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IMPORTANT INFORMATION
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.
• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code. You will have to write down
only the final verification code on the attestation form, which will be emailed to registered attendees.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Program:
-On the web, use the chat box at the bottom left of the screen
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

Sound Quality
When listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.
Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.
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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Private Inurement and
Excess Benefit Issues Arising
from Compensation
Arrangements
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• The prohibition on private inurement distinguishes non-profit
organizations from for-profit organizations and is a statutory
requirement for tax-exemption under the most common subsections
of I.R.C. §501(c).
• The prohibition on private benefit applies to I.R.C. §501(c)(3)
organizations, which are required to serve “a public rather than a
private interest”1 and may apply in the I.R.C. §501(c)(4) and other
contexts.
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• The prohibition on private inurement is set out in the phrase, used
in multiple paragraphs of I.R.C. §501(c):
“no part of the net earnings of which inures to the benefit of
any private shareholder or individual.”
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• The private inurement doctrine applies to “net earnings,” but the
term “net earnings” may not be limited to its strict accounting
definition. It also may include income and assets. A wide variety of
transactions are included in the concept, including unreasonable or
excessive compensation.
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• The terms “shareholder” and “individual” are misleading. Though a
few states allow nonprofit corporations to issue shares, most do not,
making the term “shareholder” seem irrelevant.
• Furthermore, the private inurement doctrine can be triggered by
the involvement of persons who are not individuals (corporations,
partnerships, limited liability companies, estates, and trusts).2
• The term “private shareholder or individual,” as used in I.R.C. §501
refers to a person having a personal and private interest in the
activities of the organization.3
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• An organization subject to the prohibition on private inurement can
have its tax-exempt status revoked for paying excessive
compensation.
• In addition to the loss of tax-exempt status, an organization must
consider the potential state-law consequences and reputational risk
that may arise from paying excessive compensation.
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• Until the advent of the excess benefit transaction doctrine and
intermediate sanctions in 1996, revocation of exemption was the
Service’s only enforcement mechanism. It was problematic for a
variety of reasons:
– It punished the organization, not the “insider” who was
responsible for—and who benefited from—the improper
transaction.
– Where the organization otherwise operated for proper exempt
purposes, revocation could have far-reaching consequences to
innocent and third-parties, and even the entire community.
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• Because of its severity, the revocation penalty typically was used
only against the worst offenders, leaving low- and mid-level
misfeasors free to engage in private inurement.
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• On July 30, 1996, the Taxpayer Bill of Rights 2 (P.L. 104-168) was
signed into law. The act contained long-awaited “intermediate
sanctions” provisions imposing excise tax penalties on “disqualified
persons” who engage in “excess benefit transactions” with
“applicable tax-exempt organizations”—specifically, public charities
or social welfare organizations.4
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• The penalties for excess benefit transactions are referred to as
“intermediate sanctions” in contrast to the ultimate sanction of
exemption revocation.
• Intermediate sanctions enable the Service to address mild to
moderate cases of private inurement by punishing the individuals
involved and without jeopardizing the interests of the organization
or the community.
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• Intermediate sanctions are used where the excess benefit does not
rise to a level where it “calls into question whether, on the whole, the
organization functions as a charitable or other tax-exempt
organization.”5 Intermediate sanctions may be imposed in addition
to (not just in lieu of) revocation.6
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• The prohibited transaction rules applicable to private foundations
served as a template for the intermediate sanctions rules. However,
unlike prohibited transactions with private foundations, which are
prohibited absolutely, transactions by disqualified persons with
public charities (and social welfare organizations) are subject to a
rule of reason. A reasonable transaction does not result in an excess
benefit.
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• An “excess benefit transaction” is defined as:
Any transaction in which an economic benefit is provided by a
[public charity or social welfare 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 performance of services) received
for providing such benefit.7
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• I.R.C. §4958, dealing with intermediate sanctions, imposes excise
taxes on disqualified persons who improperly benefit from an
“excess benefit transaction” and on organization managers who
participate in such a transaction knowing that it is improper.
• There is no “knowing” requirement with respect to the excise tax on
disqualified persons. Thus, a disqualified person could, in theory, be
subject to excess benefit penalties even where he or she believed the
transaction to be reasonable and without excess benefit.
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• The definition of “disqualified person” is important because if a
person is not a “disqualified person,” then no excess benefit
transaction with that person can exist. Even an unreasonable
transaction with that person will not trigger intermediate sanctions.
• However, the transaction still would constitute private inurement
and could jeopardize the organization’s exemption.
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•

The term “disqualified person” refers to a person who is in a position to siphon
off the organization’s income or assets for personal use and includes:8
1) Any person who was, at any time during the 5-year period ending on the
date of such transaction, in a position to exercise substantial influence over
the affairs of the organization;
2) A member of the family of an individual described in paragraph 1).
Members of the family are limited to spouse, ancestors, children,
grandchildren, great-grandchildren; the spouses of children, grandchildren,
and great-grandchildren; and brothers and sisters, of whole or half- blood,
and their spouses. Not included are nieces and nephews and spouses of
ancestors;
3) A 35% controlled entity, which means (i) a corporation in which persons
described in 1) or 2) own more than 35% of the total combined voting
power, (ii) a partnership in which such persons own more than 35% of the
profits interest, and (iii) a trust or estate in which such persons own more
than 35% of the beneficial interest.
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A person who has the powers or responsibilities, or holds the type of interest,
described in one of these categories:9
– Voting members of the governing body;
– Presidents, chief executive officers, or chief operating officers, regardless of
title, who have or share ultimate responsibility for implementing the
decisions of the governing body or supervising the management,
administration, or operation of the applicable organization;
– Treasurers and chief financial officers, regardless of title, who have or share
ultimate responsibility for managing the organizations’ financial assets or
have or share authority to sign drafts or direct the signing of drafts, or
authorize electronic transfer of funds, from organization bank accounts; or
– Persons with a material financial interest in a provider-sponsored
organization
is deemed to have substantial influence over the organization.

