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IR-2004-106, Aug. 10, 2004

"WASHINGTON — The Internal Revenue Service today announced a new enforcement effort

to identify and halt abuses by tax-exempt organizations that pay excessive compensation
and benefits to their officers and other insiders.

As part of the Tax Exempt Compensation Enforcement Project, the IRS will contact nearly
2,000 charities and foundations to seek more information about their compensation practices
and procedures. The IRS said the enforcement project will consist of examinations as well as
other contacts. Because part of the project’s objective is to gather information regarding
cumrent practices, contact by the IRS should not necessarily lmply improper activity by an
organization.

“We are concefned that some charities and private foundations are abusing their tax-exempt
status by paying exorbitant compensation to their officers and others,” said Mark W.
Everson, Commissioner of the Internal Revenue Service.

" “Particutar organizations that we contact may or may not have problems in the compensation

area, but specific aspects of their operations have raised questions that must be answered,”
he said. “The IRS has an obligation to investigate questionable compensation practices and
put a stop to abuses we find,” he said. "We won't let the misbehavior of a few organizations

damage the credibility of the vast majority of law-abiding charities and foundations.”

The purposes of this project are to:

® address the compensation of specific individuals or instances of questionable
compensation practices,

® increase awareness of tax issues as organizations set compensation in the future,

® learn more about the practices organizations are following as they set compensation
and report it to the IRS and the public on their annual Form 990 returns.

The initiative will focus on particular areas including the compensation of specific officers
and various kinds of insider transactions, such as loans and the sale, exchange or leasing of
property to officers and others. The IRS will also focus on Form 990 reporting, including how
organizations answered question 89(b) on their Form 990 — about excess benefit
transactions — and other compensation information.

" The IRS began this enforcement project at the end of July and says it will continue into 2005.

Related link: IR-2004-81, Testimony: Charitable Giving Problems and Best Practices

Subscribe to IRS Newswire

AUSF 009114

\

R/12/7004 3-48 PM




[

festfmony: Charitable Giving Problems (cont-3)

m Internal Revenue Service IRS.gov

DEPARTIACHT OF THE TREASURY

The Newsroom

lTestimony: Charitable Giving Problems (cont-3)

Compensation Issues

The issues of governance and executive compensation are closely intertwined. We are
concerned that the governing boards of tax-exempt organizations are not, in all cases,
exercising sufficient diligence as they set compensation for the leadership of the
organizations. There have been numerous recent reports_of executives of both-private
foundations and public charities who are receiving unreasonably large compensation
packages. - -

Neither a public charity nor a private foundation can provide more than reasonable
compensation. Reasonable compensation is determined with respect to the market value of
the services performed and depends upon the circumstances of the case. In general,
reasonable compensation is measured with reference to the amount that would ordinarily be
paid for comparable services by comparable enterprises under comparable circumstances.

Section 501(c)(3) provides that the assets of an organization cannot inure to the benefit of
private shareholders or individuals. If an organization pays or distributes assets to insiders in
excess of the fair market value of the services rendered, the organization can lose its tax
exempt status. Moreover, insiders of public charities and of private foundations are subject to
excise taxes on any overpayments they receive. Although an overpayment to an insider of a
public charity could result in a revocation of tax-exempt status, section 4958 of the Intemal
Revenue Code (Code) provides an intermediate sanction that ameliorates that result in many
cases. Under section 4958, an excise tax can be imposed on the insider who received the
overpayment and on certain managers who knowingly approved the overpayment.

The payment of excessive compensation to an insider of a private foundation likewise may
give rise to excise taxes under section 4941 of the Code on both the insider and on certain
managers who knowingly approved the overpayment. In addition, the foundation itself and its
managers may be subject to tax on any overpayment under section 4945 of the Code.
Although the private foundation rules permit the payment of reasonable and necessary
compensation to foundation insiders, most other transactions between a private foundation
and its insiders are prohibited outright, without regard to subjective factors such as the
reasonableness of the amounts, fair market value of property involved, or whether the
transaction benefits or harms the foundation.

IRS Tax Exempt Compensation Initiative: This summer, we are launching a
comprehensive enfoicement project to explore the seemingly high compensation paid to
individuals associated with some exempt organizations. This is an aggressive program that
will inctude both traditional examinations and correspondence compliance checks. The
purpose of the project is to enhance compliance by learning what practices organizations
use to set compensation; leaming how organizations report compensation to the IRS and the
public; and creating positive tension for organizations as they decide on compensation
arrangements. These organizations need to know that their decisions will be reviewed by
regulatory authorities. This project also will have educational components.

We will be contacting hundreds of organizations. During the first stage, we will be looking at -

public charities of various sizes and private foundations. We will be asking these
organizations for detailed information and supporting documents on their compensation
practices and procedures, and specifically how they set and report compensation for specific
executives. Organizations also will be asked for details concerning the independence of the
goveming body that approved the compensation and details of the duties and responsibilities
of these managers with respect to the organization. Other stages will follow, and will include
looking at various kinds of insider transactions, such as loans or sales to executives and
officers. We also will be looking at organizations that failed to, or did not fully complete,
compensation information on Form 990.

