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Guarding against misuse of
charitable assets by officers,
directors, and other “insid-

ers” has long been regarded as
fundamental to maintaining public
confidence in the charitable sector.
Accordingly, section 501(c)(3)
prohibits payment of excessive
compensation, “sweetheart” con-
tracts, and other “private inurement”
of charitable assets for the benefit of
those in control of the organization.
However, until 1996, the only
sanction available to the IRS to
enforce this ban on private inure-
ment for charities other than private
foundations was revocation of the
charity’s tax exemption; the IRS had
no authority to penalize the insider
who had misused his or her position
in a public charity for private gain.

To remedy this serious weakness
in federal law, Congress—with
broad support from the charitable
sector—in 1996 enacted the inter-
mediate sanctions rules (so called
because they provide for targeted
sanctions short of revoking a
charity’s exemption). These rules are
codified in section 4958 of the
Internal Revenue Code (the
“Code”). The IRS and the Treasury
Department issued proposed regula-
tions under section 4958 on July 30,
1998, and temporary regulations on
January 10, 2001. Final regulations
were issued on January 22, 2002.

introduction

As discussed below, the final
regulations define the key terms
used in the statute and provide
extensive guidance on when sanc-
tions will be imposed on a “disquali-
fied person” or “organization man-
ager” who engages in an “excess
benefit transaction” with an “appli-
cable tax-exempt organization.”
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Disqualified Persons.�In
most cases, the section
4958 taxes will fall on the

insider, known as the “disqualified
person,” involved in the transaction.
Further, only transactions between
covered organizations and their
disqualified persons will constitute
“excess benefit transactions” subject
to intermediate sanctions. Thus, the
first key determination for any
covered organization is to identify
its disqualified persons.

The statute provides that a
disqualified person is someone who,
at any time during the five years
prior to the transaction in question,
was “in a position to exercise sub-
stantial influence over the affairs of
the organization.” A disqualified
person’s family members, and any
entity in which a disqualified person
and/or his or her family members
own in the aggregate, more than a
35 percent interest, also are disquali-
fied persons.

The regulations divide the
relevant universe of individuals into
three categories: those who are
deemed to have substantial influence
over an organization and are auto-
matically considered disqualified
persons, those who are deemed to
lack sufficient influence over an
organization and are automatically
considered not disqualified persons,
and those whose status as disquali-

fied persons depends on a “facts and
circumstances” test evaluating their
degree of influence over the organi-
zation.

Those who automatically are
disqualified persons due to the
substantial influence inherent in
their relationship with the exempt
organization include all voting
members of an organization’s board;
the president; the chief executive,
chief operating, and chief financial
officers; and the treasurer. Any
person with a “material financial
interest” in a provider-sponsored
organization in which a tax-exempt
hospital participates, such as a
physician-hospital organization or
preferred provider network, also is
automatically a disqualified person.

All individuals deriving an
annual economic benefit from the
organization of less than the amount
sufficient to cause someone to be a
“highly compensated employee”—
for 2002, $90,000—are automati-
cally not disqualified persons, unless
their position or that of a family
member makes them an automatic
disqualified person or they are
considered a “substantial contribu-
tor.” Other section 501(c)(3) organi-
zations also are automatically not
disqualified persons. Section
501(c)(4) (social welfare) organiza-
tions are automatically not disquali-
fied persons, but only with respect

executive summary
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to section 501(c)(4) organizations
subject to intermediate sanctions.
Section 501(c)(4) organizations can
be disqualified persons with respect
to section 501(c)(3) organizations.

For everyone else connected
with a covered organization, the
determination of a disqualified
person’s status is made under a “facts
and circumstances” test. The regula-
tions indicate that the following
circumstances tend to show that a
person has substantial influence over
an organization: (1) the person is a
founder of the organization; (2) the
person is a substantial contributor to
the organization; (3) the person
receives compensation based on
revenues from activities that the
person controls; (4) the person has
or shares the authority to control a
“significant portion” of the capital
expenditures, operating budget, or
compensation of employees of the
organization; (5) the person man-
ages a discrete segment or activity of
the organization that represents a
substantial portion of the
organization’s overall activities; (6)
the person owns a controlling
interest in a corporation that is a
disqualified person; or (7) the
person is a non-stock organization
controlled, directly or indirectly, by
one or more disqualified persons.

The following facts and circum-
stances tend to show that a person
lacks substantial influence over an
organization and therefore is not a
disqualified person: (1) the person

has taken a vow of poverty as an
employee or agent of a religious
organization; (2) with respect to the
transaction in question, the person
acts as an independent contractor,
such as an attorney or accountant;
(3) the direct supervisor of the
individual is not a disqualified
person; (4) the person does not
participate in any management
decisions affecting the organization
as a whole, or a discrete segment or
activity of the organization that
represents a substantial portion of
the organization’s overall activities,
assets, income, or expenses; or (6)
any preferential treatment a person
receives based on the size of the
person’s contribution is also offered
to all other donors making a compa-
rable contribution as part of a
solicitation intended to attract a
substantial number of contributors.

Limited Exceptions for Payments
Made Under an Initial Contract/
“First Bite Rule.”�A person negoti-
ating an initial contract or compen-
sation package may be considered a
disqualified person. Thus, a newly
hired CEO or CFO is a disqualified
person for purposes of examining
his or her original compensation
arrangement with a covered organi-
zation. However, section 4958 does
not apply to any “fixed payment”
made to a disqualified person
pursuant to an initial contract. A
“fixed payment” is defined as an
amount of cash or property expressly
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specified in the contract, or deter-
mined by a specified fixed formula.
The formula used may depend on
future contingencies or specified
events, provided that no person
exercises discretion in authorizing a
payment or determining its amount.
A “fixed payment” does not include
reimbursements of expenses where
discretion may be exercised on the
amount of expenses incurred or
reimbursed.

Excess Benefit Transactions Based
on Fair Market Value. The statute
defines an excess benefit transaction
as “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 if the
value of the economic benefit
provided exceeds the value of the
consideration (including the perfor-
mance of services) received for
providing the benefit.” Thus, excess
benefit transactions include both
compensation arrangements and
business transactions with disquali-
fied persons (such as sales of prop-
erty or joint investment transac-
tions).