22

• Certain persons are deemed not to have substantial influence:10
– I.R.C. §501(c)(3) organizations;
– For an applicable tax-exempt organization described in I.R.C.
§501(c)(4), another I.R.C. §501(c)(4) organization;
– Employees who receive economic benefits, directly or indirectly
of less than the amount referenced for a highly compensated
employee in I.R.C. 414(q)(1)(B)(i), who are not in the statutory
categories of disqualified persons, and who are not substantial
contributors to the organization.
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•

There is also a facts-and-circumstances-tending-to-show-substantial-influence
test, including whether the person:11
– Founded the organization;
– Is a substantial contributor (i.e., has given more than 2% of the total
contributions received by the organization) to the organization taking into
account only contributions received by the organization during the current
and four preceding fiscal years;
– Has compensation based on revenue derived from activities of the
organization that the person controls;
– Has or shares authority to control or determine a substantial portion of the
organization’s capital expenditures, operating budget, or compensation for
employees; and
– Owns a controlling interest in a corporation, partnership, or trust that is a
disqualified person.
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•

For purposes of the facts and circumstances test, certain facts tend to show that
a person does not exercise substantial influence: 12
– The person has taken a bona fide vow of poverty as an employee, agent, or
on behalf of a religious organization;
– The person is an contractor (such as an attorney, accountant, or investment
manager) whose sole relationship to the organization is providing
professional advice (without having decision making authority) with respect
to transactions from which the contractor will not economically benefit aside
from customary fees;
– The direct supervisor of the individual is not a disqualified person;
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– 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 activities, assets, income, or
expenses of the organization, as compared to the organization as a whole;
– The person does not receive any preferential treatment based on the size of
that person’s donation that is not provided to others making comparable
donations.
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• If multiple organizations are affiliated by common control or
governing documents, the determination of whether a person has
substantial influence is made separately for each applicable taxexempt organization.
• A person may be a disqualified person with respect to transactions
with more than one applicable tax-exempt organization.13
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•

•

•

•

An “organization manager” is any officer, director, or trustee of such
organization (or any individual having powers or responsibilities similar to
those of officers, directors, or trustees of the organization).14
An officer is one specifically designated under the certificate of
incorporation, bylaws, or other constitutive documents or any person who
regularly exercises general authority to make administrative or policy
decisions on behalf of the organizations.
Persons not considered officers are independent contractors such as
attorneys, accountants, and investment managers and advisors, as well as a
person who has authority merely to recommend administrative policy
decisions, but not to implement them without approval of a supervisor.15
A committee member of the governing body of an organization invoking the
rebuttable presumption of reasonableness based on the committee’s actions
is an organization manager.16

28

• I.R.C. §4958 does not apply to any fixed payment made pursuant to
an initial contract.17
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•

•

•

•

Fixed Payment: an amount of cash or other property specified (or
determined under a formula) in the contact, which is to be paid or
transferred in exchange for specified services or property.
A fixed formula may incorporate an amount that depends upon future
specified events or contingencies, provided that no person exercises
discretion when calculating the amount of a payment or deciding
whether to make a payment.
A specified event or contingency may include the amount of revenues
generated by (or other objective measure) one or more activities of the
organization.
A fixed payment does not include any amount paid to a person under a
reimbursement or similar arrangement when discretion is exercised by
any person with respect to the amount of expenses incurred or
reimbursed.18
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• Amounts payable pursuant to a qualified pension, profit-sharing, or
stock bonus plan under I.R.C. §401(a), or pursuant to an employee
benefit program that is subject to and satisfies coverage and
nondiscrimination rules under the Internal Revenue Code (e.g.,
I.R.C. §§127 and 137), other than nondiscrimination rules under
I.R.C. §9802, are treated as “fixed payments”, regardless of the
organization's discretion with respect to the plan or program.
• The fact that a person contracting with the organization is expressly
granted the choice whether to accept or reject any economic benefit
is disregarded in determining whether the benefit constitutes a
“fixed payment”.
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• Initial Contract: a binding written contract between an organization
and a person who was not a disqualified person immediately prior to
entering the contract.19
• A contract that the organization can terminate at will without
penalty is treated as a new contract as of the earliest date that any
such termination or cancellation, if made, would be effective.20
• A material change to a contract is treated as a new contract as of the
date the material change is effective.21
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• Any payment that is not a fixed payment is evaluated to determine
whether it constitutes an excess benefit under I.R.C. §4958. In
making the determination, all payments and consideration
exchanged between the parties, including fixed payments made
pursuant to an initial contract with respect to which I.R.C. §4958
does not apply.
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• “Basket” of Compensation. An economic benefit is not treated as
considerations for services unless the organization clearly indicates
its intent to treat the benefit as compensation when the benefit is
paid. “Clear indication” requires that the organization provide
written substantiation (including Form 1099 or Form W-2)
contemporaneous with the transfer of the economic benefit at issue.
If contemporaneous substantiation is not provided, any services
provided by the disqualified person will not be treated as provided
in consideration for the economic benefit for purposes of
determining the reasonableness of the transaction.22
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• An organization is not required to indicate its intent to provide an
economic benefit as compensation for services if the economic
benefit is excluded from the disqualified person’s gross income:
– Employer-provided health benefits;
– Contributions to a qualified pension, profit-sharing, or stock
bonus plan under I.R.C. §401(a);
– Benefits described in I.R.C. §127 and I.R.C. §137
• However, except for economic benefits that are disregarded for
purposes of I.R.C. §4958, all compensatory benefits (regardless of
Federal income tax treatment) provided by the organization in
exchange for the performance of services are taken into account in
determining the reasonableness of compensation under I.R.C.
§4958.
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Excise Tax on Disqualified Persons
• The disqualified person pays a tax of 25% of the excess benefit. 23 If
the disqualified person does not correct the excess benefit
transaction timely, a tax of 200% of the excess benefit is imposed.24
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Excise Tax on Organization
Managers
• The organization manager who knowingly participates in an excess
benefit transaction (unless such participation is not willful and is
based on reasonable cause) pays an “organization manager tax” of
10% of the excess benefit.25
• The amount of the tax cannot exceed $20,000,26 but if the manager
receives an excess benefit, then he may be subject to both the
organization manager tax and the disqualified person tax.27
• Silence can constitute participation if the manager is under a duty
to speak, and an objection to the transaction can constitute nonparticipation.
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• “Knowing” is defined as:
– having actual knowledge of sufficient facts so that, based solely
on such facts, the transaction would be an excess benefit
transaction;
– being aware that the transaction might violate the prohibition on
excess benefit transactions; and
– negligently failing to make reasonable attempts to ascertain
whether the transaction is an excess benefit transaction or being
aware that the transaction is an excess benefit transaction.28
• A legal opinion that sets forth the facts and the applicable law and
concludes that the transaction is permissible may make the
manager’s participation “unknowing”29 and avoid the organization
manager tax.
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• Where multiple parties are liable for the excise tax with respect to a
particular excess benefit transaction, they are jointly and severally
liable.30
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• A person liable for the excise tax under I.R.C. §4958 also may be
liable for penalties. If the act (or failure to act) was not due to
reasonable cause and either 1) the person has theretofore been liable
for tax under chapter 42 or 2) the act (or failure to act) was both
willful and flagrant, then such person is liable to a penalty equal to
the amount of the tax. 31
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Correcting an Excess Benefit
Transaction
• An excess benefit transaction is corrected by undoing the excess
benefit to the extent possible, and taking any additional measures
necessary to place the applicable tax-exempt organization involved
in the excess benefit transaction 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.32
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• The correction amount is the sum of the excess benefit plus interest
at the applicable federal rate, compounded annually. 33 Correction
generally must be made in the form of cash or cash equivalents and
cannot, for example, be made in the form of a note. 34
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•