This information will help inform the IRS about current practices of self-govemance, both
best practices and compliance gaps, and will help us focus our examination program to
address specific problem areas.
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Private foundation market segment initiative: In the early 1980s, the IRS conducted an
examination study of private foundations and concluded that there was a high level of
compliance by these organizations. This led to lower audit coverage of private foundations,
even compared to the decline in overall audit rates. That information is now dated. In
addition, we are seeing a steady growth in what had been a fairly stable sector, now
estimated as close to 100,000 entities. As a result, we have not only increased our coverage,
we have developed a market segment initiative to learn about compliance issues raised by
private foundations. Market segment initiatives are analogous to the National Research
Program (NRP) in-that they concentrate on a particular unique portion of the tax-exempt
community to gauge its compliance with the tax taws. This project will study different
categories of private foundations in several phases and ultimately will involve approximately
400 examinations. The goal is to measure compliance levels and ascertain whether
anecdotal information, both good and bad, reflects foundation behavior generally. Depending
upon what we find, we expect the results to allow us to develop improved enforcement
mechanisms, a more focused educational effort, and improvements to Form 990-PF, the
annual information retum filed by private foundations. This market segment initiative will
commence by November 2004.

Terrorist Financing and Charities A ' |

Obviously, a key concern is the financing of terrorism through the use of charities. Although
that topic is beyond the scope of this hearing, we note that on March 4, 2004, we sent you a
letter iaying out our FY2005 intiative targeted toward this problem. We look forward to
working with the Committee on this issue of national import.

Return to testimony outline

|
i
Continue with testimony text ’ . ‘
|
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“Automatic” Excess Benefit Transactions Under IRC 4958

By Lawrence M. Brauer and Leonard J. Henzke, Jr.

Overview

Purpose ~  This article will discuss when economic benefits received by a disqualified
person from an applicable tax-exempt organization which are compensation
for income tax purposes and wages for employment tax purposes should be
treated as “automatic” excess benefit transactions under IRC 4958.

In this Article  This article contains the following topics:

Topic Page

Overview 1
“Compensation” and “Wages” 3
Compensation - Under IRC 4958 4
Written Contemporaneous Substantiation 5
Accountable Plans 9
Form 4720 Required ] 11
Tips for Agents ' 13
Example 1 — No Excess Benefit Transaction 14
Example 2 — Excess Benefit Transaction : 16
Example 3 — Correction 20
Example 4 — Accountable Plan 23
Example 5 — Nonaccountable Plan 25

Continued on next page
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Overview, Continued

Previous CPE
Articles

" IRC 4958
Documents

Previous CPE articles involving IRC 4958 are:

~ * “Section 4958 Update,” FY 2000 EO CPE 21

* * “An Introduction to L.R.C. 4958 (Intermediate Sanctions),” FY 2002 EO

CPE 259

e “Intennedigtc Sanctions (IRC 4958) Update,” FY 2003 EO CPE E-1

IRS documents in which IRC 4958 is discussed are listed below. Under IRC
6110(k)(3), none of these documents may be used or cited as precedent.

TAM 200244028 (6/21/02) .

o. TAM 200243057 (7/2/02)

. PLR 200247055 (11/22/02)

* Information Letter 2002-14 (12/23/03)
. PLR 200332018 (5/13/03)

e PLR 200335037 (6/2/03)

“Automatic” Excess Benefit Transactions Under IRC 4958
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“Compensation” and “Wages”

" Different
Definitions

Compensation
Under IRC

61(a)(1)

Paymeni in
Property

Definition of
Wages

Employment
Taxes

Filing
Requirements

The definition of “compensation” under IRC 61(2)(1) for income tax
purposes, “wages” under IRC 3121(a) for employment tax purposes, and
“compensation” under IRC 4958 for excess benefit transaction purposes, are
not necessarily the same, since each provision has a different statutory

purpose.

IRC 61(a)(1) provides that “gross income” includes “compensation for
services, including fees, commissions, fringe benefits and similar items.”
Reg. 1.61-2(a)(1).

If services are paid for in property, the fair market value of the property taken
in payment must be included in income as compensation, except in the case of
property that is subject to a substantial risk of forfeiture under IRC 83. Reg.
1.61-2(d)(1).

“Wages” is defined as “all remuneration for employment, including the cash -
value of all remuneration (including benefits) paid in any medium other than
cash.” There are numerous exceptions to the items that are included as
“wages.” IRC 3121(a); IRC 3401(a).

Employers are required to withhold and pay certain employment taxes on the
wages they pay to their employees, and are required to withhold income taxes
from these wages. IRC 3101; IRC 3102; IRC 3111; IRC 3402.

Employers are required to file Form 941 (Employer’s Quarterly Federal Tax
Return) and to periodically deposit the employment taxes and income taxes at
an authorized financial institution or pay the employment taxes to the Service.
Reg. 31.6302-1; Reg. 31.6302-2.

If an employer fails to deposit or pay the employment taxes required, the
employer is liable for the entire amount of employment taxes, whether or not
the employer has withheld any employment taxes from the wages the
employer paid to the employee. Reg. 31.3102-1(a).