For purposes of determining
whether the total benefits received
by a disqualified person exceed the
consideration provided in return,
the regulations disregard the follow-
ing types of benefits: (1) any eco-
nomic benefit that is excluded from
income as a working condition

fringe benefit under section 132,
including payments, reimburse-
ments, and insurance premiums for
expenses incurred in the course of a
civil suit arising out of a disqualified
person’s performance of services to
the organization, unless such ex-
penses are not reasonably incurred;
(2) expense reimbursements made
pursuant to “accountable plans”
meeting the requirements of section
1.62-2(c); (3) economic benefits
provided to volunteers or members
in exchange for an annual contribu-
tion or membership fee of $75 or
less; (4) an economic benefit pro-
vided to a member or donor solely
on account of a fee or donation for
which a deduction is allowable
under section 170, provided that a
significant number of non-disquali-
fied persons make the same specified
payments and receive similar ben-
efits in return; (5) economic benefits
provided to a person solely because
the person is a member of a chari-
table class; and (6) economic ben-
efits transferred to, or for the use of a
governmental unit exclusively for
public purposes.

The regulations also disregard
payments made pursuant to a final
individual prohibited transaction
exemption issued by the Department
of Labor under section 408(a) of the
Employee Retirement Income
Security Act of 1974 (ERISA) with
respect to transactions involving a
plan that is itself an exempt organi-
zation.
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The regulations repeat the
statutory definition of reasonable
compensation as the amount that
“would ordinarily be paid for like
services by like enterprises under like
circumstances.” The regulations
direct that all types of economic
benefits must be included in evaluat-
ing the reasonableness of compensa-
tion, whether or not they are actu-
ally included in the gross income of
the disqualified person, with the
exception of those benefits that are
specifically disregarded, as described
above.

In order to treat an economic
benefit as an element of compensa-
tion for services for intermediate
sanctions purposes, the organization
providing the benefit must clearly
indicate its intent to treat the benefit
as compensation at the time the
benefit is paid. Reporting of the
benefit by the organization on Form
990, or on a Form W-2 or 1099, or
by the disqualified person on his or
her Form 1040 in the year paid
satisfies this requirement for con-
temporaneous evidence. Organiza-
tions can also show intent by filing
an amended return reporting the
amount as compensation prior to
the commencement of an IRS
examination. An amended return
filed by the disqualified person
serves the same purpose if filed
before the commencement of an
IRS exam or notice by the IRS of a
potential excess benefit transaction,
whichever is earlier. An organization

is not required to so indicate its
intent to provide benefits as com-
pensation where the benefits in
question are excluded from the
disqualified person’s taxable income.
Examples of such benefits include
employer-provided health benefits,
as well as contributions to pension
and profit-sharing plans.

Where an organization can show
that it has “reasonable cause” for
failure to report the benefit on an
annual return, it will also be treated
as having the requisite intent to
provide a benefit as compensation.
An organization may show its intent
through contemporaneous evidence
that its appropriate decision-making
body or authorized officer approved
the transfer as compensation in
accordance with established proce-
dures prior to, or at the time of, the
transfer. If an organization cannot
adequately demonstrate that it
treated the item of value as compen-
sation at the time of the transfer, the
transfer will not be regarded as paid
for the performance of services. In
that event, it may often be an
“excess benefit” per se.

Rebuttable Presumption That the
Transaction Is Not an Excess
Benefit Transaction.�The regula-
tions also provide a rebuttable
presumption that compensation will
be presumed to be reasonable, or
consideration paid for a property
transfer will be presumed to be fair
market value, if the organization
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followed certain prescribed proce-
dures in approving the transaction.
Whenever possible, organizations
should avail themselves of this
presumption. Further, organizations
should attempt to implement as
many of the prescribed procedures
as possible—even if they are unable
to satisfy all the conditions of the
presumption—because these proce-
dures represent “best practices” and
provide the best evidence available
that no excess benefit transaction
has occurred.

The three procedural require-
ments for earning the presumption
of reasonableness are as follows: (1)
the arrangement must be approved
in advance by members of the
organization’s board or a board-
appointed committee, none of
whom have a conflict of interest
with respect to the proposed trans-
fer; (2) the board or committee
must have obtained and relied upon
“appropriate data” as to the compa-
rability of the compensation or fair
market value of the consideration;
and (3) the board or committee
must document the basis for its
determination adequately and
contemporaneously.

The regulations provide a special
rule for organizations with annual
gross receipts (including contribu-
tions) of less than $1 million. These
small organizations can qualify for
the rebuttable presumption if they
rely on data on compensation paid
by three comparable organizations

“in the same or similar communities
for similar services.”

Revenue-Sharing Transactions.
Section 4958(c)(2) includes within
the definition of an excess benefit
transaction any transaction in which
the amount of any economic benefit
provided to, or for, a disqualified
person is determined, in whole or in
part, by the revenues of the exempt
organization’s activities and the
transaction results in impermissible
inurement under section 501(c)(3)
or (c)(4). The initial proposed
regulations provided standards for
determining when a revenue-sharing
transaction would constitute an
excess benefit transaction. However,
the final regulations delete this
provision, leaving unresolved the
question of when, if ever, the IRS
will take the position that a transac-
tion gives rise to an excess benefit
transaction solely because it involves
the payment of a benefit based on
an organization’s revenue, without
regard to the amount of the pay-
ment. Of course, such benefits
remain fully subject to the general
rules sanctioning payments that are
unreasonable in amount.

Application of the Section 4958
Excise Taxes.�Excess benefit transac-
tions are subject to two first-tier
taxes and one second-tier tax, the
latter of which can be imposed only
if the excess benefit transaction is
not corrected. The first-tier taxes
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consist of a tax imposed on the
disqualified person that is equal to
25 percent of the excess benefit and
a tax equal to 10 percent of the
excess benefit (capped at $10,000
for a single transaction) imposed on
any organization manager who
“knowingly” participated in the
excess benefit transaction, unless the
manager’s participation was not
willful and due to reasonable cause.
The regulations provide a fairly high
threshold for imposition of the
managers’ tax. For the tax to apply,
managers must have had actual
knowledge of sufficient facts to
determine that the transaction
would be an excess benefit transac-
tion, must have been aware that the
transaction might violate the inter-
mediate sanctions law, and must
have negligently failed to make
reasonable attempts to ascertain
whether the transaction was an
excess benefit transaction. Further, a
manager will not be considered to
have participated knowingly, and
therefore will not be subject to the
managers’ tax, where he or she relied
upon a reasoned written opinion of
an appropriate professional with
respect to elements of the transac-
tion within that professional’s
expertise. For these purposes,
appropriate professionals include
attorneys (including in-house
counsel), certified public accoun-
tants with relevant tax expertise, and
qualified independent valuation
experts. Similarly, a manager is not

considered to participate knowingly
in an excess benefit transaction if the
appropriate authorized body has met
the requirements for the rebuttable
presumption of reasonableness with
respect to the transaction, even if the
transaction is subsequently deter-
mined to be an excess benefit
transaction.