•

The organization and the disqualified person can create a rebuttable
presumption that a transaction is reasonable and not an excess benefit
transaction by meeting certain conditions:35
– The compensation arrangement was approved in advance by an authorized
body of the organization composed entirely of individuals who do not have a
conflict of interest with respect to the compensation arrangement;
– Although the disqualified person might have participated in the discussion
to answer questions, he or she left the meeting room and was not present
during debate and voting on the compensation arrangement or property
transfer.
– The authorized body relied upon appropriate data as to comparability prior
to making its determination; and
– The authorized body adequately documented the basis for its determination
concurrently with making that determination.
If each of these conditions is met, the transaction is presumed to be at fair
market value and not to have generated excess benefit.
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• An “authorized body” is:36
– The governing body of the organization;
– A committee of the governing body, to the extent the committee
is permitted by state law to act on behalf of the governing body;
– To the extent permitted under state law, other parties authorized
by the governing body to act on its behalf by following
procedures specified by the governing body in approving
compensation arrangements or property transfers.
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• For a decision to be documented adequately, the written or
electronic records of the authorized body must note:37
– The terms of the transaction that was approved and the date it
was approved;
– The members of the authorized body who were present during
debate on the transaction that was approved and those who
voted on it;
– The comparability data obtained and relied upon by the
authorized body and how the data was obtained;
– Any actions taken with respect to consideration of the
transaction by anyone who is otherwise a member of the
authorized body but who had a conflict of interest with respect to
the transaction.
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• If the authorized body determines that reasonable compensation is
higher or lower than the range of comparability data obtained, the
authorized body must record the basis for its determination. For a
decision to be documented concurrently, records must be prepared
before the later of the next meeting of the authorized body or 60
days after the final action or actions by the authorized body are
taken. Records must be reviewed and approved by the authorized
body as reasonable, accurate, and complete within a reasonable time
thereafter.38
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• In general, there is no presumption with respect to non-fixed
payments until after the exact amount of the payment is determined,
or a fixed formula for calculating the payment is specified, and the
three requirements for the presumption under paragraph (are
satisfied. amounts are determined.39
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•

If the authorized body approves an employment contract with a disqualified
person that includes a non-fixed payment (such as a discretionary bonus)
subject to a specified cap, the authorized body may establish a rebuttable
presumption with respect to the non-fixed payment at the time the
employment contract is entered into if—
– Prior to approving the contract, the authorized body obtains
appropriate comparability data indicating that a fixed payment of up to
a certain amount to the particular disqualified person would represent
reasonable compensation;
– The maximum amount payable under the contract (taking into account
both fixed and non-fixed payments) does not exceed the amount
determined to be reasonable; and
– The other requirements for the rebuttable presumption of
reasonableness under paragraph (a) of this section are satisfied.

48

• In order to rebut the presumption, the Service must develop
“sufficiently contrary evidence to rebut the probative value of the
comparability data relied upon by the authorized body.”40 The type
of contrary evidence that will be considered is prescribed in the
regulations and depends on the type of transaction at issue.
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Penalty Abatement
• The first-tier tax can be abated if the taxpayer (the disqualified
person and/or the organizational manager) establish, to the
Service’s satisfaction, that the excess benefit transaction was:
– due to reasonable cause and not to willful neglect; and
– corrected within the applicable correction period.41
• The second-tier tax can be abated by prompt correction, specifically,
if the transaction is corrected during the period beginning with the
date of the transaction and ending with the earlier of:
– the date of mailing of a notice of deficiency under I.R.C. §6212
with respect to the excise tax; or
– the date on which the excise tax imposed on the disqualified
person is assessed.42
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Stakes Are High If Governance Strategies Are
Not Successfully Put Into Place
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Who Cares?











