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INCOME TAX

Rev. Rul. 2001-9, page 652.

LIFO; price indexes; department stores. The December
2000 Bureau of Labor Statistics price indexes are accepted for
use by department stores employing the retail inventory and last-
in, first-out inventory methods for valuing inventories for tax
years ended on, or with reference to, December 31, 2000.

T.D. 8914, page 653.

Final regulations under section 988 of the Code relate to
when a currency will be considered hyperinflationary. These
final regulations are intended to prevent distortions associ-
ated with the computation of income and expense arising
from section 988 transactions denominated in hyperinfla-
tionary currencies.

EMPLOYEE PLANS

T.D. 8928, page 685.

Final regulations provide guidance on various issues arising
under the COBRA continuation coverage requirements for
group health plans. The issues include those related to busi-
ness reorganizations, employer withdrawals from multiemploy-
er plans, health flexible spending arrangements, and counting
employees for purposes of the exception under the COBRA
continuation coverage provisions for plans of small employers.

REG-209461-79, page 712.

Partial withdrawal of, and amendments to, the notices of pro-
posed rulemaking that relate to the tax treatment of cafete-
ria plans under section 125 of the Code.

Finding Lists begin on page ii.
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EXEMPT ORGANIZATIONS

T.D. 8920, page 654.

REG-246256-96, page 713.

Temporary and proposed regulations under section 4958 of
the Code add details to the definitions and rules of section
4958. Section 4958 imposes excise taxes on excess bene-
fit transactions between a section 501(c)(3) or 501(c)(4)
organization (except a private foundation) and a person with
substantial influence over the affairs of the organization.

Announcement 2001-20, page 716.

A list is provided of organizations that no longer qualify as orga-
nizations to which contributions are deductible under section
170 of the Code.

EMPLOYMENT TAX

Announcement 2001-16, page 715.

This announcement provides guidance to federally recognized
Indian tribal governments about their Federal Unemployment Tax
Act (FUTA) obligations for 2000. Recent legislation changed how
FUTA applies to Indian tribal governments. As of December 21,
2000, federally recognized Indian tribal governments are
exempt from FUTA. The new law contains a transition rule which
eliminates an Indian tribal government's 2000 liability for FUTA
taxes for services performed before December 21, 2000, if
certain requirements are met. Because the due date for the
2000 Form 940 used to report FUTA tax liability is January 31,
2001, this announcement is made to provide Indian tribal gov-
ernments options in filing their Forms 940.
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Announcements of Disharments and Suspensions begin on page 717.
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ADMINISTRATIVE

T.D. 8935, page 702.

REG-103320-00, page 714.

Temporary and proposed regulations under section 6103 of
the Code set forth the requirements and conditions under
which the Service can make disclosures of returns and
return information to the designee of a taxpayer pursuant to
written or nonwritten requests.

Rev. Proc. 2001-18, page 708.

Last known address. This procedure explains how a tax-
payer is to inform the Service of a change of address. When
so informed, the Service will update the taxpayer’s address of
record to the new address. The Service uses the taxpayer's
address of record for the various notices that are required to
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be sent to a taxpayer’s “last known address” under the Code
and for refunds of overpayments of tax. Rev. Proc. 90-18
amplified and superseded.

Announcement 2001-15, page 715.

This announcement advises persons required to file informa-
tion returns that the mandatory use of Form W-9, Request for
Taxpayer Identification Number and Certification, (Rev.
December 2000) by U.S. persons has been delayed until
July 1, 2001. However, foreign persons may not use a Form
W-9 after December 31, 2000.

Announcement 2001-17, page 716.

The Service announces the availability of new Form 8875,
Taxable REIT Subsidiary Election. This form is used by both an
eligible corporation and a REIT to jointly elect to have the cor-
poration treated as a taxable REIT subsidiary.
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The IRS Mission

Provide America’s taxpayers top quality service by help-
ing them understand and meet their tax responsibilities

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless oth-
erwise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Ser-
vice personnel in the disposition of other cases. In applying
published rulings and procedures, the effect of subsequent
legislation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same
conclusions in other cases unless the facts and circum-
stances are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Ad-
ministrative Rulings. Bank Secrecy Act Administrative Rul-
ings are issued by the Department of the Treasury's Office
of the Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual
basis, and are published in the first Bulletin of the succeed-
ing semiannual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.

2001-8 I.R.B.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 472.—Last-in, First-out
Inventories

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The December 2000 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores em-
ploying the retail inventory and last-in,
first-out inventory methods for valuing
inventoriesfor tax years ended on, or with
reference to, December 31, 2000.

Rev. Rul. 2001-9

The following Department Store
Inventory Price Indexes for December
2000 were issued by the Bureau of Labor
Statistics. The indexes are accepted by
the Internal Revenue Service, under
§ 1.472-1(k) of the Income Tax
Regulations and Rev. Proc. 86-46,
1986-2 C.B. 739, for appropriate applica-
tion to inventories of department stores
employing the retail inventory and last-in,
first-out inventory methods for tax years

ended on, or with reference to, December
31, 2000.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of depart-
ments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately,
except for the following: candy, food,
liquor, tobacco, and contract departments.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Percent Change
Groups Dec. Dec. from Dec. 1999
1999 2000 to Dec. 2000!

1 PieceGoods . . ..o ovi i 512.9 489.0 -4.7

2. Domesticsand Draperies .................... 619.5 614.5 -0.8

3. Women'sand Children'sShoes ............... 631.0 647.4 2.6

4. Men'SShOES . ... v v 887.4 901.8 16

5. Infants Wear ............ .. . i 650.0 631.7 -2.8

6. Women'sUnderwear ....................... 561.6 567.2 1.0

7. Women'sHosiery . ... 325.0 342.9 55

8. Women's and Girls Accessories............... 526.2 533.8 14

9. Women’'s Outerwear and Girls Wear ........... 3935 381.8 -3.0
10. Men'sClothing ........... ..., 610.1 584.0 -4.3
11. Men'sFurnishings . .......... ..., 626.0 618.3 -1.2
12. Boys Clothing and Furnishings ............... 506.4 487.8 -3.7
13, Jewelry . oo 924.8 910.2 -1.6
14, NOUONS ..o 768.3 795.1 35
15. Toilet ArticlesandDrugs . ................... 981.7 984.4 0.3
16. FurnitureandBedding ...................... 688.5 692.8 0.6
17. Hoor COVENNgS . ... vvei e 602.7 628.7 4.3
18. Housewares . .........c.cuiiiiienninennnn 786.9 769.3 -2.2
19. MajorAppliances .. ........ . i 234.9 229.6 -2.3
20. Radioand Television ....................... 63.2 57.1 -9.7
21. Recreation and Education® ................... 95.3 91.8 -3.7
22. Home Improvements? . . ..................... 129.3 129.3 0.0
23. AUtOACCESSOMES . ..\ oot e e 107.3 108.2 0.8
Groups 1-15: SoftGoods ....................... 596.7 589.8 -1.2
Groups 16 - 20: DurableGoods . .. ................. 445.6 4339 -2.6
Groups 21 -23: Misc. Goods? .. ....ooiiie e 102.1 100.0 -2.1
StoreTotal® .. ... ... 540.2 531.7 -1.6

1 Absence of aminus sign before the percentage change in this column

signifies a price increase.
2 Indexes on a January 1986=100 base.

3 The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor,

tobacco, and contract departments.
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DRAFTING INFORMATION

The principal author of this revenue
ruling is Alan J. Tomsic of the Office of
Associate Chief Counsel (Income Tax and
Accounting). For further information re-
garding this revenue ruling, contact Mr.
Tomsic at (202) 622-4970 (not a toll-free
cal).

