TEMPORARY INTERMEDIATE
SANCTIONS REGULATIONS 

INTRODUCTION 

On January 10, 2001, the Internal Revenue Service (the "IRS") issued temporary regulations (the "Temporary Regulations") relating to the excise taxes on excess benefit transactions under Section 4958 of the Internal Revenue Code (the "Code").  Code Section 4958 was first enacted as part of the Taxpayer Bill of Rights 2 on July 30, 1996.  The law generally provides for the imposition of taxes on disqualified persons of certain tax-exempt organizations (Code Section 501(c)(3) and (c)(4) organizations) who benefit from excess benefit transactions with the tax-exempt organization.  In addition, the law imposes a tax on organization managers of the tax-exempt organization who participate in an excess benefit transaction knowingly, willfully and without reasonable cause.  Code Section 4958 taxes generally apply to excess benefit transactions occurring on or after September 14, 1995.  Proposed regulations under Code Section 4958 were issued on August 4, 1998 (the "Proposed Regulations"). 

The Temporary Regulations became effective and applicable on January 10, 2001 and will cease to apply on January 9, 2004.  Until then, the Temporary Regulations have the same force and effect as final regulations.  The three-year effective period of the Temporary Regulations notwithstanding, representatives of the IRS have stated that final regulations are expected to be published before the end of 2001. 

The Temporary Regulations set forth a number of clarifications and clarifying examples to concepts contained in the Proposed Regulations with few substantive additions and revisions.  Notably, the Temporary Regulations do not address revenue-sharing transactions, instead reserving a section for additional regulations to be published after the IRS has finished its review of the many comments received on the revenue-sharing provisions of the Proposed Regulations.   In the interim, according to the preamble of the Temporary Regulations (the "Preamble"), revenue-sharing transactions will be evaluated under the general rules defining excess benefit transactions.  Provisions related to revenue sharing that were revised or added in the Temporary Regulations include (i) a revision to the definition of "disqualified person," which now provides that facts and circumstances tending to show that a person has substantial influence over an organization include that the person's compensation is primarily based on revenues derived from activities of the organization that the person controls and (ii) an addition to the general provisions for reasonable compensation providing that the fact that a bonus or revenue-sharing arrangement is subject to a cap is a relevant factor in determining the reasonableness of compensation. 

The most notable clarifications or additions set forth in the Temporary Regulations, as discussed further below, are as follows: 

· Clarification of how a disqualified person "corrects" an excess benefit transaction 

· Clarification of how an applicable tax-exempt organization establishes an intent to treat an economic benefit provided to a disqualified person as consideration for the performance of services 

· Expansion of the safe harbor for organization managers who rely on the advice of professionals in participating in a transaction 

· Addition of a new safe harbor for organization managers who rely on the rebuttable presumption of reasonableness in participating in a transaction 

· Clarification of the definitions of "applicable tax-exempt organization" and "disqualified person" 

· Clarification of provisions for determining whether an excess benefit has occurred, including how benefits provided to a disqualified person by controlled entities or intermediaries of the applicable tax-exempt organization are treated 

· Addition of a provision that excepts fixed payments under initial contracts with individuals who become disqualified persons by virtue of the contract from the application of Code Section 4958 

· Clarification of certain provisions of the rebuttable presumption of reasonableness (with no significant changes to required procedures) 

· Clarification of the interplay between the intermediate sanctions and the other statutory and regulatory requirements of tax-exempt organizations 