IRS – Mitigate Tax Abuse
State Regulators – Consumer Oversight / Public Defender
Donors – Contributions in accordance with donative intent
Media – Excessive compensation makes great news
Membership – Member intent governance - use of dues
Competing Organizations – Competition for sources & funds
Competing Interests – Adversaries – Exec Comp – Tarnish
public image
Communities Served - Trust
Executives, Employees, Constituents & Stakeholders
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How Would You Fair If the Big Bad
Wolf Came To Your Door
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Risk of Overcompensation


Donor – Member – Competitor Scrutiny



Media – Sensational reporting



Employees – unfair pair can lead to discontent / turnover



Organization Leadership - Individual liability



Revocation of tax-exempt status



Monetary penalties imposed on executives and board



Loss of goodwill
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Risk of Undercompensating
Nonprofit Executives


Demotivation



Attraction risk



Retention risk



Loss of executive value / standing with stakeholders



Cap on compensation that creates motivation and hiring
challenges



Recruiting talent at the next level



Succession issues
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Enforcement Issues - Consequences
•

Tax Consequences - Exemption Issues
– Private Inurement
 Applies

to organizations exempt under multiple
sections of the IRS Code including but not
limited to: 501(c)(3), 501(c)(4), 501(c)(6),
501(c)(7)
 Provides that no part of net earnings can inure
to the benefit of any private individual or
shareholder
 Penalty for inurement is Revocation of Tax
Exemption
For Straffordpubs October 28, 2015
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Enforcement Issues - Consequences


Tax Consequences - Exemption Issues
– Impermissible Private Benefit
 Tax-exempt

organizations are required to limit
activities to those that further their stated mission
 A non-exempt purpose serves a private vs. a
public benefit – and as such is a Private Benefit
 Provisions of an impermissible private benefit can
be grounds for Revocation of Tax Exemption
 More applicable to 501(c)(3) & 501(c)(4) exempt
organizations
For Straffordpubs October 28, 2015
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Enforcement Issues - Consequences


Tax Consequences - Exemption Issues
– Intermediate Sanctions


Section 4958 of the Code imposes “intermediate sanctions” in the
form of excise taxes on “disqualified persons” (including officers and
senior executives) who engage in “excess benefit transactions” with
Section 501(c)(3) and 501(c)(4) organizations. Section 4958 also
penalizes “organization managers” (officers and trustees) who
knowingly approve excess benefit transactions. Personal Liability



Excess Benefit Transaction: Is one in which the economic benefit
provided directly or indirectly to a disqualified person exceeds the
value received by the organization, including value from the
performance of services. This includes the payment of excessive
compensation or an unreasonable business transaction.

For Straffordpubs October 28, 2015
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Whose Compensation is Potentially Subject To
Treas. Reg. Section 53.4958 – 3(c)


An “Excess benefit transaction” with a “disqualified
person”



Who is a “disqualified person”?
 Generally defined as any person in a position to exercise substantial
influence over the affairs of the nonprofit organization anytime over a
5 year period preceding the date of the compensation transaction.








Voting Board Member
President, Chief Executive Officer, Executive Directors
Chief Operating Officer
Treasurer, Chief Financial Officer
Organization Founder(s), Family Members
Donors
Consultants

For Straffordpubs October 28, 2015
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Executive Compensation Limitations


Tax Consequences - Exemption Issues
– Intermediate Sanctions


Most Common Areas of Potential Excess Benefit
Transactions:
 Compensation arrangements with:
Directors
Officers
Managers
Vendors / Consultants
 Not Legally Prohibited From Receiving – Reasonable and
Fair Market Compensation

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Treasury Department 2014 990 Form


Part VI – Governance, Management, Policies & Disclosures




The 2014 version of the Form 990 consists of a core form completed by all
filers. Part VI requires answers about policies not required by IRS but they
serve as a target focal point for government auditors who find that the
nonprofit who do have policies in place (Conflict of Interest / Whistleblower
Protections) are more likely to end up in compliance with government
regulations

Part VII – Compensation of Officers, Directors, Trustees, Key
Employees, Highest Compensated Employees, and
Independent Contractors
 Requires the listing of the organization’s current or former officers, directors,
trustees, key employees, highest compensated employees, and current
independent contractors. All organizations subject to Form 990 are required
to complete Part VII, and when applicable, Schedule J for certain persons.
For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation Treasury
Department 2014 990 Form


Part VII – Compensation of Officers, Directors, Trustees, Key
Employees, Highest Compensated Employees, and Independent
Contractors
 Overview of total compensation thresholds for the tax year




All current officers, directors, and trustees – (No minimum threshold)
Current Officers – President / CEO / COO / Executive Director / CFO /
Key Employees – Other than officer, director, or trustee who meets all three
of the following tests:
 In excess of $150,000 of Reportable Income Test
 Responsibility Test – Has responsibilities similar to an officer; or
manages a discreet segment or activity of the organization that
represents 10% or more of the activities, assets, income, or expenses;
or has or shares authority to control or determine 10% or more of the
organizations capital expenditures, operating budget, or compensation
of employees
 Top 20 Test - Is one of the 20 employees who
satisfies the $150,000 and Responsibility Test

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Treasury Department 2014 990 Form
u

Part VII – Compensation of Officers, Directors, Trustees, Key
Employees, Highest Compensated Employees, and Independent
Contractors
 Overview of total compensation thresholds for the tax year
 5 Highly Compensated Employees – with over $100,000 of
reportable income


Former Directors and Trustees – over $10,000 of reportable
compensation

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
What is Considered Reportable Compensation
u

Part VII – Compensation of Officers, Directors, Trustees, Key
Employees, Highest Compensated Employees, and Independent
Contractors
 Overview of total reportable compensation
 All forms of cash and non-cash compensation to include:
 Base Salary
 Fees
 Bonus / Performance Based Incentive Compensation
 Pensions
 Retirement Savings Matches
 Perquisites – Spousal Travel, Clubs, Executive Life, Car Allowance
 Deferred Compensation / SERPS
 Health and Welfare Benefits
 Other Fringe Benefits – Cell Phones, Computers, Internet
 Severance Payments / Relocation Assistance
For Straffordpubs October 28, 2015
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Avoiding Excessive Executive Compensation
Recap of Effective Business Strategy