Section 988.—Treatment of
Certain Foreign Currency
Transactions

26 CFR 1.988-1: Certain definitions and special
rules.

T.D. 8914

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Definition of Hyperinflationary
Currency for Purposes of
Section 988

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations concerning when a cur-
rency will be considered hyperinflation-
ary for purposes of section 988. These
final regulations are intended to prevent
distortions associated with the computa-
tion of income and expense arising from
section 988 transactions denominated in
hyperinflationary currencies.

DATES: The effective date of this regula-
tion is February 14, 2000.

FOR FURTHER INFORMATION CON-
TACT: John W. Rogers 11 of the Office of
Associate Chief Counsel (International) at
(202) 622-3870.

SUPPLEMENTARY INFORMATION:
Background

This document contains final Income
Tax Regulations (26 CFR part 1) under
section 988 of the Internal Revenue Code
(Code). On March 17, 1992, the IRS and
Treasury published final regulations (57
F.R. 9172) relating to the taxation of sec-
tion 988 transactions, including, inter dia,
transactions denominated in hyperinfla-
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tionary currencies. Also on March 17,
1992, proposed regulations were pub-
lished (57 F.R. 9217) relating to the treat-
ment of certain financial instruments
denominated in hyperinflationary curren-
cies. The proposed regulations did not
separately define hyperinflationary cur-
rency. Rather, they simply made refer-
ence to the definition in the final regula-
tions, 81.988-1(f).

T.D. 8860 (2000-5 |.R.B. 437) (65 F.R.
2026) (January 13, 2000) finalized the
proposed regulations relating to the treat-
ment of financial instruments denominat-
ed in hyperinflationary currencies. Also
inthat issue of the Bulletin was a notice of
proposed rulemaking (REG-116567-99,
2000-5 I.R.B. 463) regarding a proposed
change in the period of yearsthat are con-
sidered in determining whether a currency
is hyperinflationary for purposes of sec-
tion 988 (base period). The notice of pro-
posed rulemaking also provided notice of
a public hearing on the proposed regula
tions. NoO requests to speak were
received, and the public hearing was can-
celed. This Treasury decision finalizes
the proposed regulations relating to the
change in base period, with certain minor
changes.

Explanation of Provisions

As set out in the notice of proposed
rulemaking, the term hyperinflationary
currency, as defined in §1.988-1(f), uti-
lizes the definition in
81.985-1(b)(2)(ii)(D). This definition
was developed in the context of the Dollar
Approximate Separate Transactions
Method (DASTM) regulations, §1.985-3,
and generally considers the cumulative
effects of inflation over the base period in
determining whether a currency is hyper-
inflationary. In §1.985-1(b)(2)(ii)(D), the
base period consists of the thirty-six cal-
endar month period immediately preced-
ing the first day of the current calendar
year. Use of this base period is generaly
appropriate in the context of DASTM
because a qualified business unit needs to
know in advance if it is subject to
§1.985-3 calculations.

However, failure to take the current
year's inflation into account for purposes
of computing foreign currency gain or
loss under section 988 may lead to distor-
tions in income and expense because
inflation may rise dramatically in asingle
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year. Accordingly, the IRS and Treasury
believe that for purposes of section 988, it
is more appropriate to consider the cumu-
lative inflation rate over the thirty-six
month period ending on the last day of the
taxpayer’s (or the qualified business
unit’s) current taxable year. This change
in the base period, however, applies only
for the purposes of section 988 and not for
the purpose of determining whether atax-
payer (or QBU) is subject to the provi-
sions of §1.985-3.

Summary of Comments

One comment was received in connec-
tion with the proposed change in the mea-
surement of the base period under section
988. This comment relates to the applica-
tion of the rule to regulated investment
companies (RICs). The commenter stated
that sections 852(a) and 4982 effectively
require a RIC to distribute essentially all
of its income during the calendar year in
which it is earned. Thus, the commenter
concluded that RICs need to know before
the end of their tax year whether a partic-
ular currency is hyperinflationary. The
Treasury and IRS recognize that the
revised definition of base period could
present an administrative burden for
RICs. Accordingly, the final regulation
provides that RICs are not subject to the
revised base period standard of these final
regulations.

A similar exclusion from the revised
base period standard has been made for
REITs due to their similar distribution
requirements. The regulation has also
been amended to provide that the Service
may by notice provide that the revised
base period standard shall not apply to
any section 988 transaction of an entity
with distribution requirements similar to
that of RICs and REITs.

In addition, the regulation was amend-
ed to provide that generally accepted
accounting principles may not apply to
alter the base period outlined in paragraph
H)(Q)(ii)(A) of this section. This change
isintended to clarify that the last sentence
of §1.985-1(b)(2)(ii)(D) may not be
used to alter the base period for purposes
of section 988.

Special Analyses

It has been determined that this
Treasury decision is not a significant reg-
ulatory action as defined in Executive
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Order 12866. Therefore, a regulatory
assessment is not required. It has aso
been determined that section 553(b) of the
Administrative Procedures Act (5 U.S.C.
chapter 5) and the Regulatory Flexibility
Act (5 U.S.C. chapter 6) do not apply to
these regulations, and therefore, a
Regulatory Flexibility Analysis is not
required.

Drafting Information

The principal author of these regula-
tions is John W. Rogers 11 of the Office
of the Associate Chief Counsel (Interna
tional). However, other personnel from
the IRS and Treasury Department also
participated in their development.

* * % * *

Adoption of Amendmentsto the
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1 — INCOME TAXES

Paragraph 1. The authority citation for
part 1 continuesto read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2. In 81.988-1, paragraph (f) isre-
vised to read as follows:

§1.988-1 Certain definitions and special
rules

* k % kx %

(f) Hyperinflationary currency—(1)

Definition—(i) General rule. For pur-
poses of section 988, a hyperinflationary
currency means a currency described in
§1.985-1(b)(2)(ii)(D). Unless otherwise
provided, the currency in any example
used in  §81.988-1 through 1.988-5 is
not a hyperinflationary currency.
(if) Special rules for determining base
period. In determining whether a currency
is hyperinflationary under §1.985-1(b)(2)
(if)(D) for purposes of this paragraph (f),
the following rules will apply:

(A) The base period means the thirty-
six calendar month period ending on the
last day of the taxpayer’s (or qualified
business unit’s) current taxable year.
Thus, for example, if for 1996, 1997, and
1998, a country’s annual inflation rates
are 6 percent, 11 percent, and 90 percent,
respectively, the cumulative inflation rate
for the three-year base period is 124%
[((1.06 x 1.11 x 1.90) - 1.0 = 1.24) x 100
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= 124%]. Accordingly, assuming the
QBU has a calendar year as its taxable
year, the currency of the country is hyper-
inflationary for the 1998 taxable year.
This change in the §1.985-1(b)(2)(ii)(D)
base period shall not apply to any section
988 transaction of an entity described in
section 851 (regulated investment com-
pany (RIC)) or section 856 (real estatein-
vestment trust (REIT)). The Service may,
by notice, provide that the foregoing
change in the §1.985-1(b)(2)(ii)(D) base
period does not apply to any section 988
transaction of an entity with distribution
requirements similar to aRIC or REIT.