The second-tier tax is triggered
if the excess benefit transaction is
not corrected within a specified time
(i.e., before the first-tier tax is
assessed or a notice of deficiency is
mailed). In these cases, the disquali-
fied person is subject to an addi-
tional tax equal to 200 percent of
the excess benefit. An excess benefit
transaction is corrected by undoing
the excess benefit to the extent
possible and taking any additional
measures necessary to place the
participating exempt organization in
a financial position at least as good
as if the dealings with the disquali-
fied person were conducted accord-
ing to the “highest fiduciary stan-
dards.”

Applicable Tax-Exempt
Organizations. The intermediate
sanctions regime applies only to
“applicable tax-exempt
organizations.” These applicable
organizations include organizations
currently exempt under sections
501(c)(3) and 501(c)(4) and
organizations that were exempt
under sections 501(c)(3) or
501(c)(4) within the five-year period
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ending on the date of the
transaction. However, a section
501(c)(4) organization is only
subject to section 4958 if it has
applied for recognition from the IRS
as an organization described in
section 501(c)(4) and the
application is still pending or
exemption has been granted by the
IRS, or has filed an annual return as
a section 501(c)(4) organization, or
has otherwise held itself out to be
such an organization. Three other
categories of organizations are
exempt from intermediate sanctions:
(1) private foundations; (2)
governmental units and affiliates
exempt from tax without regard to
section 501(a) or relieved from filing
an annual return under section 6033
in accordance with Rev. Proc. 95-48,
1995-2C.B. 418; and (3) foreign
organizations receiving substantially
all their support from sources
outside the United States.

Operational Recommendations.
Covered organizations would be well
advised to take several steps to
minimize their exposure to interme-
diate sanctions. As a preliminary
step to complying with the new
intermediate sanctions rules, organi-
zations should attempt to identify
all their disqualified persons. It may
be helpful to identify organization
managers as well.

Next, organizations should
consult with counsel to develop
procedures for ensuring that transac-

tions with disqualified persons
receive appropriate review within
the context of their operations.
Small organizations, with only a few
disqualified persons and infrequent
transactions with them, probably
should subject each of these transac-
tions to board review and documen-
tation. Larger organizations, such as
hospitals or universities, probably
will need to develop a process for
distinguishing significant transac-
tions from more routine matters.

All affected organizations should
review and regularize their record-
keeping practices. The regulations
place a premium on maintenance of
careful records documenting board
consideration of transactions be-
tween the organization and its
disqualified persons. In some cases,
contemporaneous records evidencing
board consideration and a deliberate
decision concerning a transaction
may make the difference between a
transaction the IRS chooses to
respect and one it challenges.

Next, organizations should get
in the habit of identifying and
reviewing appropriate comparability
data for compensation arrangements
with disqualified persons. The
required thoroughness and sophisti-
cation of the data will, of course,
vary with the size of the organiza-
tion and the importance of the
transaction. A large hospital or
university likely will need a profes-
sional comparability study and an
extensive review process when
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setting the compensation of its
CEO. In contrast, a smaller organi-
zation paying a modest salary to its
executive director may be able to
rely on published information to
establish comparability. It bears
repeating, however, that regardless of
what data the organization relies
upon, it should create and maintain
records documenting the review
process.

Covered organizations should
review any transactions with a
revenue-sharing component with
special care. Particularly in this
complicated and unpredictable area,
where the regulations currently
provide no specific guidance, organi-
zations may wish to avail themselves
of the “advice of counsel” defense by
asking a qualified professional for a
written opinion that the transaction
is not a prohibited excess benefit
transaction.

Finally, a caveat for exempt
organizations not covered by section
4958: Although these organizations
may not be subject to section 4958
penalties, they would be prudent to
familiarize themselves with these
regulations, as they provide a frame-
work for good nonprofit gover-
nance, and will help organizations
avoid private inurement by provid-
ing appropriate methods for deter-
mining reasonable compensation
and fair market value, identifying
conflicts of interest, and ensuring
conscientious review of an
organization’s transactions.
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On January 22, 2002, the
Internal Revenue Service
(IRS) released the long-

awaited final regulations under
section 4958 of the Internal Rev-
enue Code—the section imposing
“intermediate sanctions” excise taxes
on those who engage in prohibited
transactions with a charity or social
welfare organization. On the whole,
most observers agree that the regula-
tions are fair and well-drafted as a
result of the intensive process
undertaken by the IRS and Treasury.
The creation of these regulations
commenced when the IRS first
issued the pre-proposed regulations
request for comments in 1996.
Proposed regulations and a request
for comments on them followed in
August 1998. After a public hearing
and an evaluation of the comments
submitted, the proposed regulations
were revised and replaced by tempo-
rary regulations. After a second
public hearing and consideration of
additional public comments, the
IRS and Treasury issued the final
regulations discussed here.

Section 4958 of the Code,
which was enacted July 30, 1996,
imposes excise taxes on “disqualified
persons” and “organization manag-
ers” who engage in “excess benefit
transactions” with “applicable tax-
exempt organizations.” As described
below, the final regulations provide

extensive guidance concerning each
of these key terms.

Disqualified Persons
The statute defines a disqualified
person as someone who, at any time
during the five-year period ending
on the date of the transaction in
question (“the lookback period”)1,
was “in a position to exercise sub-
stantial influence over the affairs of
the organization.” Section
4958(f )(1)(A). The statute further
provides that any member of a
disqualified person’s family, as well
as any entity in which one or more
disqualified persons together own,
directly or indirectly, more than a 35
percent interest, is also a disqualified
person.

The regulations provide that
certain categories of individuals and
entities are considered to have
substantial influence over an exempt
organization and are therefore
considered disqualified persons per
se, provide that certain other catego-
ries of individuals lack such influ-
ence and are automatically not
disqualified persons, and set up a
facts and circumstances test for all
others. The regulations also provide
a number of helpful examples.

what you need to know about
intermediate sanctions

1 If the transaction occurred before
September 13, 2000, the period between
September 14, 1995, and the date of the
transaction is the relevant period.
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Automatic Disqualified Persons.
Section 53.4958-3(c) of the regula-
tions lists categories of persons who
are deemed to have “substantial
influence” over the affairs of an
organization, regardless of the
surrounding facts and circum-
stances. This list includes people
who have the power to affect major
decisions of an organization—
whether or not they choose to
exercise that power.