To insure executive compensation decisions will stand up to
government regulators, media, and donors, consider the following
best practices
 Use Caution When Entering Into Transactions with Disqualified Persons
 Use the Rebuttable Presumption Procedures – Shift the burden of proof to
the IRS / Attorney General’s Office
 Create a Compensation or HR Committee – Creates a dedicated review
 Adopt a Comprehensive Conflicts of Interest Policy – strongly encouraged
by government and helps protect directors and officers from liability
 Adopt an Executive Compensation Policy – creates internal consistency
 Use Appropriate Comparability Data – similar services / similar enterprises

 Assess all Components of Executive Compensation – Conduct Total
Compensation Review
For Straffordpubs October 28, 2015
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Avoiding Excessive Executive Compensation
Recap of Effective Business Strategy


To insure executive compensation decisions will stand up to
government regulators, media, and donors, consider the
following best practices
 Have Board Executive Committee / Full Board Approve Targeted
Director and Executive Total Compensation
 Adopt a Travel and Expense Reimbursement Policy
 Obtain Reasoned and Impartial Assistance and Opinion

For Straffordpubs October 28, 2015
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Effective Governance Models
Determining Total Compensation
 Board or Committee – Purpose




Establish an annual cycle
Manage size of committee
Determine roles between board and organization
management to establish:
 Annual goals and performance expectations
 Planning of compensation actions
 Auditing compensation philosophy and policy
 Organization budget for compensation
 Establish roles of committee and board
 Create and maintain process to address intermediate
sanctions and maintain rebuttable presumption

For Straffordpubs October 28, 2015
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Executive Compensation
Best Practice Strategies


Creating a Rebuttable Presumption of
Reasonableness
Under Section 53.4958-6 of the regulations, if the organization
takes certain precautions in approving compensation transactions,
the organization creates a “rebuttable presumption” that the
transaction is at fair market value.

To Establish the “Rebuttable Presumption”:






The governing body must obtain and rely on valid comparability
data in approving the compensation transaction
The compensation transaction must be approved in advance by
disinterested members of an authorized body of the
organization’s governing body. There must be - No Conflict of
Interest
The governing body must contemporaneously document its
decision and the reason for its decision

For Straffordpubs October 28, 2015
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Executive Compensation
Best Practice Strategies


Creating a Rebuttable Presumption of
Reasonableness
 To Establish the “Rebuttable Presumption” The governing
body must obtain and rely on valid comparability data in
approving the compensation transaction


Do you need a third-party compensation or valuation expert /
report?



Who is providing / reporting the data? There must be no
conflict of interest

For Straffordpubs October 28, 2015
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Executive Compensation
Best Practice Strategies


Creating a Rebuttable Presumption of
Reasonableness
 To Establish the “Rebuttable Presumption” The governing
body must obtain and rely on valid comparability data in approving the
compensation transaction


What constitutes “Comparable Data”?
 Total Compensation paid by similarly situated organizations: size,
revenue, budget, location, services – may include both taxable and
exempt organizations
 Availability of data comparing similar services in geographic area
 Compensation surveys prepared by independent firms
 Actual written offer letters to disqualified persons
 Similar tax exempt organizations - 990 executive compensation data
 Org’s with less than $1 million of gross receipts – 3 comparable org’s

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Best Practice Strategies


Creating a Rebuttable Presumption of
Reasonableness
 To Establish the “Rebuttable Presumption” The compensation
transaction must be Approved in Advance by disinterested
members of an authorized body of the organization’s governing
body. There must be - No Conflict of Interest
 Who

is the authorized body?

 Governing Board
 Executive Committee
 A committee of the governing board authorized to act on
the behalf of the board

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Best Practice Strategies


Creating a Rebuttable Presumption of
Reasonableness


Who constitutes “Disinterested Individuals”?
 Does not include any person in the process with a Conflict of
Interest – such as:
 Receiving direct economic benefits from a compensation
transaction
 Employees working under a person benefiting from a
compensation transaction whose compensation will be
approved by a person benefitting
 Individuals who have a material financial interest affected
by the compensation transaction
 A family member of a person benefiting from a
compensation transaction

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Form 990


Creating a Rebuttable Presumption of
Reasonableness
 To Establish the “Rebuttable Presumption” Concurrent with the
determination, the governing body must adequately document the basis for
its decision before the later of the approving body’s next meeting or 60 days
after the final action of the approving body.


What is appropriate documentation?
 The terms of the approved compensation transaction
 The date of approval
 A recording of the authorized members of the governing
committee of the board present during the discussions
concerning executive compensation and a record of who
voted on the compensation transaction

For Straffordpubs October 28, 2015
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Nonprofit Executive Compensation
Form 990


Creating a Rebuttable Presumption of
Reasonableness


What is appropriate documentation?
 A thorough description or expert report on the
comparability data that was used by the authorized body
to make its decision and how the data was obtained
 A record of the actions taken by any member of the
authorized body who is found to have a conflict of
interest
 A record of the basis of the determination and decision
by the authorized body when the amount of approved
compensation exceeds the fair market value range of
the comparability data

For Straffordpubs October 28, 2015
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Comparable Compensation Data
Like Services – Similar job duties and responsibilities / job
scope, accountability and geographic influence
Like Enterprises – Similar industry, size of organization both
for-profit and not-for-profits – i.e. music publishing industry
Like Circumstances – Similar mix of compensation items. Must
look at Total Compensation picture
Identify Market Position – Decide on competitive market
position. What is your marketplace. NAICS / NTEE Code
Number of Comparable - Identify Surveys and Data Sources to
assess compensation. Similar Organizational scope.
Total Compensation Review – Compare all compensation
items to comparable organizations and data sources
Formalize Total Compensation Strategy – To ensure protection
of Fairness and Reasonableness
For Straffordpubs October 28, 2015
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Evaluating the Total Compensation &
Rewards Program
Is it in compliance?
Is it compatible with the mission and
strategy?
Does it fit the corporate culture?
Is it internally equitable?
Is it externally competitive?