“Automatic” Excess Benefit Transactions Under IRC 4958
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Compensation — Under IRC 4958

Intent

Written
Contempora-

- neous
Substantiation

Although an economic benefit may be treated as compensation for income tax
purposes and as wages for employment tax purposes, the economic benefit
would be treated as compensation under IRC 4958 only if the exempt
organization providing the benefit clearly indicated its intent to treat the
benefit as compensation for services when the benefit was paid.

» If the benefit is treated as compensation under IRC 4958, Agents
should consider the benefit along with any other compensation the
disqualified person may have received to determine whether the
aggregate compensation was reasonable.

See Reg. 53.4958-4(c)(1).

An exempt organization (or entity controlled by the organization) is treated as
clearly indicating its intent to treat an economic benefit as compensation for
services only if the exempt organization provided written substantiation that
is contemporaneous with the transfer of the particular benefit. Reg. 53.4958-

4(c)(1).

If the written contemporaneous substantiation requirements are not satisfied,
unless the exempt organization can establish that it provided the economic
benefit in exchange for consideration other than the performance of services
(for example, a bona fide loan), Agents should treat the economic benefit as
an “automatic” excess benefit transaction without regard to whether:

¢ The economic benefit is reasonable,

e Any other compensation the disqualified person may have received is
reasonable, or

¢ The aggregate of the economic benefit and any other compensation the
disqualified person may have received is reasonable.

Rég. 53.4958-4(c)(1).

“Automatic” Excess Benefit Transactions Under IRC 4958
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Written Contemporaneous Substantiation

Timely One method of providing written contemporaneous substantiation is by the
Reporting of timely reporting of economic benefits, either by the exempt organization or
Benefits by the disqualified person.

The exempt organization reports the economic benefit as compensation on an
original Federal tax information return (Form 990, Form W-2 or Form 1099),
or on an amended Federal tax information return filed before the start of an
IRS examination of either the exempt organization or the disqualified person
for the year when the transaction occurred.

The disqualified person reports the economic benefit as income on an original
Federal tax return (Form 1040), or on an amended Federal tax return filed
before the earlier of:

» The start of an IRS examination of either the exempt organization or
the disqualified person for the year when the transaction occurred, or

o The first written documentation by the IRS of a potential excess
benefit transaction involving either the exempt organization or the
disqualified person.

Reg. 53.4958-4(c)(3)(i)(A).

“Continued on next page
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Written Contemporaneous Substantiation, Continued

“Reasonable
Cause”

If an exempt organization failed to report an economic benefit as

compensation, but this failure was due to “reasonable cause,” the exempt
organization is treated as having clearly indicated its intent to provide the
economic benefit as compensation for services. Reg. 53.4958-4(c)(3)(i)(B).

“Reasonable cause™ for this purpose is determined under Reg. 301.6724-1.
To show that an applicable tax-exempt organization’s failure to report an

economic benefit that should have reported on an information return was due
to “reasonable cause”, an organization must establish that:

. There were significant mitigating factors as to its failure to report. Reg.

'301.6724-1(b), or

e The failure arose from events beyond the organization’s control. Reg.
301.6724-1(c), and

e The exempt organization acted in a responsible manner both before and
after the failure occurred. Reg. 301.6724-1(d).

Continued on next page
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Written Contemporaneous Substantiation, Continued

Different. The reasonable cause standard for the failure of an exempt organization to
“Reasonable report an economic benefit as compensation is different from the reasonable
Cause” cause standard used in other IRC 4958 situations.

Standard

For example:

¢ In determining whether an organization manager’s participation in an
excess benefit transaction was due to “reasonable cause” under Reg.
53.4958-1(d)(1), “reasonable cause” is the exercise of responsibility on
behalf of the exempt organization with “ordinary business care and
prudence.” Reg. 53.4958-1(d)(6).

¢ In determining whether the 25% excise tax under IRC 4958(a)(1) should
be assessed against a disqualified person, or if assessed, whether it should
be abated under IRC 4962, “reasonable cause” means exercising
~ “ordinary business care and prudence.” Reg. 53.4958-1(d)(6); Reg.
53.4941(a)-1(b)(5); Reg. 301.6651-1(c); United States v. Boyle, 469 U.S.
241, 246 (1985).

Continued on next page
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Written Contemporaneous Substantiation, Continued

Other Written  Other written contemporaneous evidence may be used to demonstrate that the

Contemporane-  organization, through the appropriate decision-making body or an officer

ous Evidence  aythorized to approve compensation, approved a transfer as compensation in
accordance with established procedures, which include, but are not limited to-

* An approved written employment contract executed on or before the date
of transfer.

* Appropriate documentation indicating that an authorized body approved
the transfer as compensation for services on or before the date of the
transfer.

* Written evidence, that existed on or before the due date of the appropriate
Federal tax return (Form 990, Form W-2, Form 1099 or Form 1040),
including extensions but not amendments of the return, of a reasonable
belief by the exempt organization that under the Internal Revenue Code,
the benefit was excludable from the disqualified person’s gross income.

See Reg. 53.4958-4(c)(3)(ii).

Requirements  If the requirements for written contemporaneous substantiation are satisfied,

Satisfied the economic benefit is treated as compensation and is added to the
disqualified person’s other compensation to determine whether, in the
aggregate, all or any portion of the disqualified person’s compensation is
unreasonable. Reg. 53.4958-4(c)(1).