Members of the organization’s
governing body who are entitled to
vote are automatic disqualified
persons. Presidents, chief executive
officers, and chief operating offic-
ers—including persons with differ-
ent titles who perform these func-
tions—also are automatic disquali-
fied persons. The regulations specify
that a person performs the functions
of a president, chief executive
officer, or chief operating officer if
that person has or shares ultimate
responsibility for implementing the
decisions of the governing body or
supervising the management,
administration, or operation of the
organization. If more than one
person has these responsibilities, e.g.,
there is more than one CEO, all
individuals with the requisite re-
sponsibilities are automatic disquali-
fied persons.

In addition, treasurers and chief
financial officers—or any person
who performs the functions of a
treasurer or chief financial officer—
are deemed to be disqualified

persons. The regulations define
treasurer or chief financial officer as
any person, regardless of title, who
has or shares the ultimate responsi-
bility for managing the
organization’s finances. As with
CEOs, there may be more than one
treasurer or CFO; if so, each will be
an automatic disqualified person.

Finally, persons with a material
financial interest in a provider-
sponsored organization in which a
tax-exempt hospital participates are
deemed to be disqualified persons.
These would include physicians who
have a material financial interest in a
physician-hospital organization or a
preferred provider network that
includes an exempt hospital.

The examples in the regulations
help to illustrate the application of
these per se disqualified person rules.
One example provides that where a
management company provides day-
to-day management services and is
ultimately responsible under its
contract for supervising the manage-
ment of a hospital, the management
company is a disqualified person per
se, as its responsibilities with respect
to the hospital are comparable to
that of a chief executive or operating
officer.

Persons Who Are Deemed Not
Disqualified Persons. The regula-
tions are helpful in that they include
three categories of persons who are
deemed not to have the requisite
influence to be disqualified per-
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sons—regardless of the surrounding
facts and circumstances. The first
category is all other
section 501(c)(3) organizations. The
second category is all section
501(c)(4) organizations, but only
with respect to other section
501(c)(4) organizations that are
subject to intermediate sanctions.
Section 501(c)(4) organizations can
be disqualified persons with respect
to section 501(c)(3) organizations.
The third and most important
category consists of employees who
satisfy three requirements: (1) the
total economic benefits they receive
from the organization are less than
the amount of compensation that
causes someone to be a “highly
compensated employee” under the
Code, i.e., $90,000 in 2002; (2)
they are neither automatic disquali-
fied persons (such as a member of
the board, CEO, or CFO) nor
family members of an automatic
disqualified person; and (3) they are
not “substantial contributors” to the
organization, i.e., a contributor
whose contributions exceed both
$5,000 and 2 percent of the
organization’s total contributions,
taking into account only contribu-
tions received during the current
and four preceding tax years.

The examples clarify that the
total value of compensation plus any
other economic benefits received
from the organization must be
counted for the purposes of deter-
mining whether an individual

exceeds the threshold for a highly
compensated employee. In one
example, a person receives a salary of
less than the highly compensated
threshold amount for the given year
for services rendered to a museum
and also sells a painting to the
museum for an additional amount,
which when added to the salary
exceeds the threshold for a highly
compensated individual. This
person is not automatically consid-
ered a non-disqualified person
because the total economic benefit
provided by the organization in-
cludes the payment for the painting.

Facts and Circumstances Test.�In
all cases other than those where a
person is deemed automatically
either to be or not to be a disquali-
fied person, the regulations provide
a non-exclusive list of facts and
circumstances that affect the deter-
mination of whether someone is a
disqualified person.

The regulations indicate that the
following circumstances tend to
show that a person has substantial
influence over an organization: (1)
the person is a founder of the
organization; (2) the person is a
substantial contributor to the
organization; (3) the person receives
compensation based on revenues of
activities that the person controls;
(4) the person has or shares the
authority to control a “significant
portion” of the organization’s overall
capital expenditures, operating
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budget, or compensation; (5) the
person manages a discrete segment
or activity that represents a substan-
tial portion of the organization’s
overall activities; (6) the person
owns a controlling interest in a
corporation that is a disqualified
person; or (7) the person is a non-
stock organization controlled,
directly or indirectly, by one or more
disqualified persons.

The following facts and cir-
cumstances tend to show that a
person lacks the influence of a
disqualified person: (1) the person
has taken a vow of poverty as an
employee or agent of a religious
organization; (2) with respect to a
particular transaction, the person
acts as an independent contractor,
such as an attorney or accountant,
and does not benefit directly or
indirectly from the transaction
aside from customary fees for
services; (3) the direct supervisor of
the individual is not a disqualified
person; (4) the person does not
participate in any management
decisions affecting the organization
as a whole, or a discrete segment or
activity of the organization that
represents a substantial portion of
the organization’s overall activities,
assets, income, or expenses; or (5)
any preferential treatment a person
receives based on the size of the
person’s contribution is also
offered to all other donors mak-
ing a comparable contribution as
part of a solicitation intended to

attract a substantial number of
contributors.

Limited Initial Transaction
Exception. The final regulations
clearly omit any “initial transaction
exception” or “first-bite rule” to the
effect that a person negotiating an
initial agreement cannot be a
disqualified person. Parties
negotiating an initial contract or
compensation package are subject to
the general rules, outlined above,
defining who is considered a
disqualified person. Thus, a newly
hired CEO or CFO is a disqualified
person for purposes of examining
his or her original compensation
arrangement with a covered
organization. However, in defining
excess benefit transactions, the
regulations exclude “fixed payments”
made to a disqualified person
pursuant to an initial contract. This
exception is discussed below.

Excess Benefit Transactions
Where Fair Market Value Is
the Key
The statute provides that an excess
benefit transaction includes “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 if the value of
the economic benefit provided
exceeds the value of the consider-
ation (including the performance
of services) received for providing
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the benefit.” The regulations
provide that an excess benefit may
be provided indirectly through an
entity “controlled by” the applicable
tax-exempt organization, such as a
taxable subsidiary, or through an
intermediary where there is an
agreement or understanding that
the intermediary will provide
economic benefits to or for the use
of the disqualified person, or the
intermediary provides benefits to a
disqualified person without any
business or exempt purpose in
doing so.