For Straffordpubs October 28, 2015
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Avoiding Excessive Executive Compensation
Recap of Effective Business Strategy
 Use Caution When Entering Into Transactions with
Disqualified Persons
 Use the Rebuttable Presumption Procedures
 Create a Compensation or HR Committee
 Adopt a Comprehensive Conflicts of Interest Policy
 Adopt an Executive Compensation Policy Use Appropriate
Comparability Data
 Assess all Components of Executive Compensation
 Have Board Executive Committee / Full Board Approve
Targeted Director and Executive Total Compensation
 Adopt a Travel and Expense Reimbursement Policy
 Obtain Reasoned and Impartial Assistance and Opinion

For Straffordpubs October 28, 2015
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Common Best Practices in Compensation
 Reasonable range of compensation target – Minimum to 75th
Percentile - Documented skills, work record, professional background,
achievement

 Careful documentation of compensation actions by Board and strong
rational for decisions

 Formal performance based incentive compensation programs
approved by the Board – Quantitative and Qualitative
 Allowable total compensation strategies – relocation and housing
allowances, fringe benefits, education assistance, leave benefits, etc
 Development and execution of an aligned total compensation strategy
 Executive benefits and perquisites – financial and legal planning,
clubs, business travel, life insurance, etc.
For Straffordpubs October 28, 2015
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Elements of a Performance Based Cash
Compensation Strategy

The Cash Reward Strategy
Base Compensation
Values Driven
Individual Focused
Behaviors Competency Skill
Market competitiveness

Performance Management

Variable Compensation

Measures & Goals Driven
Data-based Feedback
Reinforces Desired Behaviors
Real Time Process

Economic Driven
Individual / Team Focused
Links Results & Process
Share in the Results

For Straffordpubs October 28, 2015
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INCENTIVE COMPENSATION
ESSENTIAL DESIGN ELEMENTS
ELIGIBILITY - WHO WILL PARTICIPATE
PAYOUTS
– Many Organizations Set Target Incentives For Participants
– Usually Expressed As A % Of Base Pay Or $$
– Usually Contains A Performance Threshold To Achieve
Before The Plan Is Funded
– Oftentimes Contains Stretch Incentives
– Usually Pays Out At End Of Year Or Quarterly

PERFORMANCE CRITERIA
– To Reward Behaviors That Are Specific, Measurable &
Within The Participants / Teams Control
– Should Tie Into Organizational Measures To Maintain
Overall Strategic Focus
– Performance Criteria / Measures Should Be Weighted
Based on Level of Criticality & Priority
For Straffordpubs October 28, 2015
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Common Best Practices in Compensation
Identifying Key Performance Indicators (KPI’s)
– Quantitative indicators - that can be presented as a
number.
– Practical indicators - that interface with existing
company processes.
– Directional indicators - specifying whether an
organization is getting better or not.
– Actionable indicators - are sufficiently in an
organization's control to effect change.
– Financial indicators - used in performance
measurement and when looking at an operating index
For Straffordpubs October 28, 2015

86

Compensation & Performance
Management Consultants 512-415-8080

Tracking Key Performance Measures
To Assess Results and Success
Operational Productivity
Human Capital Planning / Organization Development
Business Development / Marketing
Schedules – Project completion, product/service delivery
Customer Satisfaction – External / Internal
Quality Product / Service
Reduction – Cost, Rework, Loss Time, inefficiencies
Financial – EBITDA, Net Income, Budget, Cost
Communication – External / Internal
Team Development And Participation
Continuous Improvements
Innovation / Product Development
Desired Behaviors – Cultural, and Values
For Straffordpubs October 28, 2015
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World-at-Work Total Rewards Model

For Straffordpubs October 28, 2015
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Pitfalls in Compensation Assessment
 Range of compensation target – Above 75th Percentile
 End of career compensation actions by Board that are difficult to
defend
 Old deferred compensation plans - out of regulatory compliance
 Old deferred compensation plans – inadvertent funding due to tax
code. Can be expensive

 Compensation look-backs
 Late redress of low retirement savings – lump sum catch-ups
 Below interest or “fair market” loans – May be illegal in some states
 Vacation payouts – beware of constructive receipt

 Automobile assistance – allowances
 Incentive plans – sales / revenue driven / no award caps
For Straffordpubs October 28, 2015
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Preparing for & Defending A Nonprofit
Executive Compensation Audit
Smart Business Strategies
To Design and Maintain Executive
Compensation Plans
Is Your Organization Protected?
Questions & Discussion
For Straffordpubs October 28, 2015
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Thank You For Attending
Preparing for & Defending A Nonprofit Executive
Compensation Audit
Smart Business Strategies
To Design and Maintain Executive
Compensation Plans
Bob Cartwright, SPHR
President / CEO Intelligent Compensation LLC
512-415-8080
bob.cartwright@intelligentcomp.net
www.intelligentcomp.net

For Straffordpubs October 28, 2015
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Bob Cartwright, SPHR / SHRM-SCP
President / CEO
Intelligent Compensation LLC
512-415-8080 / bob.cartwright@intelligentcomp.net / www.intelligentcomp.net
Bob Cartwright, (SPHR), is founder, president, and chief executive officer of Intelligent
Compensation, LLC, a compensation and human resource management consulting firm located in
the greater Austin, Texas area. Since 1996, Mr. Cartwright has managed numerous assignments for a
wide variety of clients in a number of different industries including those in high technology,
manufacturing, health care, retail, legal, energy, oil field and exploration services, non-profits, and
defense/aerospace. He has 30+ years of diversified experience in total compensation and rewards,
performance management, human resource management, strategic planning, and employment
relation’s advisory services and he has provided these services for an array of companies in Texas
and the South Central Region of the United States.