EXPLANATION OF THE TEMPORARY REGULATIONS 

 Correction of Excess Benefit Transactions.  Code Section 4958 provides only a general statement that a disqualified person benefiting from an excess benefit transaction must correct the excess benefit within the taxable period to avoid the liability of the 200% excess tax by "undoing the excess benefit to the extent possible and taking any additional measures necessary to place the organization in a financial position not worse than that in which it would be if the disqualified person were dealing under the highest fiduciary standards."  The Proposed Regulations expanded minimally on correction by stating that the disqualified person may repay the organization an amount of money equal to the excess benefit plus any additional amount needed to compensate the organization for the loss of the use of the money or return property and take any steps necessary to make the organization whole.  Responding to numerous comments on the need for additional guidance on correction, the Temporary Regulations set forth specific requirements.  Generally, a disqualified person must correct an excess benefit by making a payment in cash or cash equivalents (excluding payment by a promissory note) of the "correction amount" (i.e., an amount equal to the sum of the excess benefit and interest at a rate that equals or exceeds the applicable federal rate ("AFR"), compounded annually, for the month in which the transaction occurred).  A disqualified person may return specific property transferred in an excess benefit transaction as a correction payment upon agreement of the applicable tax-exempt organization; however, in this setting, the disqualified person is treated as making a payment equal to the lesser of  (i) the fair market value of the property on the day of return or (ii) the fair market value of the property on the date the excess benefit occurred, and the disqualified person will be required to make an additional cash payment if this amount is not equivalent to the correction amount.  If the payment made by the disqualified person by the return of property exceeds the correction amount, the applicable tax-exempt organization may make a cash payment to the disqualified person equal to the difference.  Furthermore, the disqualified person may not participate in the applicable tax-exempt organization's decision of whether to accept the return of specific property.  The Temporary Regulations set forth examples illustrating the principles of correction. 

Clarification of Intent To Treat Economic Benefit as Consideration.  In general, an economic benefit provided to a disqualified person will not be treated as consideration for the performance of services unless the applicable tax-exempt organization clearly indicates its intent to treat the benefit as compensation when the benefit is paid.  Intent is shown by written substantiation that is contemporaneous with the transfer of the economic benefit at issue, including reporting of the benefit as compensation to the IRS by either the applicable tax-exempt organization or the disqualified person.  The Temporary Regulations clarify that this reporting may be done on an original federal tax information return with respect to the payment or on an amended federal tax information return filed prior to the commencement of an IRS examination of the applicable tax-exempt organization or the disqualified person for the taxable year in which the transaction occurred.  If there is no clear indication of intent for a taxable benefit, the value of those benefits will generally be considered an excess benefit regardless of whether the applicable tax-exempt organization argues that the total compensation package is reasonable.  The Temporary Regulations provide that an organization is not required to indicate its intent to provide nontaxable benefits (such as health benefits or contributions to qualified pension plans) as compensation; however, unless otherwise disregarded for the purposes of Code Section 4958 (as discussed below), these nontaxable benefits are taken into account in determining the reasonableness of a person's compensation.  As in the Proposed Regulations, the Temporary Regulations provide that an organization that fails to report an economic benefit as compensation will be treated as indicating its intent to provide the benefit as compensation if it can show reasonable cause for failing to report. 

Expansion of Proposed Safe Harbor for Organization Managers.  Organization managers who knowingly participate in excess benefit transactions are subject to the 10% excise tax on the excess benefit subject to a $10,000 cap.  The Proposed Regulations set forth a safe harbor under which an organization manager's participation in a transaction would not be considered "knowing" if the manager fully disclosed the facts of the transaction to legal counsel and then relied on the advice of such counsel, expressed in a written legal opinion, that the transaction was not an excess benefit transaction.  The Temporary Regulations expand and slightly modify this safe harbor to allow reliance on the advice of "appropriate professionals."  Under the Temporary Regulations, an organization manager's participation in a transaction is ordinarily not considered "knowing," even though the transaction is subsequently held to be an excess benefit transaction, to the extent that, after full disclosure of the factual situation to an appropriate professional, the organization manager relies on a reasoned written opinion of the professional with respect to the elements of the transaction within the professional's expertise.  Such appropriate professionals include legal counsel, certified public accountants and accounting firms with appropriate expertise and qualified independent valuation experts.  The professional relied upon must provide a reasoned written opinion that addresses itself to the facts and applicable standards and cannot simply recite the facts and express a conclusion. 

Addition of New Safe Harbor for Organization Managers.  Under a new safe harbor set forth in the Temporary Regulations, an organization manager's participation in a transaction will ordinarily not be considered "knowing," even if the transaction is subsequently held to be an excess benefit transaction, if the manager relies on the fact that the requirements for obtaining the rebuttable presumption of reasonableness are met for the transaction. 

