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highly compensated employee in section
414(q)(1)(B)(i) in the year benefits are pro-
vided. As department head, W manages the
cardiology department and has authority to
allocate the budget for that department,
which includes authority to distribute incen-
tive bonuses among cardiologists according
to criteria that W has authority to set. W’s
management of a discrete segment of U that
represents a substantial portion of its in-
come and activities (as compared to U as a
whole) places W in a position to exercise sub-
stantial influence over the affairs of U.
Under these facts and circumstances, W is a
disqualified person with respect to U.
Example 12. M is a museum that is an appli-
cable tax-exempt organization for purposes
of section 4958. D provides accounting serv-
ices and tax advice to M as an independent
contractor in return for a fee. D has no other
relationship with M and is not related to any
disqualified person of M. D does not provide
professional advice with respect to any
transaction from which D might economi-
cally benefit either directly or indirectly
(aside from fees received for the professional
advice rendered). Because D’s sole relation-
ship to M is providing professional advice
(without having decision-making authority)
with respect to transactions from which D
will not economically benefit either directly
or indirectly (aside from customary fees re-
ceived for the professional advice rendered),
under these facts and circumstances, D is
not a disqualified person with respect to M.
Example 13. F is a repertory theater com-
pany that is an applicable tax-exempt orga-
nization for purposes of section 4958. F holds
a fund-raising campaign to pay for the con-
struction of a new theater. J is a regular sub-
scriber to F’s productions who has made
modest gifts to F in the past. J has no rela-
tionship to F other than as a subscriber and
contributor. F solicits contributions as part
of a broad public campaign intended to at-
tract a large number of donors, including a
substantial number of donors making large
gifts. In its solicitations for contributions, F
promises to invite all contributors giving $z
or more to a special opening production and
party held at the new theater. These contrib-
utors are also given a special number to call
in F’s office to reserve tickets for perform-
ances, make ticket exchanges, and make
other special arrangements for their conven-
ience. J makes a contribution of $z to F,
which makes J a substantial contributor
within the meaning of section 507(d)(2)(A),
taking into account only contributions re-
ceived by F during its current and the four
preceding taxable years. J receives the bene-
fits described in F’s solicitation. Because F
offers the same benefit to all donors of $2 or
more, the preferential treatment that J re-
ceives does not indicate that J is in a posi-
tion to exercise substantial influence over
the affairs of the organization. Therefore,
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under these facts and circumstances, J is not
a disqualified person with respect to F.

[T.D. 8920, 66 FR 2156, Jan. 10, 2001]
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action (temporary).

(a) Definition of excess benefit trans-
action—(1) In general. An excess benefit
transaction means any transaction in
which an economic benefit is provided
by an applicable tax-exempt organiza-
tion directly or indirectly to or for the
use of any disqualified person, and the
value of the economic benefit provided
exceeds the value of the consideration
(including the performance of services)
received for providing the benefit. Sub-
ject to the limitations of paragraph (c)
of this section (relating to the treat-
ment of economic benefits as com-
pensation for the performance of serv-
ices), to determine whether an excess
benefit transaction has occurred, all
consideration and benefits (except dis-
regarded benefits described in para-
graph (a)(4) of this section) exchanged
between a disqualified person and the
applicable tax-exempt organization and
all entities the organization controls
(within the meaning of paragraph
(a)(2)(i1)(B) of this section) are taken
into account. For example, in deter-
mining the reasonableness of com-
pensation that is paid (or vests, or is
no longer subject to a substantial risk
of forfeiture) in one year, services per-
formed in prior years may be taken
into account. For rules regarding valu-
ation standards, see paragraph (b) of
this section. For the requirement that
an applicable tax-exempt organization
clearly indicate its intent to treat a
benefit as compensation for services
when paid, see paragraph (c) of this
section.

(2) Econmomic benefit provided indi-
rectly—(@{i) In general. A transaction
that would be an excess benefit trans-
action if the applicable tax-exempt or-
ganization engaged in it directly with a
disqualified person is likewise an ex-
cess benefit transaction when it is ac-
complished indirectly. An applicable
tax-exempt organization may provide
an excess benefit indirectly to a dis-
qualified person through a controlled
entity or through an intermediary, as
described in paragraphs (a)(2)(ii) and
(iii) of this section, respectively.

benefit trans-
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(ii) Through a controlled entity—(A) In
general. An applicable tax-exempt orga-
nization may provide an excess benefit
indirectly through the use of one or
more entities it controls. For purposes
of section 4958, economic benefits pro-
vided by a controlled entity will be
treated as provided by the applicable
tax-exempt organization.