Continued on next page
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Accountable Plans

Certain
Benefits
Disregarded

Expense
‘Reimburse-
ments Under an
“Accountable
Plan”

In determining whether an excess benefit transaction occurred, all
consideration and benefits exchanged between a disqualified person and the
exempt organization and all entities the exempt organization controls are
taken into account. Reg. 53.4958-4(a)(1).

However, certain economic benefits are disregarded for purposes-of IRC

4958. Reg. 53.4958-4(a)(4).

Reimbursements of expenses incurred by a disqualified person, paid by an

-exempt organization to the disqualified person, are disregarded under IRC

4958.if the expense reimbursements are made in compliance with an
arrangement that qualifies as an “accountable plan” under Reg. 1.62-2(c)(2).
Reg. 53.4958-4(a)(4)(11).

Payments under an “accountable plan” are excluded from the employee’s
gross income, are not reported as wages or other compensation on the
employee’s Form W-2, and are exempt from withholding and payment of
employment taxes. Reg. 1.62-2(c)(4).

Continued on next page
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Accountable Plans, continued

Expense Reimbursements of expenses incurred by a disqualified person, paid by an
Reimburse- exempt organization to the disqualified person under an arrangement that is a
ments Undera  “nonaccountable plan” under Reg. 1.62-2(c)(3), may be subject to IRC 4958.
“Non- . If the exempt organization clearly indicates its intent to treat the
;}lc;c':)’:mbtable- - reimbursements as compensation for services by satisfying the written

contemporaneous substantiation requirements, Agents should treat the
reimbursements as compensation and add them to the disqualified person’s
other compensation to determine whether, in the aggregate, all or any portion
of the disqualified person’s compensation is unreasonable..

However, if the organization does not satisfy the written contemporaneous
substantiation requirements in Reg. 53.4958-4(c)(1), Agents should treat the
reimbursements paid under a “nonaccountable plan” as “automatic” excess
benefit transactions without regard to whether:

¢ The reimbursements are reasonable,

* Any other compensation the disqualified persons may have received is
reasonable, or

* The aggregate of the reimbursements and any other compensation the
disqualified person may have received is reasonable. :

Reg. 53.4958-4(c)(1).

Payments under a “nonaccountable plan” are included in the employee’s
gross income, are reported on the employee’s Form W-2 as wages or other
compensation, and are subject to withholding and payment of employment
taxes. Reg. 1.62-2(c)(5).

“Automatic” Excess Benefit Transactions Under IRC 4958




Form 4720 Required

Form 4720

Penalty for
Failure to File

The IRS has the authority to issue regulations requiring that any person who
is liable for any tax file a return. IRC 6011(a).

A disqualified person (or an organization manager) who is liable for tax
imposed by IRC 4958 is required to file Form 4720 Return of Certain Excise
Taxes on Charities and Other Persons Under Chapters 41 and 42 of the
Internal Revenue Code. IRC 6011(a).

Form 4720 must be filed annually reporting the excess benefit transactions
that occurred which give rise to the tax hablhty under IRC 4958. Reg.

53.6011-1(b).

If a disqualified person (or an organization manager) required to file Form
4720 did not file Form 4720 on or before the required due date, including
extensions of time, a penalty of 5% of the amount of the correct tax under
IRC 4958 would apply if the failure to file was not more than one month.

For each additional month that the disqualified person (or thé organization
manager) did not file Form 4720, a penalty of 5% per month applies, but not
exceeding 25% in total.

If the disqualified person (or the organization ménager) establishes that the
failure to file was due to reasonable cause and not due to willful neglect, the
penalty would not apply. :

See IRC 6651(a)(1); Reg. 301.6651-1(a)(1).

‘Continued on next page
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Form 4720 Required, Continued

Penalty for If a disqualified person (or an organization manager) required to file Form

Failure to Pay 4720 did not pay the excise taxes that should have been reported on Form
4720 on or before the required due date, including extenstons of time, a
penalty of 1/2% of the amount of the correct tax under IRC 4958 would apply
if the failure to pay was not more than one month.

For:each additional month that the disqualified person (or the organizatioh
manager) did not pay the required excise taxes, a penalty of 1/2% per month
applies, but not exceeding 25% in total.

If the disqualifted person (or the organization manager) establishes that the
failure to pay was due to reasonable cause and not due to willful neglect, the
penalty would not apply.

See IRC 6651(a)(3); Reg. 301.6651-1(a)(3).

'Penalties Not The penalty for the failure to file and the penalty for the failure to pay cannot
Cumulative exceed 25% in the aggregate. IRC 6651(c)(1). '

Fraud If the failure to file Form 4720 is fraudulent, the péna_lty for failure to file
' Form 4720 is increased from 5% to 15%, and the maximum penalty is
increased from 25% to 75%. IRC 6651(f).

Substitute If a disqualified person (or an organization manager) required to file Form
Form 4720 ~ 4720 did not file Form 4720, the IRS may have to prepare a substitute Form
4720. IRC 6020(b); Reg. 301.6020-1(b).

A substitute Form 4720 prepared by the IRS is a valid Form 4720 for all legal
purposes. IRC 6020(b)(2); Reg. 301.6020-1(b)(2).