Mr. Cartwright completed a 3 year appointment to the SHRM National Expertise Total Rewards,
Compensation, & Benefits Panel and he currently serves as a Board Member of the SHRM Texas
State Council and Texas Association of Business
Bob is a sought-after speaker and is often quoted as a business/compensation expert in newspapers
and print media around the country. Cartwright has also authored and co-authored numerous
articles and “White Papers” which have been published. He holds a bachelor's degree in
Philosophy/Psychology from St. Edward’s University in Austin, Texas and followed his bachelor’s
degree with post graduate work in business.
For Straffordpubs October 28, 2015
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Deferred Compensation
for Executives of
Tax-Exempt Organizations
Luke Bailey
luke.bailey@strasburger.com
214.651.4572

Qualified Retirement Plans
• Tax-Exempt Organizations may generally sponsor the same types of
qualified retirement plans as for-profit businesses
– Pension and profit sharing under Internal Revenue Code (IRC)
§ 401(a), including 401(k)’s
– 403(b)’s (similar to 401(k)’s, but just for 501(c)(3)’s and public
schools, colleges, and universities)
– Simple IRAs (administratively simpler than 403(b)’s, but require
employer contributions; some small tax-exempts use instead of
403(b)’s)
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Qualified Retirement Plans (cont’d)
• As in the for-profit world, 401(a) pension and profit sharing plans
may skew benefits to high-paids based on actuarially-based
manipulation of demographic factors, but all qualified plan
alternatives are limited by IRC nondiscrimination rules, the IRC
§415 limit, and ERISA vesting rules, so qualified plans are often
inadequate to accommodate all of a tax-exempt employer’s goals for
executives
• Faced with same problem, for profit employers turn to non-qualified
deferred compensation (NQDC), but NQDC rules are very different
for nonprofits
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IRC § 457
•
•

•

IRC § 457 greatly circumscribes tax-exempt employers’ ability to use
nonqualified deferred compensation
Congress enacted because basic principle of IRC for nonqualified
deferred compensation is that deferral of employer’s deduction until
executive includes amount in income (IRC § 404(a)(5)) provides
safeguard against income timing abuse by executives, but obviously
does not apply to nonprofits
In for-profit world, an unfunded, unsecured promise by an employer to
pay executive money in the future is generally not includable in
executive’s income until money actually paid
– So employer’s promise can be “vested” (i.e., not subject to a service
or other condition), but still not be taxable as long as promise is not
funded by spendthrift trust or other security device that protects it
from employer’s general creditors
– A “rabbi” trust is not considered “funding”
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IRC § 457 (cont’d)
•
•

•

Section 457 applies to NQDC of state and local government employers
as well as nonprofits
Does not apply to qualified plans (401(a), 403(b), etc.) or to “bona
fide” severance plans
– Other exclusions (e.g., vacation and sick pay, length of service
awards)
Two types of Section 457 plans
– “Eligible” plans under IRC § 457(b)
– “Ineligible” plans under IRC § 457(f)
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“Eligible” 457 Plans
• “Eligible” deferred compensation plans under IRC § 457(b)
– Not subject to nondiscrimination rules
– Executives may elect to defer from current income and employer
may also contribute
– Amounts can be vested and still not be included in executive’s
income until date of actual payment (similar to NQDC for forprofit employer)
– Must be unfunded (but “rabbi” trust OK), so must meet ERISA
“top-hat” exception (again, similar to NQDC for for-profit
employer)
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Eligible 457 Plans (cont’d)
• But eligible 457 plans under IRC § 457(b) are limited in terms of
amounts that can be contributed
– Combined amount of contributions made by executive and
employer limited to the 401(k)/403(b) elective deferral limit
(e.g., $18,000 in 2015, plus another $6,000 if 50 or over)
– But not aggregated with 401(k) or 403(b), so 457(b) is an
add‐on to either of those
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IRC § 457(f)
•

Anything above what employer can do in qualified plan or 457(b) will fall under IRC
§ 457(f), which provides
– Deferred compensation included in gross income of executive in first taxable
year in which there is no “substantial risk of forfeiture” (SRF)
– Tax treatment of payments determined under IRC § 72
– IRC § 457(f)(3)(B) says SRF exists if right to compensation conditioned on
“substantial future services”

•

Current Treas. reg. § 1.457-7 is brief; it delineates only some important basic
concepts

•

A major 457(f) regulations project has been in various stages of drafting and review
at IRS for almost a decade, and release of proposed regs is said to be “imminent”

•

Because of what IRS has said both formally and informally about positions they will
likely take in new regs, a split exists between conservative practice and some
traditional practices that may now be viewed as aggressive to varying degrees
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IRC § 457(f) (cont’d)
•

Example 1
– Under Donald’s 457(f) agreement, $100,000 has been credited to an
“account” for him, but no assets have been set aside by Donald’s
employer in a manner that would shield those assets from employer’s
creditors
– Donald’s account is treated as if it were invested 50% in an S&P 500
index fund and 50% in a bond index fund and periodically increased or
decreased to indicate the amount that would be in the account if it were
actually invested that way
– Donald’s arrangement provides that after 5 years, account will vest and
all of it will immediately be paid to Donald, while if Donald terminates
employment for any reason before the end of the 5-year period, he will
forfeit entire account
– Under the above arrangement, Donald should not be taxable unless and
until he “vests”
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IRC § 457(f) (cont’d)
– Assume that after 5 years Donald vests and the account, which is
then worth $150,000 ($100,000 originally credited, plus
$50,000 in earnings) is paid to him; at that time, employer
reports additional $150,000 in gross income on Donald’s W-2,
and this amount is subject to FICA at that time as well
– Same immediate tax result even if benefit not paid; i.e., what is
taxable under IRC § 457(f) (and under IRC § 3121(v)(2) for
FICA) is the fact of vesting, not payment (i.e., IRC § 457(f) is a
statutory exception to general rule that cash basis taxpayer not
taxable unless receives cash or property)
– Example shows that IRC § 457(f) works well for “golden
handcuff” arrangements
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IRC § 457(f) (cont’d)
•