(B) Definition of control—(1) In gen-
eral. For purposes of this paragraph,
control by an applicable tax-exempt or-
ganization means—

(1) In the case of a stock corporation,
ownership (by vote or value) of more
than 50 percent of the stock in such
corporation;

(i) In the case of a partnership, own-
ership of more than 50 percent of the
profits interests or capital interests in
the partnership;

(iii) In the case of a nonstock organi-
zation (i.e., an entity in which no per-
son holds a proprietary interest), that
at least 50 percent of the directors or
trustees of the organization are either
representatives (including trustees, di-
rectors, agents, or employees) of, or di-
rectly or indirectly controlled by, an
applicable tax-exempt organization; or

(iv) In the case of any other entity,
ownership of more than 50 percent of
the beneficial interest in the entity.

(2) Constructive ownership. Section 318
(relating to constructive ownership of
stock) shall apply for purposes of deter-
mining ownership of stock in a cor-
poration. Similar principles shall apply
for purposes of determining ownership
of interests in any other entity.

(iii) Through an intermediary. An ap-
plicable tax-exempt organization may
provide an excess benefit indirectly
through an intermediary. An inter-
mediary is any person (including an in-
dividual or a taxable or tax-exempt en-
tity) who participates in a transaction
with one or more disqualified persons
of an applicable tax-exempt organiza-
tion. For purposes of section 4958, eco-
nomic benefits provided by an inter-
mediary will be treated as provided by
the applicable tax-exempt organization
when—

(A) An applicable tax-exempt organi-
zation provides an economic benefit to
an intermediary; and

(B) In connection with the receipt of
the benefit by the intermediary—
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(I) There is evidence of an oral or
written agreement or understanding
that the intermediary will provide eco-
nomic benefits to or for the use of a
disqualified person; or

(2) The intermediary provides eco-
nomic benefits to or for the use of a
disqualified person without a signifi-
cant business purpose or exempt pur-
pose of its own.

(iv) Examples. The following examples
illustrate when economic benefits are
provided indirectly under the rules of
paragraph (a)(2) of this section:

Example 1. K is an applicable tax-exempt
organization for purposes of section 4958. L is
an entity controlled by K within the mean-
ing of paragraph (a)(2)(ii)(B) of this section.
J is employed by K, and is a disqualified per-
son with respect to K. K pays J an annual
salary of $12m, and reports that amount as
compensation during calendar year 2001. Al-
though J only performed services for K for
nine months of 2001, J performed equivalent
services for L during the remaining three
months of 2001. Taking into account all of
the economic benefits K provided to J, and
all of the services J performed for K and L,
$12m does not exceed the fair market value of
the services J performed for K and L during
2001. Therefore, under these facts, K does not
provide an excess benefit to J directly or in-
directly.

Example 2. F is an applicable tax-exempt
organization for purposes of section 4958. D is
an entity controlled by F within the mean-
ing of paragraph (a)(2)(ii)(B) of this section.
T is the chief executive officer (CEO) of F. As
CEO, T is responsible for overseeing the ac-
tivities of F. T’s duties as CEO make him a
disqualified person with respect to F. T’s
compensation package with F represents the
maximum reasonable compensation for T’s
services as CEO. Thus, any additional eco-
nomic benefits that F provides to T without
T providing additional consideration con-
stitute an excess benefit. D contracts with T
to provide enumerated ‘‘consulting services”
to D. However, the contract does not require
T to perform any additional services for D
that T is not already obligated to perform as
F’s chief executive officer. Therefore, any
payment to T pursuant to the consulting
contract with D represents an indirect excess
benefit that F provides through a controlled
entity, even if F, D, or T treats the addi-
tional payment to T as compensation.

Example 3. P is an applicable tax-exempt
organization for purposes of section 4958. S is
a taxable entity controlled by P within the
meaning of paragraph (a)(2)(ii)(B) of this sec-
tion. V is the chief executive officer of S, for
which S pays V $w in salary and benefits. V

223



§53.4958-4T

also serves as a voting member of P’s gov-
erning body. Consequently, V is a disquali-
fied person with respect to P. P provides V
with $xr representing compensation for the
services V provides P as a member of its gov-
erning body. Although $r represents reason-
able compensation for the services V pro-
vides directly to P as a member of its gov-
erning body, the total compensation of $w +
$x exceeds reasonable compensation for the
services V provides to P and S collectively.
Therefore, the portion of total compensation
that exceeds reasonable compensation is an
excess benefit provided to V.

Example 4. G is an applicable tax-exempt
organization for section 4958 purposes. F is a
disqualified person who was last employed by
G in a position of substantial influence three
years ago. H is an entity engaged in sci-
entific research and is unrelated to either F
or G. G makes a grant to H to fund a re-
search position. H subsequently advertises
for qualified candidates for the research po-
sition. F is among several highly qualified
candidates who apply for the research posi-
tion. H hires F. There was no evidence of an
oral or written agreement or understanding
with G that H will use G’s grant to provide
economic benefits to or for the use of F. Al-
though G provided economic benefits to H,
and in connection with the receipt of such
benefits, H will provide economic benefits to
or for the use of F, H acted with a significant
business purpose or exempt purpose of its
own. Under these facts, G did not provide an
economic benefit to F indirectly through the
use of an intermediary.