(B) The last sentence of
§1.985-1(b)(2)(ii)(D) shall not apply to
alter the base period for purposes of this
paragraph (f) in determining whether a
currency is hyperinflationary for purposes
of section 988. Accordingly, generally
accepted accounting principles may not
apply to ater the base period for purposes
of this paragraph (f). (2) Effective date.
Paragraph (f)(1) of this section shall apply
to transactions entered into after February
14, 2000.

* % % % %

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

Approved November 29, 2000.

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on De-
cember 29, 2000, 8:45 am., and published in the
issue of the Federal Register for January 3, 2001, 66
FR. 279)

Section 4958.—Taxes on Excess
Benefit Transactions

26 CFR 53.4958—1T: Taxes on excess benefit
transactions (temporary).

T.D. 8920

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 53, 301, and 602

Excise Taxes on Excess Benefit
Transactions

AGENCY: Internal Revenue Service
(IRS), Treasury.
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ACTION: Temporary regulations.

SUMMARY: This document contains
temporary regulations relating to the excise
taxes on excess benefit transactions under
section 4958 of the Internal Revenue Code,
as well as certain amendments and addi-
tions to existing Income Tax Regulations
affected by section 4958. Section 4958
was enacted in section 1311 of the
Taxpayer Bill of Rights 2. Section 4958
imposes excise taxes on transactions that
provide excess economic benefits to dis-
qualified persons of public charities and
social welfare organizations (referred to as
applicable tax-exempt organizations).
Disgualified persons who benefit from an
excess benefit transaction with an applica-
ble tax-exempt organization are liable for a
tax of 25 percent of the excess benefit.
Such personsare also liablefor atax of 200
percent of the excess benefit if the excess
benefit is not corrected by a certain date.
Additionally, organization managers who
participate in an excess benefit transaction
knowingly, willfully, and without reason-
able cause, areliablefor atax of 10 percent
of the excess benefit. The tax for which
participating organization managers are
liable cannot exceed $10,000 for any one
excess benefit transaction.

DATES:. Effective Date: These regula-
tions are effective January 10, 2001.

Applicability Date: These regulations
apply as of January 10, 2001, and will
cease to apply January 9, 2004.

FOR FURTHER INFORMATION CON-
TACT: PhyllisD. Haney, (202) 622-4290
(not atoll-free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in these temporary regulations
have been reviewed and approved by the
Office of Management and Budget in ac-
cordance with the Paperwork Reduction
Act (44 U.S.C. 3507) under control num-
ber 1545-1623, in conjunction with the
notice of proposed rulemaking published
August 4, 1998, 63 F.R. 41486,
REG-246256-96, Failure by Certain
Charitable Organizations to Meet Certain
Quialification Requirements; Taxes on Ex-
cess Benefit Transactions.

An agency may not conduct or sponsor,
and a person is not required to respond to,

2001-8 I.R.B.



a collection of information unless it dis-
plays a valid control number assigned by
the Office of Management and Budget.

Books and records relating to the col-
lection of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law. Generaly, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

Section 4958 was added to the Code by
the Taxpayer Bill of Rights 2, Public Law
104-168 (110 Stat. 1452), enacted July
30, 1996. The section 4958 excise taxes
generaly apply to excess benefit transac-
tions occurring on or after September 14,
1995. ThelRS notified the genera public
of the new section 4958 excise taxes in
Notice 9646 (19962 C.B. 212), which
also solicited comments on the new law.

On August 4, 1998, a notice of pro-
posed rulemaking (REG-246256—-96) on
page 713 of this Bulletin clarifying cer-
tain definitions and rules contained in sec-
tion 4958 was published in the Federal
Register (63 F.R. 41486). The IRS re-
ceived numerous written comments re-
sponding to this notice, including a com-
ment from the public on the collections of
information estimates contained therein.

That commentator expressed concern
that the purchase of independent compen-
sation surveys is required to certify the
reasonableness of certain outside and per-
sonnel contracts; and that the proposed
regulations place a burden on governing
bodies of applicable tax-exempt organiza-
tions, increasing the personal risk of
members of those governing bodies. The
collections of information in the proposed
regulations are voluntary on the part of
the governing bodies of applicable tax-ex-
empt organizations. Although the collec-
tions of information alow the organiza-
tion to rely on a presumption that a
transaction is reasonable or at fair market
value, the failure to obtain the collections
of information in no way implies that a
transaction is unreasonable.

Further, as discussed under Explana-
tion of Provisions of this preamble (under
the heading Rebuttable presumption that
a transaction is not an excess benefit
transaction), the IRS and the Treasury
Department believe that any applicable
tax-exempt organization may compile its
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own comparability data rather than obtain
an independent survey to satisfy the re-
guirement to obtain appropriate data as to
comparability. Therefore, although the
comment on Paperwork Reduction Act re-
guirements was considered in the new es-
timates of the annual burden per record-
keeper and per respondent, these
temporary regulations continue to con-
clude that the estimated annual burden per
recordkeeper varies from 3 hours to 308
hours, depending on individual circum-
stances, with an estimated weighted aver-
age of 6 hours, 3 minutes.

A public hearing was held on March 16
and 17, 1999. After consideration of all
the comments, the proposed regulations
under section 4958 were revised as fol-
lows. The major areas of the comments
and revisions are discussed below.

Explanation of Provisions
Additional Taxes on Disqualified Person

A disqualified person benefitting from
an excess benefit transaction must correct
the excess benefit within the taxable pe-
riod to avoid liability for the 200-percent
tax under section 4958(b). The taxable
period is defined by section 4958 as the
period beginning on the date the transac-
tion occurred and ending on the earlier of
the date of mailing a notice of deficiency,
or the date on which the 25-percent tax is
assessed.

A commentator questioned whether the
disqualified person would receive any no-
tice that the IRS was examining a possible
excess benefit transaction before either of
the events ending the taxable period
occur. In fact, a disqualified person
would be notified if an examination of
that person were opened pursuant to an
examination of an applicable tax-exempt
organization. The IRS has an obligation
under Internal Revenue Code (Code) sec-
tion 7602(c) to notify taxpayers at the be-
ginning of the examination and collection
process that the IRS might contact third
parties (such as the organization) about
the taxpayer’s tax liabilities. Addition-
ally, the IRS follows the procedure of is-
suing a “first letter of proposed defi-
ciency” allowing the taxpayer an
opportunity for administrative review in
the IRS Office of Appeals. This first let-
ter is issued 30 days before the notice of
deficiency isissued. Consequently, adis-
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qualified person would be aware of any
examination of a potential excess benefit
transaction before the end of the taxable
period.

Although itisaso IRS practice to issue
a single notice of deficiency for both the
25-percent and 200-percent section 4958
taxes for which the disqualified person is
liable, the abatement rules under section
4961 provide that the 200-percent tax
under section 4958(b) is not to be as-
sessed (and if assessed, is to be abated) if
the excess benefit is corrected within 90
days after the mailing of the notice of de-
ficiency for that tax.

Correction

Section 4958(f)(6) defines correction
as “undoing the excess benefit to the ex-
tent possible, and taking any additional
measures necessary to place the organiza-
tion in afinancia position not worse than
that in which it would be if the disquali-
fied person were dealing under the high-
est fiduciary standards.” The proposed
regulations provide a short, general de-
scription of correction, referring to the
statutory language. The proposed regula
tions define correction as repaying an
amount of money equal to the excess ben-
efit, plus “any additional amount needed
to compensate the organization for the
loss of the use of the money or other prop-
erty” from the date of the excess benefit
transaction to the date the excess benefit
is corrected. The proposed regulations
further allow correction “in certain cir-
cumstances’ by permitting the disquali-
fied person to return property to the orga-
nization and “taking any additional steps
necessary to make the organization
whole.” Where there is an ongoing con-
tract for services, the proposed regula-
tions provide that the parties need not ter-
minate the contract in order to correct, but
the contract “may need to be modified” to
avoid future excess benefit transactions.