Clarification of Definitions.  The Temporary Regulations clarify a number of definitions.  With regard to applicable tax-exempt organizations, which include organizations exempt under Section 501(c)(3) and 501(c)(4) of the Code that are not private foundations, the Temporary Regulations clarify that governmental entities that are exempt from (or not subject to) taxation without regard to Section 501(a) of the Code are not applicable tax-exempt organizations for the purposes of intermediate sanctions.  With regard to disqualified persons, Code Section 4958 defines such persons as, with respect to any transaction, (i) any person who was at any time during the five-year period ending on the date of the transaction in a position to exercise substantial influence over the affairs of the organization, (ii) a member of the family of any individual with substantial influence as described above and (iii) 35%-controlled entities.  The Proposed Regulations expanded on the individuals considered to have substantial influence by listing certain individuals deemed to have, or not have, substantial influence and enumerating certain facts and circumstances that governed in other cases.  The Proposed Regulations listed those individuals deemed to have substantial influence by position or title.  However, the Temporary Regulations clarify that those individuals deemed to have substantial influence are to be defined by their actual powers and responsibilities and not by title or formal position.  The Preamble sets forth an example, stating that it is possible that a person with the title of "president" could be treated as not having substantial influence if it is shown that, in fact, the person does not have ultimate responsibility for implementing the decisions of the governing body of the organization or for supervising the management, administration and operation of the organization.  In defining "disqualified persons" in the Temporary Regulations, the IRS declined to adopt any special rules for applying the standards of Code Section 4958 to the donors and advisors of donor-advised funds (i.e., segregated funds maintained for the specific purpose of allowing certain persons to provide ongoing advice regarding the organization's use of amounts contributed by a particular donor) who receive distributions from the fund. 

The Temporary Regulations set forth the following two examples of disqualified persons in the health care setting (the examples were also set forth in the Proposed Regulations but have been revised): 

Example 10.  U is a large acute-care hospital that is an applicable tax-exempt organization for purposes of section 4958.  U employs X as a radiologist.  X gives instructions to staff with respect to the radiology work X conducts, but X does not supervise other U employees or manage any substantial part of U's operations.  X's compensation is primarily in the form of a fixed salary.  In addition, X is eligible to receive an incentive award based on revenues of the radiology department.  X's compensation is greater than the amount referenced for a highly compensated employee in section 414(q)(1)(B)(i) in the year benefits are provided.  X is not related to any other disqualified person of U.  X does not serve on U's governing body or as an officer of U.  Although U participates in a provider-sponsored organization, X does not have a material financial interest in that organization.  X does not receive compensation primarily based on revenues derived from activities of U that X controls.  X does not participate in any management decisions affecting either U as a whole or a discrete segment of U that represents a substantial portion of its activities, assets, income or expenses.  Under these facts and circumstances, X does not have substantial influence over the affairs of U, and therefore X is not a disqualified person with respect to U. 

Example 11.  W is a cardiologist and head of the cardiology department of the same hospital U described in Example 10.  The cardiology department is a major source of patients admitted to U and consequently represents a substantial portion of U's income, as compared to U as a whole.  W does not serve on U's governing board or as an officer of U.  W does not have a material financial interest in the provider-sponsored organization (as defined in section 1855(e) of the Social Security Act) in which U participates. W receives a salary and retirement and welfare benefits fixed by a three-year renewable employment contract with U.  W's compensation is greater than the amount referenced for a highly compensated employee in section 414(q)(1)(B)(i) in the year benefits are provided.  As department head, W manages the cardiology department and has authority to allocate the budget for that department, which includes authority to distribute incentive bonuses among cardiologists according to criteria that W has authority to set.  W's management of a discrete segment of U that represents a substantial portion of its income and activities (as compared to U as a whole) places W in a position to exercise substantial influence over the affairs of U.  Under these facts and circumstances, W is a disqualified person with respect to U. 