(3) Exception for fixed payments made
pursuant to an initial contract—@{i) In
general. Except as provided in para-
graph (iv), section 4958 does not apply
to any fixed payment made to a person
pursuant to an initial contract.

(i1) Fixzed payment—(A) In general. For
purposes of paragraph (a)(3)(i) of this
section, fired payment means an
amount of cash or other property speci-
fied in the contract, or determined by a
fixed formula specified in the contract,
which is to be paid or transferred in ex-
change for the provision of specified
services or property. A fixed formula
may incorporate an amount that de-
pends 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 (such as a
bonus). A specified event or contin-
gency may include the amount of reve-
nues generated by (or other objective
measure of) one or more activities of
the applicable tax-exempt organiza-
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tion. A fixed payment does not include
any amount paid to a person under a
reimbursement (or similar) arrange-
ment where discretion is exercised by
any person with respect to the amount
of expenses incurred or reimbursed.

(B) Special rules. Amounts payable
pursuant to a qualified pension, profit-
sharing, or stock bonus plan under In-
ternal Revenue Code section 401(a), or
pursuant to an employee benefit pro-
gram that is subject to and satisfies
coverage and nondiscrimination rules
under the Code (e.g., sections 127 and
137), other than nondiscrimination
rules under section 9802, are treated as
fixed payments for purposes of this sec-
tion, regardless of the applicable tax-
exempt organization’s discretion with
respect to the plan or program. The
fact that a person contracting with an
applicable tax-exempt organization is
expressly granted the choice whether
to accept or reject any economic ben-
efit is disregarded in determining
whether the benefit constitutes a fixed
payment for purposes of this para-
graph.

(iii) Imitial contract. For purposes of
paragraph (a)3)(i) of this section, ini-
tial contract means a binding written
contract between an applicable tax-ex-
empt organization and a person who
was not a disqualified person within
the meaning of section 4958(f)(1) and
§53.4958-3T immediately prior to enter-
ing into the contract.

(iv) Substantial performance required.
Paragraph (a)(3)(i) of this section does
not apply to any fixed payment made
pursuant to the initial contract during
any taxable year of the person con-
tracting with the applicable tax-ex-
empt organization if the person fails to
perform substantially the person’s obli-
gations under the initial contract dur-
ing that year.

(v) Treatment as a new contract. A
written binding contract that provides
that the contract is terminable or sub-
ject to cancellation by the applicable
tax-exempt organization (other than as
a result of a lack of substantial per-
formance by the disqualified person, as
described in paragraph (a)(3)(iv) of this
section) without the other party’s con-
sent and without substantial penalty
to the organization is treated as a new
contract as of the earliest date that
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any such termination or cancellation,
if made, would be effective. Addition-
ally, if the parties make a material
change to a contract, it is treated as a
new contract as of the date the mate-
rial change is effective. A material
change includes an extension or re-
newal of the contract (other than an
extension or renewal that results from
the person contracting with the appli-
cable tax-exempt organization unilat-
erally exercising an option expressly
granted by the contract), or a more
than incidental change to any amount
payable under the contract. The new
contract is tested under paragraph
(a)(3)(iii) of this section to determine
whether it is an initial contract for
purposes of this section.

(vi) Evaluation of mon-fixred payments.
Any payment that is not a fixed pay-
ment (within the meaning of paragraph
(a)(3)(ii) of this section) is evaluated to
determine whether it constitutes an
excess benefit transaction under sec-
tion 4958. In making this determina-
tion, all payments and consideration
exchanged between the parties are
taken into account, including any fixed
payments made pursuant to an initial
contract with respect to which section
4958 does not apply.

(vii) Examples. The following exam-
ples illustrate the rules governing fixed
payments made pursuant to an initial
contract. Unless otherwise stated, as-
sume that the person contracting with
the applicable tax-exempt organization
has performed substantially the per-
son’s obligations under the contract
with respect to the payment. The ex-
amples are as follows:

Example 1. T is an applicable tax-exempt
organization for purposes of section 4958. On
January 1, 2000, T hires S as its chief finan-
cial officer by entering into a five-year writ-
ten employment contract with S. S was not
a disqualified person within the meaning of
section 4958(f)(1) and §53.4958-3T immediately
prior to entering into the January 1, 2000,
contract (initial contract). S’s duties and re-
sponsibilities under the contract make S a
disqualified person with respect to T (see
§53.4958-3T(c)(3)). Under the initial contract,
T agrees to pay S an annual salary of
$200,000, payable in monthly installments.
The contract provides that, beginning in
2001, S’s annual salary will be adjusted by
the increase in the Consumer Price Index
(CPI) for the prior year. Section 4958 does
not apply because S’s compensation under

§53.4958-4T

the contract is a fixed payment pursuant to
an initial contract within the meaning of
paragraph (a)(3) of this section. Thus, for
section 4958 purposes, it is unnecessary to
evaluate whether any portion of the com-
pensation paid to S pursuant to the initial
contract is an excess benefit transaction.