The IRS received numerous comments
and requests for additional guidance relat-
ing to correction as defined in the pro-
posed regulations. A humber of commen-
tators requested that final regulations state
explicitly that correction reguires a dis-
qualified person to pay interest on the ex-
cess benefit amount, and to specify the
rate of interest.

The temporary regulations state that the
disqualified person must pay the applica-
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ble tax-exempt organization a correction
amount in order to correct an excess bene-
fit transaction and prevent imposition of
the 200-percent tax. The correction
amount equal s the sum of the excess ben-
efit and interest on the excess benefit.
The amount of theinterest chargeis deter-
mined by multiplying the excess benefit
by an interest rate, compounded annually,
for the period from the date the excess
benefit transaction occurred to the date of
correction. The interest rate used for this
purpose must be a rate that equals or ex-
ceeds the applicable Federa rate (AFR),
compounded annually, for the month in
which the transaction occurred. The pe-
riod from the date the excess benefit
transaction occurred to the date of correc-
tion is used to determine whether the ap-
propriate AFR is the Federal short-term
rate, the Federal mid-term rate, or the
Federal long-term rate.

Commentators requested that an ap-
plicable tax-exempt organization have
discretion to determine the appropriate
form of correction; for example, payment
of money, return of property, or some
combination. Alternatively, one commen-
tator requested an explicit rule that mone-
tary payment is always sufficient and that
a buy-back or return of property is not re-
quired. Another requested clarification
that rescission could constitute an appro-
priate form of correction.

The temporary regulations provide, in
general, that a disqualified person cor-
rects an excess benefit only by making a
payment in cash or cash equivalentsto the
applicable tax-exempt organization equal
to the correction amount. The disquali-
fied person may, however, with the agree-
ment of the applicable tax-exempt organi-
zation, make a payment by returning
specific property previously transferred in
the excess benefit transaction. In the lat-
ter case, the amount of the payment
equals the lesser of the fair market value
of the property determined on the date the
property isreturned to the organization, or
the fair market value of the property on
the date the excess benefit transaction oc-
curred.

Under the temporary regulations, if the
payment made by returning the property
isless than the correction amount, the dis-
qualified person must make an additional
cash payment to the organization of the
difference. Conversely, if the payment
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made by returning the property exceeds
the correction amount, the organization
may make a cash payment to the disquali-
fied person of the difference. The dis-
qualified person who engaged in the ex-
cess benefit transaction with the
applicable tax-exempt organization may
not participate in the applicable tax-ex-
empt organization’s decision whether to
accept as a correction payment the return
of specific property previoudly transferred
in the excess benefit transaction. An or-
ganization may aways refuse the return
of that property as payment, and require
instead that the disqualified person make
apayment in cash (or cash equivalents) of
the full correction amount.

The temporary regulations provide a
special rule relating to the correction of an
excess benefit transaction resulting from
the vesting of benefits provided under a
nonqualified deferred compensation plan.
To the extent that such benefits have not
been distributed to the disqualified per-
son, the disqualified person may correct
the portion of the excess benefit attribut-
able to such undistributed deferred com-
pensation by relinquishing any right to re-
ceive such benefits (including any
earnings thereon).

The temporary regulations provide five
new examples that illustrate acceptable
forms of correction. The temporary regu-
lations also clarify that, if the disqualified
person makes a payment of less than the
full correction amount, the 200-percent
tax isimposed only on the unpaid portion
of the correction amount.

Another commentator suggested that
where an organization failed to establish
its intent to treat an economic benefit as
consideration for the performance of ser-
vices, amending an information return,
rather than requiring the disqualified per-
son to repay the benefit, should be suffi-
cient to correct the excess benefit transac-
tion, assuming that the total amount of
compensation was reasonable. In thisre-
gard, the proposed regulations specifi-
caly alow the reporting of an economic
benefit by an organization on an origina
or amended Federal tax information re-
turn to establish that a benefit was in-
tended as compensation. The proposed
regulations and these temporary regula-
tions permit an organization to establish
its intent by amending an information re-
turn at any time prior to when the IRS
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commences an examination. Addition-
ally, the temporary regulations explicitly
allow the disqualified person to amend
the person’s Federal tax return to report a
benefit as income at any time prior to
when the IRS commences an examination
of the disqualified person or the applica
ble tax-exempt organization for the tax-
able year in which the transaction occurs.

In addition, under the proposed regula-
tions and these temporary regulations, if
an organization can show reasonable
cause (using existing standards under sec-
tion 6724) for failing to report an eco-
nomic benefit as compensation as re-
quired under the Code or regulations, then
the organization will be treated as clearly
indicating its intent to provide an eco-
nomic benefit as compensation for ser-
vices. The section 6724 standards include
acting in a responsible manner before and
after the failure to report occurred, along
with either significant mitigating factors
or events beyond the organization's con-
trol.

Where the applicable tax-exempt orga-
nization provides taxabl e benefitsto adis-
qualified person, section 4958(c)(1) re-
quires a clear indication that the
organization intended to provide the ben-
efits as consideration for the performance
of services. Where there is no such clear
indication, the value of those benefits
generaly is an excess benefit, regardless
of any claim of reasonableness of the total
compensation package. In this case, the
regular correction rules apply.

The temporary regulations provide that
failure of the organization or the disquali-
fied person to report nontaxable economic
benefits (or otherwise document a clear in-
tent) does not result autometicaly in an ex-
cess benefit transaction. Thisruleisconss
tent with the legislative history.
(H. REP. NO. 506, 104th Congress, 2d
SESS. (1996), 53, 57, note 8). These non-
taxable benefits mugt il be taken into ac-
count (unless specificaly excluded else-
where in the regulations) when determining
whether the total amount of compensation
paid to a disqudified person is reasonable.
Therefore, only to the extent that total com-
pensation exceeds what is reasonable could
a section 4958 excise tax be imposed and
correction be required with respect to non-
taxable economic benefits.

The temporary regulations provide ad-
ditional guidance regarding correction
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where an applicable tax-exempt organiza-
tion has ceased to exist or is no longer
tax-exempt under section 501(a) as an or-
ganization described in section 501(c)(3)
or (4). The temporary regulations make
clear that a disgualified person must cor-
rect the excess benefit transaction in ei-
ther event. In the case of section
501(c)(3) organizations, the disqualified
person must pay the correction amount to
another organization described in section
501(c)(3) in accordance with the dissolu-
tion clause of the applicable tax-exempt
organization involved in the excess bene-
fit transaction, provided the other organi-
zation is not related to the disqualified
person. In the case of section 501(c)(4)
organizations, the disqualified person
must pay the correction amount to the
successor section 501(c)(4) organization
or, if there is no tax-exempt successor, to
any section 501(c)(3) or section 501(c)(4)
organization not related to the disquali-
fied person.

Several commentators requested clari-
fication that a disqualified person is al-
lowed to deduct the payment of a correc-
tion amount as a business expense. The
issue is beyond the scope of these regula-
tions. The provisions of Subtitle A of the
Code govern the deductibility of any part
of acorrection payment.

