will be deemed to be disqualified persons, but do not definitely set forth the categories of individuals that will be disqualified persons due to the IRS' reliance on the facts-and-circumstances test.  Important to effecting compliance and developing a compliance strategy will be careful review of existing employment contracts and compensation policies while paying particular attention to contingent compensation arrangements.  Although the Regulations are merely proposals, Treasury indicates that they may be relied upon for guidance pending the promulgation of final rules, and, notwithstanding the intention that the Regulations apply prospectively, they may presently (or prior to publication of the final rules) affect employment contracts executed prior to the effective date of the statute. 
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