Example 2. The facts are the same as in Ex-
ample 1, except that the initial contract pro-
vides that, in addition to a base salary of
$200,000, T may pay S an annual perform-
ance-based bonus. The contract provides that
T’s governing body will determine the
amount of the annual bonus as of the end of
each year during the term of the contract,
based on the board’s evaluation of S’s per-
formance, but the bonus cannot exceed
$100,000 per year. Unlike the base salary por-
tion of S’s compensation, the bonus portion
of S’s compensation is not a fixed payment
pursuant to an initial contract, because the
governing body has discretion over the
amount, if any, of the bonus payment. Sec-
tion 4958 does not apply to payment of the
$200,000 base salary (as adjusted for infla-
tion), because it is a fixed payment pursuant
to an initial contract within the meaning of
paragraph (a)(3) of this section. By contrast,
the annual bonuses that may be paid to S
under the initial contract are not protected
by the initial contract exception. Therefore,
each bonus payment will be evaluated under
section 4958, taking into account all pay-
ments and consideration exchanged between
the parties.

Example 3. The facts are the same as in Ex-
ample 1, except that in 2001, T changes its
payroll system, such that T makes biweekly,
rather than monthly, salary payments to its
employees. Beginning in 2001, T also grants
its employees an additional two days of paid
vacation each year. Neither change is a ma-
terial change to S’s initial contract within
the meaning of paragraph (a)(3)(v) of this
section. Therefore, section 4958 does not
apply to the base salary payments to S due
to the initial contract exception.

Example 4. The facts are the same as in Ex-
ample 1, except that on January 1, 2001, S be-
comes the chief executive officer of T and a
new chief financial officer is hired. At the
same time, T’s board of directors approves
an increase in S’s annual base salary from
$200,000 to $240,000, effective on that day.
These changes in S’s employment relation-
ship constitute material changes of the ini-
tial contract within the meaning of para-
graph (a)(3)(v) of this section. As a result, S
is treated as entering into a new contract
with T on January 1, 2001, at which time S is
a disqualified person within the meaning of
section 4958(f)(1) and §53.4958-3T. T’s pay-
ments to S made pursuant to the new con-
tract will be evaluated under section 4958,
taking into account all payments and con-
sideration exchanged between the parties.
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Example 5. J is a performing arts organiza-
tion and an applicable tax-exempt organiza-
tion for purposes of section 4958. J hires W to
become the chief executive officer of J. W
was not a disqualified person within the
meaning of section 4958(f)(1) and §53.4958-3T
immediately prior to entering into the em-
ployment contract with J. As a result of this
employment contract, W’s duties and respon-
sibilities make W a disqualified person with
respect to J (see §53.4958-3T(c)(2)). Under the
contract, J will pay W $r (a specified
amount) plus a bonus equal to 2 percent of
the total season subscription sales that ex-
ceed $100z. The $x base salary is a fixed pay-
ment pursuant to an initial contract within
the meaning of paragraph (a)(3) of this sec-
tion. The bonus payment is also a fixed pay-
ment pursuant to an initial contract within
the meaning of paragraph (a)(3) of this sec-
tion, because no person exercises discretion
when calculating the amount of the bonus
payment or deciding whether the bonus will
be paid. Therefore, section 4958 does not
apply to any of J’s payments to W pursuant
to the employment contract due to the ini-
tial contract exception.

Example 6. Hospital B is an applicable tax-
exempt organization for purposes of section
4958. Hospital B hires E as its chief operating
officer. B was not a disqualified person with-
in the meaning of section 4958(f)(1) and
§53.4958-3T immediately prior to entering
into the employment contract with Hospital
B. As a result of this employment contract,
E’s duties and responsibilities make E a dis-
qualified person with respect to Hospital B
(see §53.4958-3T(c)(2)). E’s initial employ-
ment contract provides that E will have au-
thority to enter into hospital management
arrangements on behalf of Hospital B. In E’s
personal capacity, E owns more than 35 per-
cent of the combined voting power of Com-
pany X. Consequently, at the time E be-
comes a disqualified person with respect to
Hospital B, Company X also becomes a dis-
qualified person with respect to Hospital B
(see §53.4958-3T'(b)(2)(A)). E, acting on behalf
of Hospital B as chief operating officer, en-
ters into a contract with Company X under
which Company X will provide billing and
collection services to Hospital B. The initial
contract exception of paragraph (a)(3)(i) of
this section does not apply to the billing and
collection services contract, because at the
time that this contractual arrangement was
entered into, Company X was a disqualified
person with respect to Hospital B. Although
E’s employment contract (which is an initial
contract) authorizes E to enter into hospital
management arrangements on behalf of Hos-
pital B, the payments made to Company X
are not made pursuant to E’s employment
contract, but rather are made by Hospital B
pursuant to a separate contractual arrange-
ment with Company X. Therefore, even if
payments made to Company X under the
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billing and collection services contract are
fixed payments (within the meaning of para-
graph (a)(3)(ii) of this section), section 4958
nonetheless applies to payments made by
Hospital B to Company X because the billing
and collection services contract itself does
not constitute an initial contract under
paragraph (a)(3)(iii) of this section. Accord-
ingly, all payments made to Company X
under the billing and collection services con-
tract will be evaluated under section 4958.