Exception for Fixed Payments
Under an Initial Contract. Section
53.4958-4(a)(3) provides that
section 4958 does not apply to any
“fixed payment” made to a person
pursuant to an initial contract. A
“fixed payment” is defined as an
“amount of cash or other property
specified in the contract, or deter-
mined by a fixed formula specified
in the contract.” Such a formula
may determine amounts based on
future events or contingencies,
including the amount of revenues
generated by an activity, provided
that no person exercises discretion in
authorizing the payment or deter-
mining its amount. Fixed payments
include contributions made to
employee benefit plans and pro-
grams that satisfy coverage and non-
discrimination rules notwithstand-
ing the exempt organization’s
discretion with respect to the plan or

program. Fixed payments do not
include allowances or reimburse-
ments paid where any person may
exercise discretion with respect to
the amount of expenses incurred or
reimbursed. Non-fixed payments
made pursuant to initial contracts
are evaluated to determine whether
they constitute excess benefit trans-
actions, taking into consideration all
benefits transferred—including any
fixed payments made pursuant to
the same initial contract.

This rule excepting fixed pay-
ments from initial contracts from
section 4958 only applies where the
disqualified person substantially
performs his or her contract obliga-
tions for the taxable year in ques-
tion. The initial contract will be
considered to be replaced by a new
contract on the earliest date that the
initial contract allows for cancella-
tion or termination without penalty
(for reasons other than lack of
substantial performance by the
disqualified person). Material
changes to the initial contract,
including extensions or renewals,
also are deemed to create a new
contract.

In many cases initial contracts
will include both fixed and non-
fixed payments, as the examples in
the regulations demonstrate. In one
example, a management company
enters an initial contract with a
hospital that causes it to become a
disqualified person with respect to
the hospital. The contract provides
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that the hospital will pay the man-
agement company a set percentage
of gross revenue increased by the
cost of charity care provided to
indigents. The contract further
specifies the cost accounting systems
and the objective definitions and
standards to be used in calculating
the cost of the charity care provided.
Accordingly, the management
company’s fees under its initial
contract are not subject to section
4958, because the fees are “fixed”
within the meaning of the regula-
tions. The same contract also pro-
vides that the hospital will reimburse
the company for certain expenses
attributable to the services the
company provides. Since the com-
pany exercises discretion over the
amount of expenses incurred, the
cost reimbursements will be subject
to section 4958, although the fixed
management fees will not.

Disregarded Benefits. The regula-
tions disregard certain categories of
benefits for purposes of determining
whether an excess benefit has been
provided. First, economic benefits
that are excluded from income
under section 132 as fringe benefits
are disregarded, including payments,
reimbursements, and insurance
premiums for expenses incurred in
the course of a civil suit arising out
of the disqualified person’s service to
the organization, unless such ex-
penses are not reasonably incurred.
Disregarded fringe benefits also

include: no additional cost services,
qualified employee discounts,
property or services provided to an
employee that if paid for by the
employee would be deductible as a
trade or business expense, de mini-
mis fringe benefits, qualified trans-
portation expenses, moving expense
reimbursements, and qualified
retirement planning services. Other
disregarded payments include:
employee reimbursements made
pursuant to an “accountable plan”;2

benefits provided to the general
public in return for a membership
or contribution of $75 or less;
economic benefits provided to a
disqualified person solely because of
his or her membership in a chari-
table class; and economic benefits
provided to, or for the use of, a
governmental unit exclusively for
public purposes. The regulations
also disregard economic benefits
provided to a member or donor on
account of a membership fee or
contribution for which a charitable
deduction is allowable, regardless of
whether the donor is eligible to

2 Section 1.62-2(c) sets out the
requirements for advance and
reimbursement arrangements between
employers and employees to qualify as
“accountable plans.”  There are three
basic requirements.  First, the expenses
incurred must have a business connection;
that is, they must be allowable as
deductions and must have been paid or
incurred by the employee while serving in
his or her capacity as an employee.
Second, employees must be required to
substantiate all expenses paid or incurred.
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claim the deduction, where a signifi-
cant number of non-disqualified
persons make such payments and are
offered substantially the same
benefits in return. It is important to
note that other benefits excluded
from employee’s taxable income,
such as lodging provided for the
convenience of an employer under
section 119, are not disregarded, and
therefore are fully subject to the
excess benefit rules.

Finally, section 4958 does not
apply to any payment made
pursuant to and in accordance with
a final individual prohibited
transaction exemption issued by the
Department of Labor under ERISA
with respect to a transaction
involving a plan that is an exempt
organization subject to section
4958.

Reasonable Compensation. The
regulations provide that compensation
is reasonable only if the amount
paid “would ordinarily be paid for
like services by like enterprises under
like circumstances.” In determining

the reasonableness of compensation,
the regulations make clear that all
items of compensation must be
considered, other than those
economic benefits which are
specifically disregarded as described
above. The benefits treated as
compensation for the purposes of
determining reasonableness include,
but are not limited to: (1) bonuses
and severance payments; (2)
payments, reimbursements or
insurance premiums for liabilities
incurred under section 4958; (3)
expenses not reasonably incurred
with respect to a civil suit involving
the person’s service to the exempt
organization; (4) expenses incurred
due to an action or a failure to act
that is willful or without reasonable
cause; and (5) all other
compensatory benefits whether or
not included in gross income for tax
purposes, including payments to
welfare benefit plans, expense
allowances and reimbursements not
administered according to an
accountable plan, and the economic
benefits of a below-market loan.

In the case of “fixed
payments”—that is, payments where
no individual exercises discretion in
authorizing or determining the
amount of a payment—
reasonableness is determined based
only on the facts and circumstances
existing on the date that the parties
entered into the contract
authorizing the payment. However,
in the event of substantial non-

  For expenses subject to section 274(d),
employees must meet the applicable
substantiation requirements under that
section.  For other expenses, employees
must provide sufficient substantiation for
the payor to identify the specific nature of
the expense and determine that it was
attributable to the payor’s business.  Third,
the plan should generally require
employees to return funds in excess of the
expenses substantiated, with some
exceptions for per diem and mileage
allowances.
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performance by the disqualified
person under the contract, the
reasonableness of any payment will
be determined by facts and
circumstances existing up to and
including the payment date. In the
case of payments that are not “fixed
payments,” reasonableness is
determined based on all the facts
and circumstances up to and
including the circumstances as of
the date of payment. Circumstances
existing at the time a payment is
questioned by the IRS are never
used to determine a payment’s
reasonableness. These general rules
for when the reasonableness
determination is made also apply to
property transferred to a disqualified
person that is subject to a substantial
risk of forfeiture.