Example 2
– Hillary has the same arrangement as Donald in Example 1, except that plan provides
that when Hillary vests after 5 years, only an amount equal to the Federal and state
income and FICA tax owed is payable to her (assume = 40%); remainder of account
will be distributed in annual installments beginning in year following year in which
Hillary separates from service (assume she separates from service in 2025)
– In vesting year (i.e., year 5), $150,000 vests and employer withholds/Hillary pays,
$60,000 in Federal and state income tax and FICA (40% of $150,000), same as
Donald did
– $90,000 that remains in account ($150,000 - $60,000) is after-tax (“basis”)

– Even though future investment “earnings” between vesting and payment dates (when
Hillary retires) are vested (i.e., no longer subject to SRF), Hillary is not subject to
Federal income tax again on 457(f) balance until installments distributed in 2026,
2027, etc.; each payment will consist of non-taxable basis of $9,000 ($90,000/10) +
taxable amount equal to distributed post-vesting earnings
– No FICA owed by Hillary or employer because of IRC § 3121(v)(2) (FICA paid only
once, at vesting date)
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IRC § 409A
•

•

•

IRC § 409A was enacted at end of 2004 to limit flexibility previously
available primarily to for-profit employers and executives with respect
to timing of elections and payments, and informal funding vehicles, in
connection with NQDC
Provides that NQDC can only be paid on separation from service,
death, disability, at a specific date in the future designated at the time
of deferral, upon a “change in control” of the employer, on account of
an unforeseeable financial emergency of the participant, or, subject to
restrictions, upon plan termination
Regulations under IRC § 409A except “short term deferrals,” i.e.,
amounts that are required to be paid within 2½ months following the
end of the employee’s or employer’s taxable year in which vesting
occurs, e.g., by March 15 following calendar year in which vests
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Interaction of IRC §§ 409A and 457(f)
– Most 457(f) arrangements are not subject to IRC § 409A
because provide only for “short-term deferrals,” e.g. example
above for Donald
– An arrangement like second example above, for Hillary, is
subject to IRC § 409A, but would comply with its
requirements, because (a) Treas. reg. § 1.409A-2(j)(4)(iv)
permits distribution in vesting year of amount equal to taxes
owed and (b) separation from service is permissible payment
event
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Substantial Risk of Forfeiture (SRF)
• Major design issue is what constitutes SRF
– As previously indicated, IRC § 457(f)(3) says SRF = requirement
to perform substantial future services
– However, in the absence of regulations, IRS and practitioners
have looked to regulations under IRC § 83 for guidance
regarding what constitutes SRF
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Substantial Risk of Forfeiture (SRF)
(cont’d)
– IRC § 83, which governs the tax consequences of property transferred
in exchange for services, has a statutory definition of SRF that is
similar to IRC § 457(f)’s, i.e., SRF = performance of substantial future
services, but Section 83 regulations provide a more nuanced view of
SRF
• Facts and circumstances determination
• Requirement to perform substantial future services is SRF
• A “condition related to purpose” of compensation (e.g.,
performance goal) is also SRF
• Requirement to refrain from performance of services (e.g.,
noncompete) can be SRF if “substantial” based on facts and
circumstances (e.g., age of former executive)
• Post-employment requirement to perform “substantial” on-call
consulting might be SRF
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Substantial Risk of Forfeiture (SRF)
(cont’d)
•

Examples of SRF
– Donald will forfeit entire benefit if not still a full-time employee on January 1,
2021
– Hillary will forfeit entire benefit if either (a) quits or (b) terminated for “cause”
before January 1, 2021; if involuntarily terminated without cause, or quits for
good reason in 2017, gets 20%, in 2018, 40%, in 2019, 60% etc., and gets 100%
if dies or becomes disabled at any time, or if there is a change in control (see
PLRs 200221002, 199429007, and 19943008)
– Donald can elect annually to defer up to 70% of his or her otherwise currently
paid compensation, voluntarily subjecting to risk and forfeiture
– Before Donald would otherwise vest in benefit (e.g., January of 2021), he elects
to place benefit under a new 5-year vesting schedule (so-called “rolling risk of
forfeiture”)
– When Hillary retires, she is promised a pension of $100,000 per year for 10
years, subject to noncompete or occasional consulting requirement (SRF?
Bona fide severance?)
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Substantial Risk of Forfeiture (SRF)
(cont’d)
•

Regulations under IRC § 409A has the same statutory definition of
SRF as IRC §§ 457(f) and 83 (SRF = requirement to perform
substantial future services) and in contrast to Section 83 regs, IRC
§ 409A regs have restrictive definition of SRF than was enacted by
Congress
– Regs under IRC § 409A provide that only a requirement to
perform substantial future services or a condition related to
purpose of compensation is SRF
– IRC § 409A regs also limit “severance” to amounts paid only on
involuntary termination or quit for good reason; total severance
amount must be limited to 2x lesser of pre-severance annual comp
or IRC § 401(a)(17) qualified plan comp limit ($265,000 for 2015,
so 2x = $530,000), and must all be paid within 2 years
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IRS Notice 2007-62
•
•

•

•

In Notice 2007-62, IRS announced it intends to issue 457(f) regulations that
will essentially adopt IRC § 409A regs’ definitions of SRF and severance
Would mean
– No more elective deferral 457(f)’s
– No more rolling risks or forfeitures
– Covenants not to compete no longer = SRF
– Severance would be excepted from 457(f) (taxable when vested) only if paid
only on involuntary separation or quit for “good reason”, and could not
exceed 2 x 12-year limit of used for exception IRC § 409A
Notice 2007-62 states that regs will be prospective; until issued taxpayers may
rely on definition of SRF in Notice 2007-62 (i.e., the new, restrictive definitions,
as described in Notice 2007-62, not SRF definition in Section 83 regs)
Most practitioners seem to believe that until new regs become effective it is
probably safe to use SRF ruler commonly in practice, at least all but the most
aggressive, even if it seems likely many of these will no longer be permitted
under new regs.
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