Example 7. Hospital C, an applicable tax-ex-
empt organization, enters into a contract
with Company Y, under which Company Y
will provide a wide range of hospital man-
agement services to Hospital C. Upon enter-
ing into this contractual arrangement, Com-
pany Y becomes a disqualified person with
respect to Hospital C. The contract provides
that Hospital C will pay Company Y a man-
agement fee of r percent of adjusted gross
revenue (i.e., gross revenue increased by the
cost of charity care provided to indigents)
annually for a five-year period. The manage-
ment services contract specifies the cost ac-
counting system and the standards for
indigents to be used in calculating the cost of
charity care. The cost accounting system ob-
jectively defines the direct and indirect costs
of all health care goods and services provided
as charity care. Because Company Y was not
a disqualified person with respect to Hospital
C immediately before entering into the man-
agement services contract, that contract is
an initial contract within the meaning of
paragraph (a)(3)(iii) of this section. The an-
nual management fee paid to Company Y is
determined by a fixed formula specified in
the contract, and is therefore a fixed pay-
ment within the meaning of paragraph
(a)(3)(ii) of this section. Accordingly, section
4958 does not apply to the annual manage-
ment fee due to the initial contract excep-
tion.

Example 8. The facts are the same as in Ex-
ample 7, except that the management serv-
ices contract also provides that Hospital C
will reimburse Company Y on a monthly
basis for certain expenses incurred by Com-
pany Y that are attributable to management
services provided to Hospital C (e.g., legal
fees and travel expenses). These reimburse-
ment payments that Hospital C makes to
Company Y for the various expenses covered
by the contract are not fixed payments with-
in the meaning of paragraph (a)(3)(ii) of this
section, because Company Y exercises discre-
tion with respect to the amount of expenses
incurred. Therefore, any reimbursement pay-
ments that Hospital C pays pursuant to the
contract will be evaluated under section 4958.

Example 9. X, an applicable tax-exempt or-
ganization for purposes of section 4958, hires
C to conduct scientific research. On January
1, 2000, C enters into a three-year written
employment contract with X (initial con-
tract). Under the terms of the contract, C is
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required to work full-time at X’s laboratory
for a fixed annual salary of $90,000. Imme-
diately prior to entering into the employ-
ment contract, C was not a disqualified per-
son within the meaning of section 4958(f)(1)
and §53.4958-3T, nor did C become a disquali-
fied person pursuant to the initial contract.
However, two years after joining X, C mar-
ries D, who is the child of X’s president. As
D’s spouse, C is a disqualified person within
the meaning of section 4958(f)(1) and §53.4958—
3T with respect to X. Nonetheless, section
4958 does not apply to X’s salary payments to
C due to the initial contract exception.

Example 10. The facts are the same as in
Example 9, except that the initial contract
included a below-market loan provision
under which C has the unilateral right to
borrow up to a specified dollar amount from
X at a specified interest rate for a specified
term. After C’s marriage to D, C borrows
money from X to purchase a home under the
terms of the initial contract. Section 4958
does not apply to X’s loan to C due to the
initial contract exception.

Example 11. The facts are the same as in
Example 9, except that after C’s marriage to
D, C works only sporadically at the labora-
tory, and performs no other services for X.
Notwithstanding that C fails to perform sub-
stantially C’s obligations under the initial
contract, X does not exercise its right to ter-
minate the initial contract for nonperform-
ance and continues to pay full salary to C.
Pursuant to paragraph (a)(3)(iv) of this sec-
tion, the initial contract exception does not
apply to any payments made pursuant to the
initial contract during any taxable year of C
in which C fails to perform substantially C’s
obligations under the initial contract.