Intent to Treat Item As
Compensation. An item of
economic benefit will be considered
compensation only if the
organization provides clear evidence
that it intended at the time of
payment to treat the benefit as
compensation. In the absence of
such clear and contemporaneous
evidence, the item will not be
treated as provided in consideration
for services—with the usual result
that it will be an excess benefit
transaction if paid to a disqualified
person.

Reporting of Benefit. The regula-
tions provide that an organization’s

reporting a benefit as compensation
on a Form W-2, 1099, or 990 for
the tax year in which the payment
was made, or on an amended return
filed prior to the commencement of
an audit, constitutes clear, contem-
poraneous evidence of intent to treat
it as compensation. Clear evidence
of intent to treat a benefit as com-
pensation is also provided where the
disqualified person reports the
payment as income on his or her
Form 1040 for the tax year in which
the payment was received. An
amended Form 1040 serves the
same purpose if it is filed prior to
the commencement of an IRS audit
or notice that the IRS is questioning
the transaction, whichever is first.
An organization is not required to so
indicate its intent to provide benefits
as compensation where the benefits
in question are excluded from the
disqualified person’s taxable income.
Examples of such benefits include
employer-provided health benefits,
as well as contributions to pension
and profit-sharing plans.

Failure to Report Benefit Due to
Reasonable Cause. An organization
also may establish clear evidence of
intent to treat an item as compensa-
tion by showing that the failure to
report the item as such was due to
“reasonable cause” under the IRS’s
stringent rules. Reasonable cause can
be shown by establishing that there
were significant mitigating factors
with respect to the failure to report,
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or that the failure resulted from
events beyond the organization’s
control and the organization acted
in a reasonable manner to correct
the problem upon its discovery. For
example, if the organization fails to
report an item as compensation due
to an unforeseen computer malfunc-
tion that the organization fixes
promptly upon discovery, the
regulations would treat this reason-
able cause as evidence that the
organization intended to treat the
item as compensation.

Other Sufficient Evidence.�The
regulations also provide that in
certain cases an organization may be
able to provide clear, contemporane-
ous evidence that a payment was
intended as compensation even if
the organization did not report the
payment to the IRS. An organiza-
tion may show that its appropriate
decision-making body or authorized
officer approved the transfer as
compensation in accordance with
“established procedures.”3 Sufficient
evidence of such approval includes:
(1) an approved written employ-
ment contract executed on or before
the date of the payment; (2) appro-
priate documentation indicating
that an authorized body approved
the transfer as compensation on or
before the date of the transfer where
the documentation describes the
terms of the transaction, the mem-
bers present and their votes, the data
considered, and any actions taken by

those with a conflict of interest with
respect to the transfer; or (3) written
evidence existing on or before the
due date of the applicable federal tax
return which indicates a reasonable
belief by the exempt organization
that the benefits in question were
not taxable. The regulations also
provide that a benefit obtained by a
disqualified person by theft or fraud
will never be treated as compensa-
tion for services.

Rebuttable Presumption That
Transaction Is Not an Excess
Benefit Transaction
Consistent with the legislative
history of section 4958, the regula-
tions provide a rebuttable presump-
tion that compensation will be
treated as reasonable, and consider-
ation paid for property transfers will
be presumed to be no more than fair
market value, if the decision-making
process with respect to the compen-
sation arrangement or property
transfer follows prescribed proce-
dures. Whenever possible, organiza-
tions will be well-advised to avail
themselves of this presumption.
Even if the presumption were not
specifically provided in the regula-

3 In response to a comment requesting
that the reference to “established
procedures” be deleted, the preamble to
the final regulations indicates that the IRS
will interpret the term to “refer to the
organization’s usual practice for approving
compensation, not to require an
organization to have a formal written
procedure for approving compensation.”
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tions, the prescribed procedures
represent “best practices” that
should be followed when entering
into any compensation arrangement
or property transfer involving a
disqualified person.

Overview.�The presumption applies
if three procedural requirements are
met: (1) the arrangement is ap-
proved in advance by members of an
“authorized body” of the organiza-
tion, none of whom have a conflict
of interest with respect to the
transaction; (2) the authorized body
obtained and relied upon appropri-
ate data as to comparability or fair
market value; and (3) the authorized
body documented the basis for its
determination concurrently with
making its decision.

Definition of an Authorized Body.
An “authorized body” sufficient to
approve a transaction may consist
of: (1) members of the governing
body; (2) a committee composed
of individuals permitted to serve
under state law, if state law permits
a committee to act on behalf of
the governing body; or (3) parties
authorized by the governing body
to act on its behalf following its
specified procedures, if state law
permits such action by designees
of the governing body. Members
of the authorized body whose
action is relied upon in claiming
application of the rebuttable
presumption are deemed to be

organization managers for
purposes of the organization
manager tax—regardless of
whether they otherwise serve as
members of the board or officers
of the organization.

If a committee’s actions must be
ratified by the full governing body
in order to be effective, the
committee’s action cannot be relied
upon for application of the pre-
sumption. In that situation, to earn
the presumption, members of the
full board approving the committee’s
action cannot include anyone with a
conflict of interest.

Approval by Authorized Body. In
order to satisfy this requirement of
the presumption, the “authorized
body” approving the transaction
must consist solely of individuals
who lack a conflict of interest with
respect to the arrangement in
question. The regulations clarify that
regular members of the board or
committee who do have conflicts
should recuse themselves from
deliberation and voting, although
they may meet with other members
of the group to answer questions
about the transaction prior to debate
and voting on the proposal.

The regulations also provide
guidance for determining whether a
member of the authorized body has
a conflict of interest. Obviously, a
member who is the disqualified
person involved in the transaction in
question has a conflict of interest.
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Beyond that, persons who are
related to the disqualified person,
those who economically benefited
from the transaction, or have a
material financial interest affected by
the transaction, have conflicts.
Further, individuals in employment
relationships subject to the direction
or control of the disqualified person,
or who receive compensation or
other payments subject to the
approval of the disqualified person,
or who have any material financial
interest that will be affected by the
compensation arrangement or
property transfer, are considered to
have conflicts. Finally, anyone who
participates in a reciprocal arrange-
ment—where the disqualified
person approves a transaction to that
person’s benefit in exchange for that
person’s approval of a transaction to
the disqualified person’s benefit—
has a conflict of interest.

Appropriate Data as to
Comparability and Fair Market
Value. The regulations provide that
the authorized body approving the
transaction has appropriate data as
to comparability if, “given the
knowledge and expertise of its
members, it has information
sufficient to determine whether . . .
the compensation arrangement in its
entirety is reasonable or the property
transfer is at fair market value.” In
order for the presumption to apply,
the authorized body must possess
such data at the time the decision to

approve the transaction is made, and
must rely upon the data in
approving the transaction.