Tax Paid by Organization Managers:
Reliance on Advice of Counsel

The proposed regulations provide a safe
harbor under which a manager’s participa-
tion in a transaction will ordinarily not be
subject to tax under section 4958(a)(2),
even though the transaction is subse-
quently held to be an excess benefit trans-
action, if the manager fully discloses the
factua situation to legal counsdl, then re-
lies on the advice of such counsel ex-
pressed in a reasoned written legal opinion
that a transaction is not an excess benefit
transaction. This safe harbor parallels the
rules for foundation manager taxes con-
tained in the regulations under section
4941 (taxes on self-dealing) and section
4945 (taxes on taxable expenditures).

A number of commentators suggested
that the final regulations expand the ad-
vice-of-counsel safe harbor to allow re-
liance on the advice of other professionals.
Specifically mentioned were section 7525
practitioners (Federally authorized tax
practitioners), professional tax advisors,
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and compensation consultants and apprais-
ers with respect to valuation issues. Com-
mentators likewise suggested that parallel
revisions should be made to the section
4941 and 4945 regulations.

The temporary regulations expand the
safe harbor contained in the proposed reg-
ulations. The temporary regulations pro-
vide that an organization manager’s partic-
ipation in an excess benefit transaction will
ordinarily not be considered knowing to
the extent that, after full disclosure of the
factua situation to an appropriate profes-
sional, the organization manager relies on
a reasoned written opinion of that profes-
sional with respect to elements of thetrans-
action within the professional’s expertise.
For this purpose, appropriate professionals
arelega counsd (including in-house coun-
sel), certified public accountants or ac-
counting firms with expertise regarding the
relevant tax law matters, and independent
valuation experts who meet specified re-
quirements. The requirements for appro-
priate vauation experts are modeled after
the section 170 regulations that define
qualified appraisers for charitable deduc-
tion purposes. Under the section 4958
temporary regulations, the valuation ex-
perts must hold themselves out to the pub-
lic as appraisers or compensation consul-
tants; perform the relevant vauations on a
regular basis; be qualified to make valua
tions of the type of property or services
being valued; and include in the written
opinion a certification that they meet the
preceding requirements. This section 4958
regulations project did not undertake any
revisionsto the advice-of-counsel safe har-
bor or the definition of knowing in the sec-
tion 4941 and 4945 regulations.

The temporary regulations contain an
additional safe harbor, providing that an
organization manager’s participation in a
transaction will ordinarily not be consid-
ered knowing if the manager relies on the
fact that the requirements giving rise to
the rebuttable presumption of reasonable-
ness are satisfied with respect to the trans-
action (for the requirements, see discus-
sion under the heading Rebuttable
presumption that a transaction is not an
excess benefit transaction of this pream-
ble).

Date of Occurrence

Section 4958 does not specify when an
excess benefit transaction occurs. The
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proposed regulations provide that an ex-
cess benefit transaction occurs on the date
on which the disqualified person receives
the economic benefit from the applicable
tax-exempt organization for Federal in-
come tax purposes. The proposed regula
tions also provide that a transaction con-
sisting of the payment of deferred
compensation occurs on the date the de-
ferred compensation is earned and vested.
Several comments were received request-
ing additional guidance about the timing
of an excess benefit transaction. Specifi-
cally, one commentator requested clarifi-
cation in the case of multiple payments.

The temporary regulations continue to
provide as a general rule that an excess
benefit transaction occurs on the date the
disqualified person receives the economic
benefit for Federal income tax purposes.
The temporary regulations contain addi-
tional rules for a series of compensation
payments or other payments arising pur-
suant to a single contractual arrangement
provided to a disqualified person over the
course of the disqualified person’s taxable
year (or part of ataxable year). Insucha
case, any excess benefit transaction with
respect to these aggregate payments is
deemed to occur on the last day of the tax-
able year (or, if the payments continue for
part of the year, the date of the last pay-
ment in the series).

The temporary regulations also contain
special rules for deferred, contingent, and
certain noncash compensation. The tem-
porary regulations state that in the case of
benefits provided pursuant to a qualified
pension, profit-sharing, or stock bonus
plan, the transaction occurs on the date
the benefit is vested. In the case of a
transfer of property that is subject to a
substantial risk of forfeiture, or in the case
of rights to future compensation or prop-
erty (including benefits under a nonquali-
fied deferred compensation plan), the
transaction occurs on the date the prop-
erty, or the rights to future compensation
or property, is not subject to a substantial
risk of forfeiture. However, where the
disqualified person elects to include an
amount in gross income in the taxable
year of transfer pursuant to section 83(b),
the general rule applies, such that the
transaction occurs on the date the disqual-
ified person receives the economic benefit
from the applicable tax-exempt organiza-
tion for Federal income tax purposes.
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Any excess benefit transaction with re-
spect to benefits under a deferred com-
pensation plan which vest during any tax-
able year of the disqualified person is
deemed to occur on the last day of the dis-
qualified person’s taxable year.

The temporary regulations continue to
reference the relevant Code sections for
statute of limitations rules as they apply to
section 4958 excise taxes. Generally, the
statute of limitations for section 4958
taxes begins with the filing of the applica-
ble tax-exempt organization’s return for
the year in which the excess benefit trans-
action occurred. If the organization dis-
closes an item on its return or on an at-
tached schedule or statement in a manner
sufficient to apprise the IRS of the exis-
tence and nature of an excess benefit
transaction, the three-year limitation on
assessment and collection applies. If the
transaction is not so disclosed, a six-year
limitation on assessment and collection
applies, unless an exception listed in sec-
tion 6501(c) applies.

Definition of Applicable Tax-Exempt
Organization

Section 4958(e) defines an applicable
tax-exempt organization as “any organiza
tion which (without regard to any excess
benefit) would be described in paragraph
(3) or (4) of section 501(c) and exempt
from tax under section 501(a) . . .” (except
private foundations). An applicable tax-
exempt organization aso includes any or-
ganization that was described in section
501(c)(3) or (4) and exempt from tax
under section 501(a) at any time during a
five-year period ending on the date of an
excess benefit transaction (the lookback
period).

The temporary regulations revise the
section defining applicable tax-exempt
organizations to clarify that an organiza-
tion is not described in section 501(c)(3)
or (4) for purposes of section 4958 during
any period covered by a fina determina-
tion or adjudication that the organization
is not exempt from tax under section
501(a) as an organization described in
section 501(c)(3) or (4), so long as that
determination or adjudication is not based
upon participation in inurement or one or
more excess benefit transactions.

A number of commentators requested
that the final regulations clarify the status
of section 115 governmental entities that
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voluntarily applied for a determination of
their section 501(c)(3) status. Others re-
guested that those governmenta entities
that applied for section 501(c)(3) exemp-
tion before the enactment of section 4958
be exempt from section 4958. In re-
sponse to these comments, the temporary
regulations provide that any governmen-
tal entity that is exempt from (or not sub-
ject to) taxation without regard to section
501(a) is not an applicable tax-exempt or-
ganization for purposes of section 4958.

Definition of Disqualified Person

Section 4958(f)(1) defines a disquali-
fied person with respect to any transaction
as “any person who was, at any time dur-
ing the 5-year period ending on the date
of such transaction, in a position to exer-
cise substantial influence over the affairs
of the organization . . .” (and several other
categories of related persons). The pro-
posed regulations list the statutory cate-
gories of related persons (i.e., certain
family members and 35-percent con-
trolled entities) that are treated as disqual-
ified persons for section 4958 purposes.
The proposed regulations also list several
categories of persons who are treated as
disqualified persons by virtue of the func-
tions they perform for, or the interests
they hold in, the organization. The pro-
posed regulations further provide that
other persons may be treated as disquali-
fied persons depending on all relevant
facts and circumstances and list some of
the factors to be considered.