(4) Certain economic benefits dis-
regarded for purposes of section 4958. The
following economic benefits are dis-
regarded for purposes of section 4958:

(i) Nontaxable fringe benefits. An eco-
nomic benefit that is excluded from in-
come under section 132, except any li-
ability insurance premium, payment,
or reimbursement that must be taken
into account under §53.4958—
4T(b)(D)(AD(B)(2);

(i1) Certain economic benefits provided
to a volunteer for the organization. An
economic benefit provided to a volun-
teer for the organization if the benefit
is provided to the general public in ex-
change for a membership fee or con-
tribution of $75 or less per year;

(iii) Certain economic benefits provided
to a member of, or donor to, the organiza-
tion. An economic benefit provided to a
member of an organization solely on
account of the payment of a member-
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ship fee, or to a donor solely on ac-
count of a contribution deductible
under section 170, if—

(A) Any non-disqualified person pay-
ing a membership fee or making a con-
tribution above a specified amount to
the organization is given the option of
receiving substantially the same eco-
nomic benefit; and

(B) The disqualified person and a sig-
nificant number of non-disqualified
persons make a payment or contribu-
tion of at least the specified amount;

(iv) Economic benefits provided to a
charitable beneficiary. An economic ben-
efit provided to a person solely as a
member of a charitable class that the
applicable tax-exempt organization in-
tends to benefit as part of the accom-
plishment of the organization’s exempt
purpose; and

(v) Certain economic benefits provided
to a governmental unit. Any transfer of
an economic benefit to or for the use of
a governmental unit defined in section
170(c)(1), if the transfer is for exclu-
sively public purposes.

(b) Valuation standards—(1) In general.
This section provides rules for deter-
mining the value of economic benefits
for purposes of section 4958.

(i) Fair market value of property. The
value of property, including the right
to use property, for purposes of section
4958 is the fair market value (i.e., the
price at which property or the right to
use property would change hands be-
tween a willing buyer and a willing
seller, neither being under any compul-
sion to buy, sell or transfer property or
the right to use property, and both
having reasonable knowledge of rel-
evant facts).

(ii) Reasonable compensation—(A) In
general. The value of services is the
amount that would ordinarily be paid
for like services by like enterprises
under like circumstances (i.e., reason-
able compensation). Section 162 stand-
ards apply in determining reasonable-
ness of compensation, taking into ac-
count the aggregate benefits (other
than any benefits specifically dis-
regarded under paragraph (a)(4) of this
section) provided to a person and the
rate at which any deferred compensa-
tion accrues. The fact that a bonus or
revenue-sharing arrangement is subject
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to a cap is a relevant factor in deter-
mining the reasonableness of com-
pensation. The fact that a State or
local legislative or agency body or
court has authorized or approved a par-
ticular compensation package paid to a
disqualified person is not determina-
tive of the reasonableness of compensa-
tion for purposes of section 4958.

(B) Items included in determining the
value of compensation for purposes of de-
termining reasonableness under Ssection
4958. Except for economic benefits that
are disregarded for purposes of section
4958 under paragraph (a)(4) of this sec-
tion, compensation for purposes of de-
termining reasonableness under section
4958 includes all economic benefits pro-
vided by an applicable tax-exempt or-
ganization in exchange for the perform-
ance of services. These benefits in-
clude, but are not limited to—

(I) All forms of cash and noncash
compensation, including salary, fees,
bonuses, severance payments, and de-
ferred and noncash compensation de-
scribed in §53.4958-1T(e)(2);

(2) Unless excludable from income as
a de minimis fringe benefit pursuant to
section 132(a)(4), the payment of liabil-
ity insurance premiums for, or the pay-
ment or reimbursement by the organi-
zation of—

(1) Any penalty, tax, or expense of
correction owed under section 4958;

(i) Any expense not reasonably in-
curred by the person in connection
with a civil judicial or civil adminis-
trative proceeding arising out of the
person’s performance of services on be-
half of the applicable tax-exempt orga-
nization; or

(iii) Any expense resulting from an
act or failure to act with respect to
which the person has acted willfully
and without reasonable cause; and

(3) All other compensatory benefits,
whether or not included in gross in-
come for income tax purposes, includ-
ing payments to welfare benefit plans,
such as plans providing medical, den-
tal, life insurance, severance pay, and
disability benefits, and both taxable
and nontaxable fringe benefits (other
than fringe benefits described in sec-
tion 132), including expense allowances
or reimbursements, and foregone inter-
est on loans.
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(C) Inclusion in compensation for rea-
sonableness determination does not govern
income tax treatment. The determination
of whether any item listed in para-
graph (b)(1)(ii)(B) of this section is in-
cluded in the disqualified person’s
gross income for income tax purposes
is made on the basis of the provisions
of chapter 1 of Subtitle A of the Inter-
nal Revenue Code, without regard to
whether the item is taken into account
for purposes of determining reasonable-
ness of compensation under section
4958.