The regulations state that
relevant information includes: (1)
compensation paid by similarly
situated organizations, both taxable
and tax-exempt, for functionally
comparable positions; (2) the
availability of similar services in the
geographic area; (3) current com-
pensation surveys compiled by
independent firms; (4) actual
written offers from similar organiza-
tions competing for the disqualified
person; and, if the transaction
involves the transfer of property, (5)
independent appraisals of that
property; and (6) offers received as
part of an open and competitive
bidding process.

Special Rule for Small
Organizations. The regulations
include a special rule intended to
make compliance with the compara-
bility element of the presumption
easier for small organizations. When
approving compensation arrange-
ments, organizations with annual
gross receipts (including contribu-
tions) of less than $1 million may
rely on data as to compensation paid
by three comparable organizations
“in the same or similar communi-
ties” for similar services. For this
purpose, an organization’s annual
gross receipts are determined on a
rolling average of the three prior
taxable years. Organizations related
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by common control or by their
governing documents must aggre-
gate their gross receipts to determine
whether this special rule is available.

Adequate and Contemporaneous
Documentation. Finally, in order to
earn the rebuttable presumption, the
organization must maintain adequate
contemporaneous documentation.
This requirement may prove the
biggest challenge to groups with
informal operating procedures.

The regulations make it clear
that the documentation must be
contemporaneous with the approval
of the transaction—after-the-fact
documentation will not be sufficient
to claim the presumption. In order
to satisfy the documentation re-
quirement for the presumption, the
written or electronic records of the
board or committee approving the
transaction must note: (1) the terms
of the transaction and the date it
was approved; (2) the members of
the authorized body who were
present during debate and those
who voted on it; (3) the comparabil-
ity data obtained and relied upon and
how the data were obtained; and (4)
any actions taken by a regular
member of the authorized body who
had a conflict of interest. The
authorized body must also record
the basis for any determination that
reasonable compensation or fair
market value is higher or lower than
the range of comparable data. The
regulations specify that for such a

decision to be documented concur-
rently, records must be prepared
before the later of the next meeting
of the authorized body or 60 days
after the final action is taken, and
reviewed by the authorized body
within a “reasonable period of time
thereafter.”

Timing Element for the Rebuttable
Presumption. One difficulty with
the rebuttable presumption as
described in the regulations is
determining when the transaction is
ripe for approval. The regulations
specify that where payments are
subject to discretion and are there-
fore not “fixed payments,” the
rebuttable presumption can only be
established after the exact amount of
the payment is determined, or a
fixed formula for calculating the
payment is specified. However,
where an authorized body approves
a non-fixed payment (such as a
discretionary bonus) subject to a
specified cap, the authorized body
may establish a rebuttable presump-
tion at the time the employment
contract is made if the authorized
body obtains comparability data
indicating that a fixed payment
equal to the specified cap would
constitute reasonable compensation
and all other rebuttable presumption
requirements are satisfied.

Revenue-Sharing Transactions
Section 4958(c)(2) specifically
provides that a transaction is an
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excess benefit transaction if the
amount of any economic benefit
provided to or for a disqualified
person is determined in whole or in
part by the revenues from the
exempt organization’s activities and
the transaction results in impermis-
sible inurement under sections
501(c)(3) or (c)(4). The initial
proposed regulations provided
standards for determining when a
revenue-sharing transaction would
constitute an excess benefit transac-
tion. However, the final regulations
delete this provision, leaving unre-
solved the question of when, if ever,
the IRS will take the position that a
transaction gives rise to an excess
benefit transaction solely because it
involves the payment of a benefit
based on an organization’s revenue,
without regard to the amount of the
payment. Of course, such benefits
remain fully subject to the general
rules sanctioning payments that are
unreasonable in amount.

Application of the Section
4958 Excise Taxes on Excess
Benefit Transactions
Section 4958 of the Code imposes
three separate taxes on excess benefit
transactions: a first-tier tax on the
disqualified person, a first-tier tax on
organization managers, and a
second-tier tax on the disqualified
person in the case of failure to
correct.

The First-Tier Tax on the
Disqualified Person. The first-tier
tax on the disqualified person is
equal to 25 percent of the excess
benefit received. The excess benefit
is the amount by which the value of
the compensation or other benefits
received by the disqualified person
exceeds the consideration (including
performance of services) received for
providing the benefit. If more than
one disqualified person receives an
excess benefit from a particular
transaction, each such disqualified
person is jointly and severally liable
for the tax.

The First-Tier Tax on Organization
Managers. The statute also imposes
a tax, equal to 10 percent of the
excess benefit, on any organization
manager who knowingly partici-
pated in the excess benefit transac-
tion, unless the participation was
not willful and was due to reason-
able cause. The tax on any organiza-
tion manager for a single transaction
is limited to $10,000.

Organization Managers. The
statute provides that organization
managers are officers, directors, and
trustees of an organization, as well as
any individuals having similar
powers or responsibilities. The
regulations define an officer as
including a person specifically
designated as an officer under the
organization’s articles of incorpora-
tion or bylaws and any person who
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“regularly exercises general authority
to make administrative or policy
decisions on behalf of the organiza-
tion.” The regulations also note that
independent contractors acting as
attorneys, accountants, and invest-
ment managers are not officers.
Further narrowing the concept of
organization managers, the regula-
tions also state that anyone whose
authority is limited to recommend-
ing particular administrative or
policy decisions—and who cannot
implement those recommendations
without approval of a superior—is
not an officer.

In addition, if an organization
invokes the rebuttable presumption
of reasonableness described above
based on the actions of a committee
or the designees of the governing
body, all members of the committee
or designees are deemed to be
organization managers, regardless of
whether they are also officers,
directors, or trustees.

Knowing Participation. The
regulations treat an organization
manager as participating in an excess
benefit transaction even where the
manager is silent or fails to act, if the
manager is under a duty to speak or
act. However, an organization
manager is not considered to have
participated in an excess benefit
transaction where the manager has
opposed the transaction in a manner
consistent with his or her organiza-
tional responsibilities. In order for a

manager’s participation to be
“knowing,” the manager must: (1)
have had actual knowledge of
sufficient facts to determine that the
transaction would be an excess
benefit transaction; (2) be aware that
the act might violate the federal tax
law governing excess benefit transac-
tions; and (3) either negligently fail
to make reasonable attempts to
ascertain whether the transaction
was an excess benefit transaction or
know that the transaction was an
excess benefit transaction.

