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W
ith the recent announcement of a new
enforcement effort focusing on
nonprofit compensation, the Internal

Revenue Service will be asking hundreds of
nonprofits for detailed information on compen-
sation practices and procedures. Specifically the
IRS will be asking for:

• How nonprofits set and report compensation
for specific executives.

• Details concerning the independence of the
governing body that approved the
compensation.

• Details of the duties and responsibilities of
specific executives.

• Information on loans or sales to executives
and officers.

• Details involving insider transactions.

Like many of the accountability efforts
discussed in this issue, the current IRS focus
arises from perceived abuses involving
nonprofits. They are an outgrowth of the “inter-
mediate sanction” rules related to
compensation: In 1996 Congress imposed new
rules on certain nonprofits (namely, public
charities and social welfare organizations) so
that people in positions of “substantial
influence” over the organization do not take
advantage of their influence to enrich

themselves. Before these new rules, when faced
with abuse of position and misuse of charitable
assets, the only choice the IRS had was the
“atom bomb” of revoking the nonprofit’s
exempt status. Intermediate sanctions were
intended to give the IRS some teeth to punish
people with “substantial influence” and those
who approved the “excess benefit” transaction.

Example of “Excess Benefit”

The most straightforward example of an excess
benefit transaction is for an executive director
to arrange for the governing board to approve
his or her compensation at an excessive rate–

say $450,000, assuming this amount exceeds
the prevailing market rate of $250,000 and no
preventive steps were taken.

In this scenario, excess benefit is $200,000 (the
difference between the amount paid and the fair
market value of the services). The executive
director could be liable for an excise tax equal
to 25 percent of the excess benefit, or $50,000.
If the excise tax is imposed on the executive
director, the directors on the governing board
who participated in approving the transaction
could be liable for another excise tax equal to
ten percent of the excess benefit. However this
tax can not exceed $10,000 with respect to any
one transaction.

Rebuttable Presumption Procedure

To help nonprofits avoid engaging in trans-
actions that would be subject to these excise
taxes, the IRS proposed regulations that contain
a safe-harbor procedure. If a nonprofit follows
this procedure, the nonprofit has a “rebuttable
presumption of reasonableness” for the amount
of compensation paid. The procedure thereby
protects the nonprofit against second-guessing
by the IRS.

The safe-harbor calls for the nonprofit to take
three procedural steps before compensation is

paid. First, the body deciding on
compensation (typically the board of
directors) needs to have a meeting to
discuss the proposed compensation.
The board members who participate
must not have a personal interest in
the compensation. 

Second, the board must consider
comparability data. This data may be

based on industry surveys, documented
compensation of persons holding similar
positions in similar organizations, or expert
compensation studies. The IRS does not require
any particular number of comparables or the
number of comparable sources. The board must
approve the compensation. As one might
expect, the person whose compensation is being
approved may not vote on this decision.

Third, the board must prepare minutes that
document the procedure. Generally these
minutes must be prepared before the next
board meeting.
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Santa Cruz County Veterans Memorial Building
Scholarship Foundation of Santa Barbara
Schools, Mentoring and Resource Team
Search to Involve Pilipino Americans, Inc.
Second Chance Youth Program
Seiler and Company, LLP
Senior Advocacy Center of Northern California
Senior Advocacy Services
SeniorNet
Peter K. Shack
J. William Shank
Shasta County Women's Refuge
Shasta Regional Community Foundation
Shelter, Inc.
Sheppard, Mullin, Richter and Hampton LLP
Shivas Irons Society
Sierra Nonprofit Support Center
Sight and Insight Art Center
Silk, Adler and Colvin
Sisters of Social Service
Smith Marion and Company, CPAs
Social Advocates for Youth
Society of California Archivists, Inc.
Sonoma Valley Museum of Art
Soroptimist House of Hope, Inc.
Soundwave Center for Hearing Impaired 

Children
South County Housing
South Lake Tahoe Women's Center
Southern California Association

of Nonprofit Housing
Southern California Foster Family Agency
Southern California Grantmakers
Southern California Institute for Research

and Education
Southern California Library for Social Studies 

and Research
Southern California Women for Understanding
Southern Christian Leadership Conference

of Greater Los Angeles
Southland Farmers' Market Association
Space Information Laboratories, Inc.
Spanish American Institute
Spirit Rock Meditation Center
St. Francis Home for Children
Starlight Children's Foundation–

California, Arizona, Nevada Chapter
Starlight Children's Foundation International
Stockwell Bookkeeping Services
Strategic Actions for a Just Economy
Students for Change
Thomas W. Sullivan
Sundance Press
Suomi-Koulu, Los Angeles, Inc.
Survivors Healing Center
Sustainable Sciences Institute
Sutter Lakeside Community Services
Symposia Foundation
TAFESILAFAI
Tamalpa Institute
Team HEAL Foundation, Inc.
Teen Line
Today's Youth Matter
TransAccess
Transportation and Land Use Coalition
Transportation Solutions Defense

and Education Fund
Travelers Aid Society of Long Beach
Trinity CHANGE, Inc.
Turnstone Mobility Solutions
Harriet Glass Ulmer
United Fathers of America, Inc.
United University Church
United Way of Kern County, Inc.
Vacaville Social Services Corporation
Vajrapani Institute
Vajrayana Foundation
Vallejo Neighborhood Housing Services, Inc.
Vallejo Senior Citizens Council, Inc.
Valley Economic Development Corporation
Valley Partnership
Van Dolah and Associates, Inc.
Vertis
VIDA
Kate Vogt
Volunteer Center of Contra Costa
Volunteer Center of Greater Orange County
Volunteer Center of Sonoma County
Volunteer Center, South Bay-Harbor-

Long Beach
Volunteers in Asia
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Compliance and Audit Alerts

Since enactment of the intermediate sanction
rules, Form 990 contains new questions that
ask about excess benefit transactions in which
a nonprofit may have participated. If it has
participated in such transactions, the nonprofit
should report and provide details on the trans-
action – even if it occurred in an earlier tax
year. But according to the IRS, many charities
simply are not completing the question relating
to excess benefit transactions. Even when
nonprofits do follow the procedure required to
obtain the rebuttable presumption, the IRS has
criticized these efforts as inadequate.