Some commentators questioned certain
categories of persons who are deemed to
have substantial influence under the pro-
posed regulations (e.g., presidents, chief
executive officers, treasurers), arguing
that these per se categories conflict with a
statement in the legislative history that
“[a] person having the title of ‘officer, di-
rector, or trustee’ does not automatically
have the status of a disgualified person.”
These commentators requested that final
regulations adopt an alternative approach
of listing these categories as facts and cir-
cumstances tending to show that a person
has substantial influence over the affairs
of an organization. In response to these
comments, the temporary regulations
clarify that the per se categories of per-
sonswho are in aposition to exercise sub-
stantial influence for section 4958 pur-
poses are defined by reference to the
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actual powers and responsibilities held by
the person and not merely by the person’s
title or formal position. Thus, for exam-
ple, it is possible that a person with the
mere title of “president” could be treated
as not having substantial influence if it is
demonstrated that the person, in fact, does
not have ultimate responsibility for imple-
menting the decisions of the governing
body or for supervising the management,
administration, or operation of the organi-
zation.

A number of commentators objected to
a provision in the proposed regulations
under which a person who has or shares
authority to sign drafts or to authorize
electronic transfer of the organization’s
funds is treated as a treasurer or chief fi-
nancial officer who isin a position to ex-
ercise substantial influence over the af-
fairs of the organization. Other
commentators requested that the final reg-
ulations recognize that a person who may
authorize transfer of only minimal
amounts of the organization’s funds
should not be treated as adisqualified per-
son solely by reason of that authority.

The temporary regulations clarify that a
person who has the powers and responsi-
bilities of atreasurer or chief financia of-
ficer isin a position to exercise substan-
tial influence, provided that the person
has ultimate responsibility for managing
the finances of the organization. As re-
quested by commentators, the temporary
regulations delete the provision from the
proposed regulations that refers to having,
or sharing, authority to sign drafts or to
authorize electronic transfer of funds.

The IRS and the Treasury Department
considered, but declined to adopt at pre-
sent, a special rule with respect to so-
called “donor advised funds’ maintained
by an applicable tax-exempt organization.
Unlike other segments of an applicable
tax-exempt organization, such as an oper-
ating department (or division) of the orga-
nization, a donor advised fund consists of
a segregated fund maintained for the spe-
cific purpose of alowing certain persons
to provide ongoing advice regarding the
organization’s use of amounts contributed
by a particular donor (or donors). Al-
though these persons cannot properly
have legal control over the segregated
fund, they nonetheless are in a position to
exercise substantial influence over the
amount, timing, or recipients of distribu-
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tions from the fund. Accordingly, the IRS
and the Treasury Department request
comments regarding potential issues
raised by applying the fair market value
standard of section 4958 to distributions
from a donor advised fund to (or for the
use of) the donor or advisor.

The proposed regulations deem certain
persons not to have substantial influence,
including any applicable tax-exempt or-
ganization described in section 501(c)(3)
(i.e., public charities subject to section
4958). Various commentators requested
that section 501(c)(4) applicable tax-ex-
empt organizations, section 115 govern-
mental entities, corporations or associa-
tions organized as non-profits under the
laws of any State, or entities 100-percent
controlled by and for the benefit of sec-
tion 501(c)(3) applicable tax-exempt or-
ganizations, be deemed not to exercise
substantial influence over the affairs of
applicable tax-exempt organizations.

The temporary regulations provide that
any organization described in section
501(c)(3) and exempt from tax under sec-
tion 501(a) (including a private founda-
tion), is not a disqualified person. The
temporary regulations do not specificaly
exclude from disqualified person status
section 115 and section 501(c)(4) organi-
zations generally, as requested in com-
ments. However, the temporary regula-
tions state that an organization described
in section 501(c)(4) is deemed not to have
substantial influence with respect to an-
other applicable tax-exempt organization
described in section 501(c)(4). Addition-
ally, the temporary regulations provide
that the transfer of economic benefitsto a
government entity for exclusively public
purposes is disregarded for purposes of
section 4958.

A number of comments were received
on the section of the proposed regulations
providing that facts and circumstances
governin al caseswhere disqualified per-
son status is not explicitly described.
Commentators variously requested revi-
sion or deletion of the statement that a
person with managerial control over adis-
crete segment of an organization could be
in a position to exercise substantial influ-
ence over the affairs of the entire organi-
zation. Instead of considering this factor
in an overal evauation of the facts and
circumstances, the temporary regulations
provide that the fact that a “person man-
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ages a discrete segment or activity of the
organization that represents a substantial
portion of the activities, assets, income, or
expenses of the organization” is a sepa-
rate factor tending to show substantial in-
fluence. The IRS and the Treasury De-
partment believe that, in some
circumstances, a person managing a dis-
crete segment or activity of an organiza-
tion is, in fact, in a position to exercise
substantial influence over the organiza-
tion asawhole.

With respect to the factor that a person
is a substantial contributor within the
meaning of section 507(d)(2), requests
were made to define a substantial contrib-
utor as a person contributing more than
two percent of the organization’s total
support; to use a higher threshold, such as
the greater of $50,000 or 10 percent of
total contributions received; to limit the
treatment of substantial contributor status
as afactor to areasonable time (e.g., four
years); and to tie substantial contributor
status to persons required to be disclosed
as such on Form 990 or Schedule A of that
form. Additionally, arequest was madeto
specify how the five-year |ookback period
appliesto substantial contributors.

The temporary regulations continue to
include as a factor tending to show sub-
stantial influence the fact that a person is
a substantial contributor, generally as de-
fined in section 507(d)(2)(A). However,
the temporary regulations clarify that, to
determine whether a person is a substan-
tial contributor for section 4958 purposes,
only contributions received by the organi-
zation during its current taxable year and
the four preceding taxable years are taken
into account.

With respect to the factor that a per-
son’'s compensation is based on revenues
derived from activities of the organization
that the person controls, a number of
commentators regquested that a determina-
tion of disqualified person status not be
based solely on this factor. Several com-
mentators specifically requested clarifica
tion of this factor with respect to physi-
cians in particular, and others requested
that the factor be deleted altogether.
Other commentators requested that the
factor be narrowed to situations where the
person’s compensation is based on rev-
enues from activities that provide over
half of the organization’s annual revenue,
or that the factor be modified to apply
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only if a person’s compensation is based
to asignificant extent on revenues derived
from activities of the organization that the
person controls. In response to these
comments, the temporary regulations
modify the factor to require that the per-
son’'s compensation is primarily based on
revenues derived from activities of the or-
ganization that the person controls.

A number of commentators argued that
it is inappropriate to include all persons
with managerial authority, or persons
serving as key advisors to a person with
manageria authority, as potential disqual-
ified persons. Additional comments on
this issue requested that the final regula-
tions clarify the meaning of managerial
authority or delete that factor from the
regulations. Others suggested that the
term key advisor be limited to those with
real, substantial authority, or deleted alto-
gether and replaced by a standard that a
person can have managerial authority by
virtue of his or her actual impact on the
organization’s affairs without regard to
title or position. In response to these
comments, the temporary regulations
delete as afactor tending to show substan-
tial influence the fact that a person serves
as akey advisor to a manager. Moreover,
with respect to managerial authority, the
temporary regulations list revised factors
tending to show substantial influence, in-
cluding whether: 1) the person has or
shares authority to control or determine a
substantial portion of the organization's
capital expenditures, operating budget, or
compensation for employees; and 2) the
person manages a discrete segment or ac-
tivity 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.