The regulations do not consider
a manager’s participation “know-
ing,” even when the transaction
results in an excess benefit where the
manager relies upon “a reasoned
written opinion” of an appropriate
professional with relevant expertise
and full knowledge of the factual
situation. The opinion need not be
correct, so long as it addresses the
facts and the applicable standards for
evaluating the transaction. Managers
may only rely on the written opin-
ions of three types of professionals:
(1) legal counsel (including in-house
counsel), (2) certified public accoun-
tants and accounting firms with
expertise regarding the relevant tax
matters, and (3) independent
valuation experts. Valuation experts
must hold themselves out as apprais-
ers or compensation consultants,
perform the relevant valuations
regularly, be qualified to make the
type of valuations required, and
certify that all of these requirements



29

have been satisfied in a written
opinion. An organization manager is
also not considered to have partici-
pated in a transaction “knowingly”
where the appropriate authorized
body has met the requirements for
the presumption of reasonableness
with respect to the transaction. This
safe harbor is important for small
organizations that cannot afford to
obtain the type of reasoned written
opinions that are described in the
regulations.

Even if a manager knowingly
participated, no tax is imposed
where the manager’s participation
was not willful and was due to
reasonable cause. A manager’s
participation is “willful” if it is
voluntary, conscious, and inten-
tional. Participation is not willful
where the manager does not know
that the transaction in question is an
excess benefit transaction. A man-
ager has “reasonable cause” for
participation in a transaction if the
manager has exercised responsibility
on behalf of the organization with
ordinary business care and prudence.

The Second-Tier Tax on the
Disqualified Person. If a first-tier
tax is imposed on a disqualified
person and the transaction is not
corrected within the “taxable pe-
riod,” the disqualified person must
pay an additional tax equal to 200
percent of the excess benefit. The
taxable period begins on the date the
transaction occurs and ends when a

notice of deficiency with respect to
the first-tier tax is mailed or when
the first-tier tax is assessed, which-
ever is earlier. If a disqualified
person makes a partial correction
payment, the 200 percent tax is only
imposed on the unpaid portion of
the correction amount, as defined
below. If more than one disqualified
person is liable for the tax, all such
persons are jointly and severally
liable.

Correction
The regulations state that correction
means “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 had been dealing under the
highest fiduciary standards.” Repay-
ment of the excess benefit, with
interest, constitutes correction.
Generally, a disqualified person may
only correct an excess benefit by
making a payment in cash or its
equivalent (other than a promissory
note) equal to the sum of the excess
benefit with interest that is com-
pounded annually at a rate at least
equal to the applicable federal rate.
This is known as the “correction
amount.” However, correction
requirements are not satisfied if a
disqualified person engages in one
or more transactions with an exempt
organization in order to circumvent
correction requirements, and as a
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result effectively transfers property
other than cash or equivalents.

The regulations provide special
correction rules for excess benefits
provided in the form of deferred
compensation and specific property.
Where an excess benefit results from
the vesting of benefits provided
under a nonqualified deferred
compensation plan, the disqualified
person may correct the excess
benefit resulting from any undistrib-
uted deferred compensation by
relinquishing any right to receive the
excess portion of the undistributed
income and the earnings thereon. In
the case of excess benefits transferred
in the form of specific property, a
disqualified person may, with the
agreement of the applicable exempt
organization, make a correction
payment by transferring the specific
property. The payment will be
valued at the fair market value of the
property on the date returned or the
fair market value of the property at
the time of the excess benefit trans-
action, whichever amount is less. If
the property is worth less than the
correction amount, the disqualified
person will need to pay the difference.
If the property is worth more than the
correction amount, the receiving tax-
exempt organization may pay the
disqualified person the difference.
The disqualified person making the
correction may not participate in the
exempt organization’s decision to
accept return of the property as a
correction payment.

The regulations also provide
special rules for correction with
respect to an organization that has
lost its exempt status or no longer
exists. In the case of an excess
benefit transaction with a section
501(c)(3) organization, the disquali-
fied person must pay the correction
amount to another organization that
has been recognized under section
501(c)(3) and 170(b)(1)(A) for a
continuous period of at least 60
months. The correction is only valid
where the disqualified person is not
a disqualified person with respect to
the recipient organization and has
no ability to make or recommend
grants or distributions by the orga-
nization. In the case of an excess
benefit transaction with an appli-
cable section 501(c)(4) organization,
the disqualified person must make a
correction payment to another
organization recognized under
section 501(c)(4) (or a section
501[c][3]) and meeting all the other
requirements discussed above.

Applicable Tax-Exempt
Organizations
There are four classes of organiza-
tions specifically excepted from the
intermediate sanctions rules. First,
because private foundations are
already subject to strict penalties
similar to the section 4958 excise
taxes, Congress explicitly exempted
them from the intermediate sanc-
tions regime. Second, a governmen-
tal unit or its affiliate is not subject
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to section 4958 if it falls into one of
two categories. It must be exempt
from tax without regard to section
501(a); or it must be exempt from
filing an annual return under section
6033 in accordance with Rev. Proc.
95-48, 1995-2 C.B. 148, despite its
having obtained a determination of
exempt status under section
501(c)(3). Many public universities
fall into the latter category. Third,
foreign organizations that receive
substantially all of their support
from sources outside the United
States are not subject to intermedi-
ate sanctions, even if they have
applied for and received recognition
of section 501(c)(3) or 501(c)(4)
status from the IRS. Finally, section
501(c)(4) organizations are covered
by intermediate sanctions only
where the organization asserts that
status by applying for and receiving
a determination of section 501(c)(4)
status from the IRS, or by applying
for recognition of section 501(c)(4)
status, or by filing a Form 990
annual return as a 501(c)(4) organi-
zation, or by otherwise holding itself
out as a section 501(c)(4)
organization.

Relationship Between
Intermediate Sanctions and
Revocation of Exempt Status
The preamble to the 1998 proposed
regulations listed four factors that
the IRS will consider in determining
whether to revoke an applicable tax-
exempt organization’s status. First,

the IRS would consider whether the
organization had been involved in
repeated excess benefit transactions.
Second, the IRS would evaluate the
size and scope of any excess benefit
transactions. Third, the IRS would
review safeguards implemented by
the organization to guard against
future excess benefit transactions.
Finally, the IRS would consider the
organization’s compliance with other
applicable laws. The preamble to the
final regulations lists these factors
again and indicates that until the
IRS publishes a revised or expanded
list of factors, it will consider “all
relevant facts and circumstances in
the administration of section 4958
cases.”
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