The IRS has informally announced that it is
questioning compensation surveys
performed by the nonprofit’s regular
CPA firm instead of by an
independent firm. The IRS
requires that contracts with
compensation consultants be
entered into by the members of
the board of directors on behalf
of the nonprofit, and that the
executive whose compensation is
being evaluated have no role in
selecting or contracting with the consultant.
The IRS also questions the adequacy of
compensation surveys that do not adequately
document the names of the comparable non-
profits that were included in the survey or the
names of comparable executive directors. Little
weight is likely to be given by the IRS to such
reports.

The IRS informally indicated that, in deciding
which organizations to select for this project, it
will consider a number of “risk factors”
including:

• Compensation that seems “out of whack.”
• Employees earning more than $1 million

(although employees earning less than $1
million are “not off the audit screen”).

• Loan activity involving the nonprofit
organization.

• Other insider transactions.
• How the exempt organization answers question

89b on Form 990. Failure to answer this
question is likely to result in an inquiry.

Testifying before the Senate Finance
Committee on June 22, 2004, IRS
Commissioner Mark W. Everson stated that

this enforcement program will include both
traditional examinations and correspondence
compliance checks. He stated that the purpose
of the project is to enhance compliance by
learning what practices organizations use to
set compensation and learning how organiza-
tions report compensation to the IRS and the
public. Mr. Everson also stated that one
purpose of the project is create “positive
tension” for organizations as they decide
compensation arrangements. Nonprofits need
to know that their decisions will be reviewed
by the IRS.  

Prevention

Two preventive steps logically flow from the
foregoing. First, nonprofits should take

advantage of the rebuttable
presumption when establishing

compensation for persons
who exert influence over the
organization: An ounce of
prevention is worth a pound
of cure. Second, directors

should closely review
reporting on Form 990 since

sufficient reporting that addresses
the IRS concerns could prevent further

unnecessary inquiry. 

Finally, become familiar with the new inter-
mediate sanction regulations. Two plain-
English articles on these new rules have been
posted to the IRS website at www.irs.ustreas.
gov/charities/index.html: “Easier Compliance
is Goal of New Intermediate Sanction
Regulations” and “Rebuttable Presumption
is Key to Easy Intermediate Sanctions
Compliance.” Like all the proposed regula-
tions outlined in this issue of the CAN Alert,
it is critical for nonprofit leaders to be aware
of the laws governing them.  ■

Louis E. Michelson is a nonprofit lawyer in
Sherman Oaks.  He can be reached at (818) 784-1700.
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Does your organization need more FUNDING?
FundraisingResearch.com is the answer.
Visit us at www.FundraisingResearch.com
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303-907-4271

• Detailed Wealth Analysis
• Prospect Identification and Screening
• Donor Financial Information
   

Thank You!
Sustaining

Members

WALKSacramento
Walnut Avenue Women's Center
We Care for Youth
West Company
Western Horizons Care Assistance, Inc.
Western Justice Center Foundation
Western Youth Services
Westside Children's Center
Wildlife Associates
Willmore Urban Agency
WIN Against Breast Cancer
Women Donors Network
Women Helping Women
Women Organizing Resources, Knowledge

and Services
Women's Crisis Center
David L. Wright, CPA
Yolo Mutual Housing Association
Richard E. Yorke, CPA, MBA
Yosemite Association
Youth Guidance Center
Youth Music Monterey
Youth Opportunities Unlimited, Inc.
Youth with a Mission San Francisco
Youths Educated for Success
YWCA in Santa Clara Valley
Zeum

Burr Pilger and Mayer
California Community Foundation
California Endowment
California Guide to Grants Online,

produced by GrantsUSA
Cerebral Palsy Center for the Bay Area
Children’s Institute International
Columbia Foundation
Congregation Emanu-El
Crystal Stairs, Inc.
Economic Opportunity Commission

of San Luis Obispo
Flintridge Foundation
Foundation for Educational Achievement
Frank D. Lanterman Regional Center
Interface: Children Family Services
Irving I. Moskowitz Foundation
Josephine S. Gumbiner Foundation
Kings Community Action Organization, Inc.
Mutual of America
National University
Neighborhood House Association
RBZ, LLP
Rural Community Assistance  Corporation
The San Diego Association of Nonprofits
Union Bank of California
United Way of Greater Los Angeles
VALIC
Wallace Alexander Gerbode Foundation

Sustaining Members are businesses,
foundations, and organizations that
join CAN at a higher dues rate to
support CAN in its aim to advance
the missions and promote the visibility
of nonprofits in California.

If you’d like to know more about
becoming a Sustaining Member, please
call (213) 347-2070, ext. 205 or 204.

CAN Mission
With a twofold mission, the California
Association of Nonprofits (a) expands and
strengthens the influence, accountability,
and effectiveness of California nonprofits
in a manner that builds their capacity to
accomplish their missions, and (b) preserves
and promotes the idealism and value of
nonprofits in California.