(2) Timing of reasonableness deter-
mination—(i) In general. The facts and
circumstances to be taken into consid-
eration in determining reasonableness
of a fixed payment (within the meaning
of paragraph (a)(3)(ii) of this section)
are those existing on the date the par-
ties enter into the contract pursuant
to which the payment is made. How-
ever, in the event of substantial non-
performance, reasonableness is deter-
mined based on all facts and cir-
cumstances, up to and including cir-
cumstances as of the date of payment.
In the case of a payment that is not a
fixed payment under a contract, rea-
sonableness is determined based on all
facts and circumstances, up to and in-
cluding circumstances as of the date of
payment. In no event shall cir-
cumstances existing at the date when
the payment is questioned be consid-
ered in making a determination of the
reasonableness of the payment.

(ii) Treatment as a new contract. For
purposes of paragraph (b)(2)(i) of this
section, a written binding contract
that provides that the contract is ter-
minable or subject to cancellation by
the applicable tax-exempt organization
without the other party’s consent and
without substantial penalty to the or-
ganization is treated as a new contract
as of the earliest date that any such
termination or cancellation, if made,
would be effective. Additionally, if the
parties make a material change to a
contract (within the meaning of para-
graph (a)(3)(v) of this section), it is
treated as a new contract as of the date
the material change is effective.

(iii) Examples. The following exam-
ples illustrate the timing of the reason-
ableness determination under the rules
of this paragraph (b)(2):
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Example 1. G is an applicable tax-exempt
organization for purposes of section 4958. H is
an employee of G and a disqualified person
with respect to G. H’s new multi-year em-
ployment contract provides for payment of a
salary and provision of specific benefits pur-
suant to a qualified pension plan under In-
ternal Revenue Code section 401(a) and an ac-
cident and health plan that meets the re-
quirements of section 105(h)(2). The contract
provides that H’s salary will be adjusted by
the increase in the Consumer Price Index
(CPI) for the prior year. The contributions G
makes to the qualified pension plan are
equal to the maximum amount G is per-
mitted to contribute under the rules applica-
ble to qualified plans. Under these facts, all
items comprising H’s total compensation are
treated as fixed payments within the mean-
ing of paragraph (a)(3)(ii) of this section.
Therefore, the reasonableness of H’s com-
pensation is determined based on the cir-
cumstances existing at the time G and H
enter into the employment contract.

Example 2. N is an applicable tax-exempt
organization for purposes of section 4958. On
January 2, N’s governing body enters into a
new one-year employment contract with K,
its executive director, who is a disqualified
person with respect to N. The contract pro-
vides that K will receive a specified amount
of salary, contributions to a qualified pen-
sion plan under Internal Revenue Code sec-
tion 401(a), and other benefits pursuant to a
section 125 cafeteria plan. In addition, the
contract provides that N’s governing body
may, in its discretion, declare a bonus to be
paid to K at any time during the year cov-
ered by the contract. K’s salary and other
specified benefits constitute fixed payments
within the meaning of paragraph (a)(3)(ii) of
this section. Therefore, the reasonableness of
those economic benefits is determined on the
date when the contract was made. However,
because the bonus payment is not a fixed
payment within the meaning of paragraph
(a)(3)(ii) of this section, the determination of
whether any bonus awarded to N is reason-
able must be made based on all facts and cir-
cumstances (including all payments and con-
sideration exchanged between the parties),
up to and including circumstances as of the
date of payment of the bonus.

(c) Establishing intent to treat economic
benefit as consideration for the perform-
ance of services—(1) In general. An eco-
nomic benefit is not treated as consid-
eration for the performance of services
unless the organization providing the
benefit clearly indicates its intent to
treat the benefit as compensation when
the benefit is paid. Except as provided
in paragraph (c)(2) of this section, an
applicable tax-exempt organization (or
entity controlled by an applicable tax-
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exempt organization, within the mean-
ing of paragraph (a)(2)(ii)(B) of this sec-
tion) is treated as clearly indicating its
intent to provide an economic benefit
as compensation for services only if the
organization provides written substan-
tiation that is contemporaneous with
the transfer of the economic benefit at
issue. If an organization fails to pro-
vide this contemporaneous substan-
tiation, any services provided by the
disqualified person will not be treated
as provided in consideration for the
economic benefit for purposes of deter-
mining the reasonableness of the trans-
action.

(2) Nontaxable benefits. For purposes
of section 4958(c)(1)(A) and this section,
an applicable tax-exempt organization
is not required to indicate its intent to
provide an economic benefit as com-
pensation for services if the economic
benefit is excluded from the disquali-
fied person’s gross income for income
tax purposes on the basis of the provi-
sions of chapter 1 of Subtitle A of the
Internal Revenue Code. Examples of
these benefits include, but are not lim-
ited to, employer-provided health bene-
fits and contributions to a qualified
pension, profit-sharing, or stock bonus
plan under Internal Revenue Code sec-
tion 401(a), and benefits described in
sections 127 and 137. However, except
for economic benefits that are dis-
regarded for purposes of section 4958
under paragraph (a)(4) of this section,
all compensatory benefits (regardless
of the federal income tax treatment)
provided by an organization in ex-
change for the performance of services
are taken into account in determining
the reasonableness of a person’s com-
pensation for purposes of section 4958.