Substitute If a disqualified person (or an organization manager) required to file Form
Form 4720 4720 did not file Form 4720, and the IRS prepares a substitute Form 4720, the
Penalties penalties for failure to file would not apply to the substitute Form 4720 but
the penalties for failure to pay would apply. IRC 6651(g); Reg. 301.6651-
1(g)-
“Automatic” Excess Benefit Transactions Under IRC 4958 AUSF 009128
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Tips for Agents

Introduction In examining economic benefits involving an exempt organization and its
disqualified persons, Agents should consider:

e Agreements
¢ Loans
e Expense reimbursements or payments

Agreements Agents should review all agreements providing any type of economic benefits
to any disqualified persons, to any member of their family and to any '
organizations in which the disqualified persons or any family members have
an ownership interest. ‘

Agreements that should be reviewed include:

¢ Employment agreements

¢ Deferred compensation agreements

¢ Bonus agreements

¢ Retirement agreements

o Severance agreements

e Agreements for the purchase and sale of any goods or services

Loans Agents should review all loan arrangements between the exempt organization
‘and all disqualified persons, and review all loan documents.

Agents should determine whether payments were made in compliance with
the loan documents.

Expense Agents should review all expense reimbursements made by the exempt
Reimburse- organization to all disqualified persons.

ments or _

Payments Agents should review all expenses paid by the exempt organization to or on

behalf of all disqualified persons.

Agents should determine whether the expense reimbursements or payments
were made in compliance with an “accountable plan” under Reg. 1.62-2(c)(2).

“Automatic” Excess Benefit Transactions Under IRC 4958 AUSF 0091 29
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Example 1 — No Excess Benefit Transaction

Facts

EQ is tax-exempt under IRC 501(c)(3). From 1998 through 2002, EO paid its
President a salary of $50,000 per year. In 2002, EO paid $35,000 for the
President and the President’s spouse to take a vacation cruise around the
world. EO intended for this benefit to be additional compensation to the
President, at the rate of $7,000 per year, for services the President performed
for EO from 1998 through 2002.

During 2002, as to the $35,000 payment, EO withheld additional federal '
income taxes and employment taxes from the President’s salary, reported the
$35,000 payment as wages on its Form 941 for the appropriate calendar

quarter and paid the appropriate income taxes and employment taxes as to the
$35,000. ' .

On EO’s Form 990 for 2002, EO reported $85,000 as compensation to the
President. In response to Question 89b on Form 990, EO answered “No.”
EO reported $85;000 as compensation on the President’s Form W-2 for 2002.
The President reported $85,000 as compensation on Form 1040 for 2002.

. Continued on next page
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Example 1 — No Excess Benefit Transaction, Continued

IRS For 1998 through 2002, the IRS examined EO’s Form 990. As a result, the
Examination IRS determined that:

* If the total compensation EO paid the President from 1998 through 2002
is treated as $57,000 per year, this amount was reasonable in relation to
the value of the sérvices EO received from the President during this .
period. ‘

* If the total compensation EO paid the President in 2002 is treated as
$85,000, this amount was reasonable in relation to the value of the
services EO re_ceived from the President in 2002.

* None of the $50,000 annual salary EO paid the President from 1998
through 2002, and none of the $35,000 it paid in 2002 on behalf of the
President, constituted inurement under Reg. 1.501(c)(3)-1(c)(2) or
mmpermissible private benefit under Reg. 1.501(c)(3)-1(d)(1)(ii).

« The President was a disqualified person as to EO under IRC 4958(f)(1)
and Reg. 53.4958-3.

. -Reporting the $35,000 of benefits satisfied the written contemporaneous
substantiation requirements under Reg. 53.4958-4(c)(3).

Conclusion Whether the President is treated as having received compensation of $57,000
per year from 1998 through 2002 or as having received $85,000 of
compensation in 2002, since neither amount was unreasonable, none of the
$35,000 EO paid for the vacation cruise constituted an excess benefit
transaction under IRC 4958(c)(1) and Reg. 53.4958-4.

“Automatic” Excess Benefit Transactions Under IRC 4958 AUSF 009131
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Example 2 — Excess Benefit Transaction

Facts EO is tax-exempt under IRC 501(c)(3). From 1998 through 2002, EO paid its
President a salary of $50,000 per year. In 2002, EO paid $35,000 for the
President and the President’s spouse to take a vacation cruise around the
world. .EQ intended for this benefit to be additional compensation to the
President, at the rate of $7,000 per year, for services the President performed
for EO from 1998 through 2002.

During 2002, as to the $35,000 payment, EO did not withhold additional
federal income taxes or employment taxes from the President’s salary, did not
-report the $35,000 payment as wages on its Form 941 for the appropriate
calendar quarter and did not pay the appropriate income taxes and -
employment taxes as to the $35,000. -

On EO’s Form 990 for 2002, EO reported only $50,000 as compensation to
the President. In response to Question 89b on Form 990, EO answered “No.”
EQ reported only $50,000 as compensation on the President’s Form W-2 for
2002. The President reported only $50,000 as compensation on Form 1040
for 2002. A ’ C

Continued on next page
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Example 2 — Excess Benefit Transaction, Continued

IRS For 1998 through 2002, the IRS examined EQ’s Form 990. As a result, the
Examination IRS determined that:

e If the total compensation EO paid the President from 1998 through 2002 |
is treated as $57,000 per year, this amount was reasonable in relation to A |
the value of the services EO received from the President during this
period.