With respect to factors tending to show
that a person does not have substantial in-
fluence, one commentator requested that
the fact that the person has had no prior
involvement or relationship with the orga-
nization be added as a factor. Another
commentator requested that the indepen-
dent contractor factor be modified so that
all “outside, independent professionals
performing services on a strictly fee-for-
service arrangement” are presumed not to
be disqualified persons. Other commen-
tators requested that additional factors
tending to show no substantial influence
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be added for employees. In this regard,
suggested factors included that the person
reports to a disqualified person, does not
participate in major policy or financia de-
cisions affecting the organization as a
whole, or holds a position three or more
levels below the governing body. In re-
sponse to these comments, the temporary
regulations provide as a factor tending to
show no substantial influence the fact that
a person is an independent contractor
(such as an attorney, accountant, or in-
vestment manager or advisor) whose sole
relationship to the organization is provid-
ing professional advice, but who does not
have decision-making authority, with re-
spect to transactions from which the inde-
pendent contractor will not economically
benefit either directly or indirectly (aside
from customary fees received for the pro-
fessional advice rendered). In addition,
the temporary regulations add as factors
tending to show no substantial influence
the fact that the direct supervisor of the
individual is not a disqualified person,
and that the person does not participate in
any management decisions affecting the
organization as a whole or a substantial,
discrete segment or activity of the organi-
zation. The temporary regulations also
address the issue of persons with no prior
involvement with the organi zation by pro-
viding a special exception for initial con-
tracts (see the discussion under the head-
ing Initial Contract Exception in this
preamble).

Definition of Excess Benefit Transaction

Section 4958(c)(1) defines the phrase
excess benefit transaction as “any trans-
action in which an economic benefit is
provided by an applicable tax-exempt or-
ganization 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 (in-
cluding the performance of services) re-
ceived for providing such benefit.” The
excess benefit is the amount by which the
value of the economic benefits provided
to (or for the use of) the disqualified per-
son exceeds the value of the consideration
received. The proposed regulations fur-
ther define certain terms in the statutory
definition of excess benefit transaction
and delineate specific items that either are
disregarded or must be taken into account
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in determining the value of a compensa-
tion package. The proposed regulations
also prescribe standards for determining
fair market value for section 4958 pur-
poses. In response to comments received
on these topics, the temporary regulations
make numerous changes to the provisions
of the proposed regulations that define the
phrase excess benefit transaction (as sum-
marized under the next six topic head-
ings).

The IRS and the Treasury Department
considered whether embezzled amounts
should be viewed as provided by the orga-
nization for section 4958 purposes. In
this regard, the IRS and the Treasury De-
partment believe that any economic bene-
fit received by a disqualified person (who
by definition has substantial influence)
from the assets of the organization is pro-
vided by the organization even if the
transfer of the benefit was not authorized
under the regular procedures of the orga-
nization.

Economic Benefit Provided Directly or
Indirectly

Section 4958(c)(1)(A) provides that
an excess benefit transaction may arise
when economic benefits are provided by
an applicable tax-exempt organization
directly or indirectly to or for the use of
any disqualified person. In this regard,
the proposed regulations provide that
“[a] benefit may be provided indirectly
through the use of one or more entities
controlled by or affiliated with the ap-
plicable tax-exempt organization. For
example, if an applicable tax-exempt or-
ganization causes its taxable subsidiary
to pay excessive compensation to, or en-
gage in a transaction at other than fair
market value with, a disqualified person
of the parent organization, the payment
of the compensation or the transfer of
property is an excess benefit transac-
tion.” This example is based on similar
language contained in the legislative his-
tory to section 4958 (See H. REP. NO.
506, 104th Congress, 2d SESS. (1996),
53, 56, note 3).

A number of commentators requested
further clarification of the definition of in-
direct excess benefit transactions. Some
commentators requested that the final reg-
ulations clarify that any compensation
disqualified persons receive from unre-
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lated third parties through the acquies-
cence of the employing applicable tax-ex-
empt organization not be considered in
determining reasonable compensation.
Another commentator suggested that, as a
general rule, an excess benefit may be
found to be provided indirectly through
an entity controlled by an applicable tax-
exempt organization only when the funds
or other benefits at issue can clearly be
traced to the parent organization. Addi-
tionally, arequest was received to specify
that payment by a subsidiary of excessive
compensation does not, by itself, justify
the conclusion that the parent organiza-
tion caused the subsidiary to engage in an
excess benefit transaction. Other requests
were made to clarify that services re-
ceived by the applicable tax-exempt orga-
nization may include services provided by
the disqualified person to one or more
other entities controlled by or affiliated
with the organization.

Commentators also suggested several
clarifications to the phrase “controlled by
or affiliated with” for purposes of deter-
mining whether an indirect excess benefit
transaction has occurred. One commenta-
tor suggested that control or affiliation
must exist at the time the benefit is autho-
rized or approved, rather than when the
benefit is received by the disqualified per-
son. Others suggested that the definition
of “controlled by or affiliated with” fol-
low more closely the definition of control
under the section 4941 self-dealing regu-
lations or under section 512(b)(13) (in-
cluding constructive ownership rules con-
tained in section 318). Another
commentator suggested defining the term
affiliated to mean that organizations share
amajority of governing body members or
principal officers. Other commentators
requested that the final regulations state
that approval of abenefit by a board inde-
pendent of the applicable tax-exempt or-
ganization would prevent finding that the
organization indirectly provided an ex-
cess benefit to a disqualified person.
Commentators also requested that the
final regulations include examples
demonstrating that the mere existence of a
relationship between two entities, includ-
ing a control relationship, is insufficient
to justify a conclusion that a benefit has
been indirectly provided to a disqualified
person unless a purposeful avoidance of
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section 4958 by conducting a transaction
indirectly is shown.

In response to these comments, the
temporary regulations clarify that an ap-
plicable tax-exempt organization may
provide an economic benefit indirectly to
adisqualified person either through a con-
trolled entity or through an intermediary.
In this regard, the temporary regulations
parallel the section 4941 self-dealing reg-
ulations, except that the temporary regu-
lations generally adopt the section
512(b)(13) standard for control. (The
section 512(b)(13) standard for control
considers only the tax-exempt organiza-
tion's interest in the controlled entity, or
the tax-exempt organization’s control of a
nonstock corporation’s directors or
trustees. In contrast, the section 4941 reg-
ulations’ definition of control also consid-
ers interests held individualy by the di-
rectors or trustees of the foundation). The
temporary regulations provide that all
consideration and benefits exchanged be-
tween adisqualified person and an applic-
able tax-exempt organization, and all enti-
ties the organization controls, are taken
into account to determine whether there
has been an excess benefit transaction.

The temporary regulations provide that
an applicable tax-exempt organization
provides an economic benefit indirectly
through an intermediary when: 1) an ap-
plicable tax-exempt organization provides
an economic benefit to a third party (the
intermediary); 2) the intermediary pro-
vides economic benefits to a disqualified
person of the applicable tax-exempt orga-
nization; and 3) either (a) there is evi-
dence of an oral or written agreement or
understanding that the intermediary will
transfer property to a disqualified person;
or (b) the intermediary lacks a significant
business purpose or exempt purpose of its
own for engaging in such atransfer. The
temporary regulations also include four
new examples illustrating different fact
patterns under which economic benefits
are provided indirectly to a disqualified
person through a controlled entity or
through an intermediary.