Clarification of Excess Benefit Transactions.  The Temporary Regulations made a number of changes and clarifications to the provisions that define "excess benefit transaction," two of which are discussed herein.  First, the Temporary Regulations provide that an excess benefit transaction is any transaction in which an economic benefit is provided by an applicable tax-exempt organization directly or indirectly to or for the use of any disqualified person and the value of the economic benefit provided exceeds the value of the consideration received for providing the benefit.  In determining whether an excess benefit transaction has occurred, all consideration and benefits, except for those disregarded for intermediate sanctions purposes,1 exchanged between a disqualified person and the applicable tax-exempt organization and all entities the organization controls are taken into account.  The Temporary Regulations clarify the concept of providing a benefit indirectly.  An applicable tax-exempt organization may provide an excess benefit indirectly to a disqualified person either through a controlled entity or through an intermediary.  An applicable tax-exempt organization controls another entity if (i) the applicable tax-exempt organization owns (by vote or value) more than 50% of the stock in a stock corporation, (ii) the applicable tax-exempt organization owns more than 50% of the profit interests or capital interests of a partnership, (iii) at least 50% of the directors or trustees of a nonstock organization are either representatives of the applicable tax-exempt organization (trustees, directors, agents, employees, etc.) or are directly or indirectly controlled by the applicable tax-exempt organization, or (iv) the applicable tax-exempt organization owns more than 50% of the beneficial interest in any other entity.  An applicable tax-exempt organization may also provide an excess benefit indirectly through an intermediary (i.e., any person or entity who participates in a transaction with a disqualified person of an applicable tax-exempt organization) if the applicable tax-exempt organization provides an economic benefit to the intermediary and, in connection with the receipt of the benefit by the intermediary, there is evidence of either (a) an oral or written agreement that the intermediary will provide a benefit to, or for the use of, the disqualified person or (b) the intermediary provides benefits to, or for the use of, the disqualified person without a significant business or exempt purpose on the part of the intermediary.  The Temporary Regulations set forth a number of examples to illustrate the provision of indirect benefits. 

Second, the Temporary Regulations clarify the treatment of insurance premiums and reimbursements for excise tax liability provided by the applicable tax-exempt organization to the disqualified person.  The Temporary Regulations provide that, unless excludable from income as a de minimis fringe benefit under Code Section 132, the payment of liability insurance premiums for, or the payment or reimbursement by, the applicable tax-exempt organization of any (i) penalty, tax or expense of correction owed under Code Section 4958, (ii) any expense not reasonably incurred by the disqualified person in connection with a civil judicial or administrative proceeding arising out of the disqualified person's services on behalf of the applicable tax-exempt organization or (iii) any expense resulting from acts or omissions of the disqualified person that were willful and without reasonable cause will be included as compensation to the disqualified person for purposes of determining reasonableness. 

Addition of the Initial Contract Exception.  In recognition of the United States Court of Appeals for the Seventh Circuit holding in United Cancer Council, Inc. v. Commissioner of Internal Revenue,2 the Temporary Regulations provide a new exception to the application of Code Section 4958 for initial contracts between an applicable tax-exempt organization and persons having no prior relationship with the organization.  The initial contract exception provides that Code Section 4958 does not apply to fixed payments 3 made pursuant to a binding written contract between an applicable tax-exempt organization and a person who was not a disqualified person immediately prior to entering into the contract.  Non-fixed payments provided under an initial contract will be evaluated pursuant to Code Section 4958 to determine whether the payments constitute an excess benefit transaction. 

The Rebuttable Presumption of Reasonableness.  The Temporary Regulations primarily clarify and expand on the rebuttable presumption of reasonableness first set forth in the Proposed Regulations.  Under the Temporary Regulations, the rebuttable presumption of reasonableness for transactions between applicable tax-exempt organizations and disqualified persons continues to require three basic procedures, which are (i) the compensation arrangement or terms of a property transfer must be approved in advance by an authorized body of the applicable tax-exempt organization composed entirely of individuals who do not have a conflict of interest with regard to the arrangement or transfer, (ii) the authorized body must obtain and rely upon appropriate data as to comparability prior to making its determination on the arrangement or transfer and (iii) the authorized body must adequately document the basis for its determination concurrently with making the determination.  Once established, the IRS may rebut the presumption only if it develops sufficient contrary evidence to rebut the probative value of the comparability data relied upon by the authorized body.  The Temporary Regulations clarify certain aspects of the rebuttable presumption, including when the presumption can arise for fixed and non-fixed payments, what type of comparability data is appropriate for property transfers and how entities controlled by applicable tax-exempt organizations that are not themselves applicable tax-exempt organizations may achieve the presumption.  In the Temporary Regulations, the IRS declined to revise the rebuttable presumption to provide a mechanism for an applicable tax-exempt organization to satisfy the requirements for the presumption with respect to large groups of employees and continues to require that the requirement be satisfied on an individual transaction basis.  In a publication discussing the Temporary Regulations, a representative of the IRS stated that where an applicable tax-exempt organization cannot meet each requirement of the rebuttable presumption, the organization should try to implement as many steps as possible, in whole or in part, in order to substantiate the reasonableness of the benefits provided in a timely and thorough manner.  If the presumption cannot be achieved, a facts-and-circumstances approach will be used to determine the reasonableness of a transaction. 