* If the total compensation EO paid the President in 2002 is treated as
$85,000, this amount was reasonable in relation to the value of the
services EO received from the President from 1998 through 2002.

* None of the $50,000 annual salary EO paid the President from 1998
through 2002, and none of the $35,000 it paid in 2002 on behalf of the
President, constituted inurement under Reg. 1.501(c)(3)-1(c)(2) or
impermissible private benefit under Reg. 1.501(c)(3)-1(d)(1)(ii).

* The President was a disqualified person as to EO under IRC 4958(H)(1)
and Reg. 53.4958-3.

* The $35,000 constituted “wages” under IRC 3121(a) and IRC 3401(a).
Consequently, EO is liable for the appropriate amount of employment
taxes and income taxes on the $35,000. IRC 3101; IRC 3102; IRC 311 1;
IRC 3402.

* Astothe $35,000, EO did not satisfy the written contemporaneous
substantiation requirements under Reg. 53.4958-4(c)(3)(i)(A) because:

»> EO did not report the $35,000 as compensation on an original Form
990, Form W-2 or Form 1099 for 2002, or on an amended Form
990, Form W-2 or Form 1099 that was filed before the start of the
IRS examination for 2002.

Y

The President did not report the $35,000 as compensation on an
original Form 1040 for 2002 or on an amended Form 1040 for 2002
that was filed before the earlier of:

o The start of an IRS examination of either the exempt
organization or the disqualified person for 2002, or

Continued on next page
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Example 2 — Excess Benefit Transaction, Continued

IRS * The first written documentation by the IRS of a potential
Examination, excess benefit transaction involving either the exempt
(continued) organization or the disqualified person.

> EO did not establish that its failure to report the $35,000 as
compensation on a timely filed Form 990, Form W-2 or Form 1099
- was due to “reasonable cause” under Reg. 301.6724-1. Reg.
53.4958-4 (c)(3)(1)(B).

> EQ did not establish other contemporaneous evidence
demonstrating that through EO’s appropriate decision-making body
or officer authorized to approved compensation, EO approved the
payment of $35,000 in accordance with established procedures.
Reg. 53.4958-4 (c)(3)(i1).

¢ None of the $50,000 salary the President received from EO each year
from 1998 through 2002 constituted an excess benefit transaction in 1998
through 2002 under IRC 4958(c)(1) and Reg. 53.4958-4.

e All of the $35,000 payment EO paid in 2002 on behalf of the President
was an “automatic” excess benefit transaction in 2002, despite the fact
that: )

» The total compensation EO paid the President from 1998 through
2002, if treated as $57,000 per year, was reasonable in relation to
the value of the services EO received each year, or

> The total compensation EO paid the President in 2002, if treated as
$85,000, was reasonable in relation to the value of the services EO
received in 2002. IRC 4958(c)(1); Reg. 53.4958-4.

o The President is liable for the 25% excise tax under IRC 4958(a)(1) and
the 200% excise tax under IRC 4958(b).

o If the President satisfied the requirements under IRC 4961 and IRC 4962,
" which includes correction of the excess benefit transaction, abatement of
'some or all of these taxes may occur.

Continued on next page
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Example 2 — Excess Benefit Transaction, Continued

IRS * The President is not liable for the 100% penalty under IRC 6684.
Examinat_ion, Although the President could not establish this excess benefit transaction
(continued) was due to “reasonable cause” under Reg. 301.6684-1(b), under these

facts, the IRS could not prove that it was “willful and flagrant” under Reg.
301.6684-1(c).

* Since the President did not file Form 4720 reporting the $35,000 as an
excess benefit transaction, the IRS prepared a substitute Form 4720. IRC
6020(b); Reg. 301.6020-1(b)(2). Therefore, the President is liable for the
penalty for failure to pay the applicable excise taxes under IRC 4958 on
the $35,000. IRC 6651(a)(3); Reg. 301 .6651-1(a)(3). ‘

s All of the $35,000 is. includible in the President’s gross income in 2002
under IRC 61(a) and the President is liable for the appropriate income
taxes on this amount. ’

Conclusions Since the written contemporaneous substantiation requirements were not
satisfied, the $35,000 is not treated as compensation for purposes of IRC
4958. Therefore, $35,000 is treated as an “automatic” excess benefit
transaction without regard to whether: :
* The $35,000 benefit is reasonable,

¢ The $50,000 annual salary is reasonable, or

* The aggregate economic benefits, whether treated as $57,000 per year
from 1998 through 2002 or as $85,000 for 2002, are reasonable.

Reg. 53.4958-4(c)(1).
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Example 3 - Correction

Facts

“Abatement”

“Reasonable
Cause”

The facts are the same as in Example 2. In addition, in 2004, the President
repays EO $35,000 plus the appropriate amount of interest, as determined
under Reg. 53.4958-7(c).

If the disqualified person corrected the excess benefit transaction during the
correction period, the 200% excise tax under IRC 4958(b) would be
automatically abated. IRC 4961(a); Reg. 53.4961-1.