(3) Contemporaneous substantiation—
(i) Reporting of benefit. An applicable
tax-exempt organization provides con-
temporaneous written substantiation
of its intent to provide an economic
benefit as compensation if—

(A) The organization reports the eco-
nomic benefit as compensation on an
original Federal tax information re-
turn with respect to the payment (e.g.,
Form W-2 or 1099) or with respect to
the organization (e.g., Form 990), or on
an amended Federal tax information
return filed prior to the commence-
ment of an Internal Revenue Service
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examination of the applicable tax-ex-
empt organization or the disqualified
person for the taxable year in which
the transaction occurred (as deter-
mined under §53.4958-1T(e)); or

(B) The recipient disqualified person
reports the benefit as income on the
person’s original Federal tax return
(e.g., Form 1040), or on the person’s
amended Federal tax return filed prior
to the commencement of an Internal
Revenue Service examination described
in paragraph (c¢)(3)(1)(A) of this section.

(i1) Other evidence of contemporaneous
substantiation. In addition, other writ-
ten contemporaneous evidence may be
used to demonstrate that the appro-
priate decision-making body or an au-
thorized officer approved a transfer as
compensation for services in accord-
ance with established procedures, in-
cluding an approved written employ-
ment contract executed on or before
the date of the transfer, or documenta-
tion satisfying the requirements of
§53.4958-6T'(a)(3) indicating that an au-
thorized body approved the transfer as
compensation for services on or before
the date of the transfer.

(iii) Failure to report due to reasonable
cause. If an applicable tax-exempt orga-
nization’s failure to report an eco-
nomic benefit as required under the In-
ternal Revenue Code is due to reason-
able cause (within the meaning of
§301.6724-1 of this chapter), then the or-
ganization will be treated as having
clearly indicated its intent to provide
an economic benefit as compensation
for services. To show that its failure to
report an economic benefit that should
have been reported on an information
return was due to reasonable cause, an
applicable tax-exempt organization
must establish that there were signifi-
cant mitigating factors with respect to
its failure to report (as described in
§301.6724-1(b) of this chapter), or the
failure arose from events beyond the
organization’s control (as described in
§301.6724-1(c) of this chapter), and that
the organization acted in a responsible
manner both before and after the fail-
ure occurred (as described in §301.6724—
1(d) of this chapter).

(4) Examples. The following examples
illustrate the requirement that an or-
ganization contemporaneously sub-
stantiate its intent to provide an eco-
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nomic benefit as compensation for
services, as defined in paragraph (c) of
this section:

Example 1. G is an applicable tax-exempt
organization for purposes of section 4958. G
hires an individual contractor, P, who is also
the child of a disqualified person of G, to de-
sign a computer program for it. G executes a
contract with P for that purpose in accord-
ance with G’s established procedures, and
pays P $1,000 during the year pursuant to the
contract. Before January 31 of the next year,
G reports the full amount paid to P under
the contract on a Form 1099 filed with the
Internal Revenue Service. G will be treated
as providing contemporaneous written sub-
stantiation of its intent to provide the $1,000
paid to P as compensation for the services P
performed under the contract by virtue of ei-
ther the Form 1099 filed with the Internal
Revenue Service reporting the amount, or by
virtue of the written contract executed be-
tween G and P.

Example 2. G is an applicable tax-exempt
organization for purposes of section 4958. D is
the chief operating officer of G, and a dis-
qualified person with respect to G. D receives
a bonus at the end of the year. G’s account-
ing department determines that the bonus is
to be reported on D’s Form W-2. Due to
events beyond G’s control, the bonus is not
reflected on D’s Form W-2. As a result, D
fails to report the bonus on his individual in-
come tax return. G acts to amend Forms W-
2 affected as soon as G is made aware of the
error during an Internal Revenue Service ex-
amination. G’s failure to report the bonus on
an information return issued to D arose from
events beyond G’s control, and G acted in a
responsible manner both before and after the
failure occurred. Thus, because G had rea-
sonable cause (within the meaning of
§301.6724-1 of this chapter) for failing to re-
port D’s bonus, G will be treated as providing
contemporaneous written substantiation of
its intent to provide the bonus as compensa-
tion for services when paid.

[T.D. 8920, 66 FR 2156, Jan. 10, 2001; 66 FR
13013, Mar. 2, 2001]

§53.4958-5T Transaction in which the
amount of the economic benefit is
determined in whole or in part by
the revenues of one or more activi-

ties of the organization (tem-
porary). [Reserved]
§53.4958-6T Rebuttable presumption

that a transaction is not an excess
benefit transaction (temporary).

(a) In general. Payments under a com-
pensation arrangement are presumed
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