Clarification of the Interplay on Intermediate Sanctions With Revocation.  In the Temporary Regulations, the IRS makes clear that the imposition of intermediate sanctions does not foreclose revocation of the tax-exempt status of the applicable tax-exempt organization in applicable cases.  The Temporary Regulations state that Code Section 4958 does not affect the substantive requirements for tax exemption under Code Sections 501(c)(3) and (c)(4).  Thus, regardless of whether a transaction is subject to excise taxes under Code Section 4958, the transaction may implicate other rules, including the limitation on private benefit.  As an example, the Temporary Regulations note that a transaction may not be subject to intermediate sanctions because it falls within the initial contract exception, but the transaction may nonetheless jeopardize an organization's tax-exempt status. 

CONCLUSION 

While the Temporary Regulations provide a number of helpful clarifications, revisions and additions, many in the health care field were disappointed by the absence of revenue-sharing provisions that would provide guidance in areas such as physician compensation.  According to the Preamble, any such provisions will be issued first in proposed form and will become effective only after published in final form.  While this allows additional public input on such transactions, it is also delays firm guidance in this area.  For additional information regarding the matters discussed in this memorandum, contact Christopher D. Phillips (chris.phillips@kutakrock.com) or Debra Fiala (debra.fiala@kutakrock.com) at (402) 346-6000. 

Footnotes:
1.  The Temporary Regulations contain some revisions to the enumerated list of disregarded benefits in the Proposed Regulations.  Under the Temporary Regulations, benefits disregarded for intermediate sanctions purposes include: (i) nontaxable fringe benefits (i.e., those fringe benefits excluded from income under Code Section 132 except certain liability insurance premiums, payment or reimbursement), (ii) benefits provided to volunteers of the organization if the benefit is provided to the general public in exchange for a membership fee or contribution of $75 or less per year, (iii) a benefit provided to a member of an organization solely on account of the payment of a membership fee or to a donor solely on account of a deductible contribution under certain conditions, (iv) benefits provided to a person solely as a member of the charitable class the applicable tax-exempt organization serves and (v) any transfer of a benefit to, or for the use of, a governmental unit if the transfer is for exclusively public purposes. 
2.  In United Cancer Council, 165 F.3d 1173 (7th Cir. 1999), the Court of Appeals held that Code Section 501(c)(3) prohibited inurement cannot result from a contractual relationship negotiated at arm's length with a party having no prior relationship with the tax-exempt organization, regardless of the relative bargaining strength of the two parties or the control over the tax-exempt organization by the other party resulting from the contract.  The Preamble notes that United Cancer Council involved transactions that occurred prior to the effective date of Code Section 4958 and involved interpretations of the general requirements for tax-exempt status and not questions related to the existence of an excess benefit transaction.  Nevertheless, according to the Preamble, commentators to the Proposed Regulations referenced the decision and requested that the intermediate sanctions regulations be modified to provide that Code Section 4958 excise taxes will not be imposed on initial contracts.  The IRS accepted the requests and included the initial contract exception in the Temporary Regulations. 

3.  Fixed payments are defined as an amount of cash or other property specified in the contract or determined by a fixed formula specified in the contract, which is to be paid in exchange for specified services or property.  This may include a fixed formula that incorporates an amount that depends upon future specified events or contingencies (including the amount of revenues generated by one or more activities of the applicable tax-exempt organization), provided no discretion is involved in calculating the amount of the payment or deciding whether the payment is to be made.  Fixed payments do not include any amount paid to a person under a reimbursement arrangement where discretion is exercised with respect to the amount of expenses incurred or reimbursed.