If the disqualified person corrected the excess benefit transaction during the
correction period, the 25% excise tax under IRC 4958(a)(1) would be abated
only if the disqualified person can establish that the excess benefit transaction
was due to “reasonable cause” and was not due to “willful neglect.” IRC
4962.

For this purpose, “reasonable cause” means exercising “ordinary business
care and prudence.” Reg. 53.4958-1(d)(6); Reg. 53.4941(a)-1(b)(5); Reg.
301.6651-1(c); United States v. Boyle, 469 U.S. 241, 246 (1985).

Continued on nexi page
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Example 3 — Correction, Continued

“Willful
Neglect”

Not “willful neglect” means that the receipt of the excess benefit was not due
to the disqualified person’s conscious, intentional or voluntary failure to
comply with IRC 4958, and that the noncompliance was not due to conscious

indifference. Reg. 53.4958-1(d)(5); Reg. 53.4941(a)-1(b)(4).

An act is “willful” if it is “voluntary, conscious, and intentional.” Reg.
53.4958-1(d)(5); Reg. 53.4941(a)-1(b)(4). -

“Negligence” includes any failure to make a reasonable attempt to comply
with the Jaw. IRC 6662(c).

“Willful neglect” implies failure to exercise the care a reasonable person
would observe under the circumstances to see that the standards were

. observed, despite knowledge of the standards or rules in question.

In United States v. Boyle, 469 U.S. 241 (1985), the Supreme Court stated that
“willful neglect” means “a conscious, intentional failure or reckless
indifference.” 469 U.S. at 245.

Continued on next page
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Example 3 - Correction, Continued

Conclusions

If the President can establish that in 2002, when EQ paid $35,000 on the
President’s behalf, this excess benefit transaction was due to “reasonable
cause” and was not due to “willful neglect,” the IRS would abate the 25%
excise tax. IRC 4962(a).

However, if the President cannot establish both of these requirements, the
President would be liable for the 25% excise tax under IRC 4958(a)(1), even
though the Pres:dent

¢ Corrected the excess beneﬂt transaction by paying $35 000 plus interest to
EO, and

* Paid federal income tax on the $35,000 as additional compensation.

If the President can establish that the President’s failure to pay the excise
taxes that were required to be reported on Form 4720 for 2002, which the
President did not file, was due to “reasonable cause” and was not due to

“willful neglect,” the IRS would abate the penalties for failure to pay. IRC
6651(a)(3); Reg 301.6651-1(a)(3).

The President may deduct on Form 1040 for 2004, as a miscellaneous
itemized deduction, the $35,000 that the President paid to EO in 2002. IRC
67.

If IRC 1341 applies to the repaid $35,000, this deduction would not be
subject to the two-percent floor. IRC 67(b)(9).

In any event the repaid $35,000 would be subject to the overall limitation on
itemized deductions. IRC 68.

The amount of interest the President paid in 2004 would not be deductible for
federal income tax purposes.
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Example 4 — Accountable Plan

Facts

EQ is tax-exempt under IRC 501(c)(3). In 2002, EO paid its President a
salary of $50,000 per year. EO had adopted an expense reimbursement
program that qualifies as an “accountable plan” under Reg. 1.62-2(c)(2).

In 2002, EO’s Presideht traveled in connection with EO business and incurred
travel expenses of $2,500. In 2002, EO reimbursed the President $2,500 for
these travel expenses.

During 2002, EO did not withhold and pay employment taxes on the $2,500
of expense reimbursements EO paid the President. In addition, EO did not
report this $2,500 as wages on its Form 941 for the appropriate calendar
quarter in 2002 and did not include this amount as wages on the President’s
Form W-2,

On EO’s Form 990 for 2002, EO reported $50,000 as compensation to the
President. In response to Question 89b on Form 990, EO answered “No.”
EO reported $50,000 as compensation on the President’s Form W-2 for 2002.
The President reported $50,000 as compensation on Form 1040 for 2002.

Continued on next page
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Example 4 — Accountable Plan, cContinued

IRS
Examination

The IRS examined EQ’s Form 990 for 2002. As a result ofthls examination,
the IRS determined that:

* The travel expenses EO reimbursed the President for the President’s travel
were made under an “accountable plan” under Reg. 1.62-2(c)(2).

» None of the $50,000 salary EO paid the President for 2002 constituted
inurement under Reg. 1.501(c)(3)-1(c)(2) or impermissible private benefi t
under Reg. 1.501(c)(3)-1(d)(1)(ii).

e The President was a disqualified person as to EO under IRC 4958(f)(1)
and Reg. 53.4958-3.

* The $2,500 did not constitute “wages” under IRC 3121(a) and IRC
3401(a). Consequently, EO is not liable for the appropriate amount of
employment taxes or income taxes on the $2,500. IRC 3101; IRC 3102;
IRC 3111; IRC 3402.

* Since EO paid the President $2,500 under an *“accountable plan,” the
$2,500 is disregarded for purposes of IRC 4958. Reg. 53.4958-

4(a)(4)(i1).
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Example 5 — Nonccountable Plan

Facts

EQ is tax-exempt under [RC 501(c)(3). In 2002, EO paid its President a
salary of $50,000 per year. EO had adopted an expense reimbursement
program that qualifies as an “accountable plan” under Reg. 1.62-2(¢c)(2).-

In 2002, EQ’s President traveled on a personal matter and incurred travel
expenses of $2,500. In 2002, EO reimbursed the President $2,500 for these

travel expenses.