Initial Contract Exception

The proposed regulations do not pro-
vide any special rules for transactions
conducted pursuant to the first contract
that a previously unrelated person enters
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into with the applicable tax-exempt orga-
nization. Several comments received dur-
ing the regular comment period requested
that a person having no prior relationship
with an organization not be considered a
disqualified person with respect to the
first contractual arrangement with the or-
ganization.

After the close of the written comment
period for the proposed regulations (No-
vember 2, 1998), but before the public
hearing (March 16 and 17, 1999), the
United States Court of Appeals for the
Seventh Circuit issued its decision in
United Cancer Council, Inc. v. Commis-
sioner of Internal Revenue, 165 F.3d 1173
(7th Cir. 1999), rev'ing and remanding
109 T.C. 326 (1997). In this case, the
Seventh Circuit reversed the Tax Court’s
finding that a contract between a charity
and a previously unrelated fundraising
company resulted in private inurement in
violation of the charity’s tax-exempt sta-
tus. The Seventh Circuit remanded the
case back to the Tax Court to address the
question whether the fundraising contract
resulted in private benefit in violation of
section 501(c)(3).

In United Cancer Council, the Seventh
Circuit concluded that prohibited inure-
ment under section 501(c)(3) cannot re-
sult from a contractual relationship nego-
tiated at arm’s length with a party having
no prior relationship with the organiza-
tion, regardless of the relative bargaining
strength of the parties or resultant control
over the tax-exempt organization created
by the terms of the contract. The transac-
tions at issue in United Cancer Council
were conducted prior to the effective date
of section 4958. Consequently, United
Cancer Council involved interpretations
of the general requirements for tax-ex-
empt status under section 501(c)(3), and
not questions of disqualified person sta-
tus or the existence of an excess benefit
transaction under section 4958. Never-
theless, at the public hearing and in sup-
plemental comments received after the
hearing, commentators referenced the
Seventh Circuit decision and requested
that the proposed regulations be modified
so that section 4958 excise taxes will not
be imposed on thefirst transaction or con-
tract between an applicable tax-exempt
organization and a previously unrelated
person.
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The temporary regulations address the
issue raised by United Cancer Council by
providing that section 4958 does not
apply to any fixed payment made to a per-
son pursuant to an initial contract, regard-
less of whether the payment would other-
wise constitute an excess benefit
transaction. For this purpose, an initial
contract is defined as a hinding written
contract between an applicable tax-ex-
empt organization and a person who was
not a disqualified person immediately
prior to entering into the contract. A fixed
payment means an amount of cash or
other property specified in the contract, or
determined by a fixed formula specified
in the contract, which is paid or trans-
ferred in exchange for the provision of
specified services or property. A fixed
formula may incorporate an amount that
depends upon future specified events or
contingencies (e.g., revenues generated
by activities of the organization), pro-
vided that no person exercises discretion
when calculating the amount of a pay-
ment or deciding whether to make a pay-
ment. As suggested by some commenta-
tors, however, the initial contract rule
does not apply if the contract is materially
modified or if a person fails to substan-
tially perform his or her obligations under
the contract.

Thus, under the temporary regulations,
to the extent that an applicable tax-ex-
empt organization and a person who is not
yet adisgualified person conduct negotia-
tions and specify the amounts to be paid
to the person (or specify an objective for-
mula for paying that person), then these
fixed payments are not subject to scrutiny
under section 4958, even if paid after the
person becomes a disqualified person. An
initial contract may provide for both fixed
and non-fixed (i.e., discretionary) pay-
ments. In this case, the fixed payments
are not subject to section 4958, while the
non-fixed payments will be subject to
scrutiny under section 4958 (taking into
account all consideration exchanged be-
tween the parties). In effect, the initial
contract rule contained in the temporary
regulations protects from section 4958 li-
ability those payments made pursuant to
fixed, objective terms specified in a con-
tract entered into before the person wasin
a position to exercise substantial influ-
ence, yet allows for scrutiny under section
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4958 to the extent the contract allows for
subsequent discretion to be exercised
(which may be subject to influence by the
disqualified person) when calculating the
amount of a payment or deciding whether
to make a payment. The temporary regu-
lations include eleven examples to illus-
trate the application of the initial contract
rule.

Certain Economic Benefits Disregarded
for Purposes of Section 4958

For ease of administration, the pro-
posed regulations list several economic
benefits that are disregarded for purposes
of section 4958. These disregarded items
include reimbursements for reasonable
expenses of attending meetings of the
governing body (but not luxury or spousal
travel); certain economic benefits pro-
vided to a disqualified person solely as a
member of, or volunteer for, the organiza-
tion; and economic benefits provided to a
disqualified person solely as a member of
acharitable class. A number of comments
recommended modifying these provi-
sions.

With respect to reimbursements for ex-
penses of attending meetings of the gov-
erning body (but not luxury travel or
spousal travel), suggestions were made to
clarify or delete these terms; to provide as
an aternative that all travel expenses that
are not lavish or extravagant within the
meaning of section 162 may be disre-
garded; to disregard spousal travel ex-
penses in circumstances where the
spousal attendance furthers the exempt
purposes of the organization or meets the
section 274 bona fide business purpose
test; and to address the issue of travel ex-
penses by generally disregarding working
condition fringe benefits and de minimis
fringe benefits described in sections
132(d) and (e). Other commentators re-
guested that any benefits received by a
disqualified person should be disregarded
if incidental to the organization’s achieve-
ment of its exempt purposes, such as
when disqualified persons attend
fundraising dinners or conferences on be-
half of the organization.

In response to these comments, the
temporary regulations delete the separate
provision that provides that reasonable
expenses of attending meetings of the
governing body may be disregarded. In
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place of this provision, the temporary reg-
ulations substitute a more general rule
providing that all fringe benefits excluded
from income under section 132 (except
for certain liability insurance premiums,
payments or reimbursements, discussed
below) are disregarded for section 4958
purposes. This change addresses com-
ments received on the limitation in the
proposed regulations with respect to lux-
ury and spousal travel. By referring to
fringe benefits excluded from income
under section 132, the temporary regula-
tions adopt existing standards under sec-
tion 162 and section 274 (which are incor-
porated into section 132) to determine
whether payments or reimbursements of
travel expenses of an employee — or any
other expenses — should be disregarded
for section 4958 purposes or, instead,
treated as part of the disqualified person’'s
compensation.

With respect to economic benefits pro-
vided to a disqualified person solely as a
member of, or volunteer for, the organiza-
tion, the proposed regulations disregard
such benefits for section 4958 purposes
only if the organization provides the same
benefits to members of the general public
in exchange for a membership fee of $75
or less per year. Commentators suggested
that this provision be expanded in the
final regulations to apply to any benefit
(without a dollar limitation) provided to a
disqualified person solely by virtue of that
person being a donor, volunteer, or mem-
ber, provided that any member of the gen-
eral public making a comparable contri-
bution receives a similar benefit. Another
commentator requested a similar modifi-
cation, with the additional requirement
that a significant number of non-disquali-
fied persons (e.g., 10 or more) actually
make a comparable payment to the orga-
nization and are given the option of re-
celving substantially the same benefit.

The temporary regulations continue to
disregard for section 4958 purposes eco-
nomic benefits provided to a volunteer
(who is aso a disqualified person) if that
benefit is provided by the organization to
the general public in exchange for amem-
bership fee or contribution of $75 or less
per year. In contrast, economic benefits
provided to a disqualified person as a
member of, or a donor to, an applicable
tax-exempt organization are no longer
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limited by a specific dollar cap. Thetem-
porary regulation