During 2002, EO did not withhold and pay employment taxes or additional
federal income taxes as to the $2,500 of expense reimbursements EO paid the
President. In addition, EO did not report this $2,500 as wages on its Form
941 for the appropriate calendar quarter in 2002 and did not include this
amount as wages on the President’s Form W-2 for 2002. ‘

On EO’s Form 990 for 2002, EO reported $50,000 as compensation to the

- President. In response to Question 8§9b on Form 990, EO answered “No.”

EQ reported only $50,000 as compensation on the President’s Form W-2 for
2002. The President reported $50,000 as compensation on Form 1040 for
2002.

Continued on next page
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Example 5 — Nonccountable Plan, cContinued

IRS
Examination

The IRS examined EO’s Form 990 for 2002. As a result of these
examinations, the IRS determined that:

The $2,500 which EO reimbursed the President for the President’s travel
was not paid under an “accountable plan” under Reg. 1.62-2(c)(2).

The total compensation EO paid the President for 2002, $52,500, was
reasonable in relation to the value of the services EO received from the
President during 2002. :

None of the $50,000 salary EO paid the President for 2002 constituted
inurement under Reg. 1.501(c)(3)-1(c)(2) or impermissible private benefit
under Reg. 1.501(c)(3)-1(d)(1)(ii).

The President was a disqualified person as to EO under IRC 4958(H)(1)
and Reg. 53.4958-3.

The $2;500 constituted “wages” under IRC 3 121(a) and IRC 3401(a).
Consequently, EO is liable for the appropriate amount of employment
‘taxes and income taxes on the $2,500. IRC 3101; IRC 3102; IRC 3111;
IRC 3402. '

As to the $2,500, EO did not satisfy the written contemporaneous
substantiation requirements under Reg. 53.4958-4(c)(3)(1)(A) because:

> EO did not report the $2,500 as compensation on an original Form
990, Form W-2 or Form 1099 for 2002, or on an amended Form
990, Form W-2 or Form 1099 that was filed before the start of the
IRS examination for 2002. '

> The President did not report the $2,500 as compensation on an
original Form 1040 for 2002 or on an amended Form 1040 for 2002
that was filed before the earlier of:

© The start of an IRS examination of the exempt organization for
2002, or

Continued on next page
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Example 5 — Nonccountable Plan, Continued

IRS
Examination, o The first written documentation by the IRS of a potential
(continued) excess benefit transaction involving either the exempt

organization or the disqualified person

> EO did not establish that its failure to report the $2,500 as
compensation on a timely filed Form 990, Form W-2 or Form 1099
was due to “reasonable cause” under Reg. 301.6724-1. Reg.
53.4958-4 (c)(3)(1)(B).

» EO did not establish other contemporaneous evidence
demonstrating that through EO’s appropriate decision- making
body or officer authorized to approved compensation, EO approved
the payment of $2,500 in accordance with established procedures.
Reg. 53.4958-4 (c)(3)(i1).

* None of the $50,000 salary the President received from EO for 2002
* constituted an excess benefit transaction in 2002 under IRC 4958(c)(1)
and Reg. 53.4958-4.

e All of the $2,500 EO paid in 2002 to the President is treated as an
“automatic” excess benefit transaction. in 2002, despite the fact that the
total economic benefits EQ paid the President for 2002, $52,500, was
reasonable in relation to the value of the services EQ received during
2002. IRC 4958(c)(1); Reg. 53.4958-4.

* The President is liable for the 25% excise tax under IRC 4958(a)(1) and
the 200% excise tax under IRC 4958(b).

* If the President satisfies the requirements under IRC 4961 and IRC 4962,
which includes correction of the excess benefit transaction, abatement of
some or all of these taxes may occur.

* The President is not liable for the 100% penalty under IRC 6684.
Although the President could not establish this excess benefit transaction
~ was due to “reasonable cause” under Reg. 301.6684-1(b), under these
facts, the IRS could not prove that it was “willful and flagrant” under Reg.
301.6684-1(c).
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Example 5 — Nonccountable Plan, continued

IRS
"Examination,
(continued)

Conclusions

* Since the President did not file Form 4720 reporting the $2,500 as an
excess benefit transaction, the IRS prepared a substitute Form 4720. IRC
6020(b); Reg. 301.6020-1(b)(2). Therefore, the President is liable for the
penalty for failure to pay the applicable excise taxes under IRC 4958 on
the $2,500. IRC 6651(a)(3); Reg. 301.6651-1(a)(3).

¢ All of the $2,500 is includible the President’s gross income for 2002
under IRC 61(a) and the President is liable for the appropriate income
taxes on this amount.

Since the written contemporaneous substantiation requirements were not
satisfied, the $2,500 is not treated as compensation for purposes of IRC 4958.
Therefore, $2,500 is treated as an “automatic’ excess benefit transaction
without regard to whether:

e The $2,500 paid in 2002 is reasonable,
¢ The $50,000 salary for 2002 is reasonable, or

* . The aggregate economic benefits the EO paid in 2002, $52,500, are
reasonable.

Reg. 53.4958-4(c)(1).
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