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Executive Compensation in the Headlights: Challenges Ahead
For Nonprofit Hospitals in Compensating Executives

BY JOAN A. DISLER, MICHELLE CAPEZZA, AND

GRETCHEN HARDERS

W ith increased transparency mandated by the re-
visions to the Internal Revenue Service Form
990 and the business of not-for-profit hospitals

brought to the forefront by the Obama administration’s
focus on the dramatic rise of health care costs, execu-
tive compensation practices of hospitals have become
subject to intense public scrutiny and increasing gov-
ernment regulation. Because of their status and the
rules applicable to them, not-for-profit hospitals cannot
take advantage of the compensation programs that are

available to for-profit corporations. To be competitive in
recruiting and retaining the ‘‘best and brightest’’ execu-
tives to run tax-exempt entities, boards have developed
specialized compensation plans and programs for
highly regarded executives. The government, initially
focusing on the plans of for-profit corporations, has
more recently begun to take a hard look at the plans
and programs of tax-exempt entities by using the rules,
regulations, and penalties of the Internal Revenue Code
of 1986, as amended (the code) to pressure tax-exempt
entities into rewarding executives with compensation
limited to that which the government believes is reason-
able under the law.1

Executive compensation practices now are being ex-
amined under the basic tenets of the income tax law
with a particular eye toward challenging both the time
of payment, so that the income taxation is not imper-
missibly deferred into the future, as well as the amount

1 A discussion of any state or local tax law implications is
beyond the scope of this article.
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of payment, so that only ‘‘reasonable compensation’’ (as defined
by the government) is paid to the chief executive officers of the
largest tax-exempt entities.

This article examines the rules, applications, and
penalties associated with any failure to comply with IRS
requirements. After a review of the rules applicable to
the taxation of deferred executive compensation, we
discuss the requirements for reasonable compensation
and the ‘‘intermediate sanctions’’ that may be imposed
both upon the executive andthe tax-exempt health care
entity’s officers, directors, or trustees if the IRS estab-
lishes that payments are unreasonable or excessive
compensation. Finally, we look at the recent focus by
the IRS and other governmental agencies on audits of
tax-exempt health care entities. Knowing the rules and
establishing practices that comply with them are key to
withstanding the scrutiny by the government and the
adverse publicity that can accompany these audits.

I. Tax Rules for Deferred Compensation
of Tax-Exempt Health Care Entities and
the Impact of Sections 409A and 457(f)

of the Code
For-profit corporations are not subject to the same

tax rules for deferred compensation and retirement
plans as not-for-profit hospitals and other tax-exempt
health care entities. Accordingly, for-profit corporations
can offer stock options and more attractive deferral and
retirement packages, making it more difficult for not-
for-profit hospitals to compete for executive talent.2 Al-
though tax-exempt health care entities are permitted to
provide deferred compensation and retirement income
through tax-qualified retirement plans, such as 401(k)
savings plans or 403(b) annuity plans, these plans are
subject to annual dollar limitations on deferrals and
contributions. All other types of deferral or retirement
plans offered to employees of tax-exempt health care
entities are governed by Section 457 of the code. This
means that all deferred compensation or retirement in-
come provided to executives of not-for-profit hospitals
in excess of the annual dollar limitations on deferrals
and contributions under a tax-qualified retirement plan
must comply with Section 457 of the code.

Any deferred compensation arrangements that do not
fall within the definition of Section 457(b) of the code
(the 457-(b) plans), or that do not meet the bona fide
severance pay plan exception under Section
457(e)(11)(A)(i) of the code, are ‘‘ineligible’’ arrange-
ments governed by Section 457(f) of the code (the 457-
(f) plans).3 457-(f) plans are not subject to the annual

contribution limitation that applies to 457-(b) plans,
however, any benefits provided will be subject to imme-
diate taxation upon vesting, which is deemed to occur
upon the lapse of a ‘‘substantial risk of forfeiture.’’
‘‘Substantial risk of forfeiture’’ is defined under Section
457(f)(3)(B) of the code to mean that a person’s rights
to compensation are ‘‘conditioned on the future perfor-
mance of substantial services.’’4

In October 2004, Congress enacted Section 409A of
the code, a new statute that imposed additional tax re-
quirements on deferred compensation arrangements.
Prior to the enactment and the issuance of final guid-
ance under Section 409A of the code, many different
design alternatives were utilized to allow 457-(f) plans
to provide for retention incentives and retirement in-
come without earlier taxation as a result of a lapse of a
substantial risk of forfeiture. As a result of the passage
of Section 409A of the code, many of the design alter-
natives that were utilized in the past no longer may be
valid.

One design alternative has been the so-called ‘‘rolling
risk of forfeiture,’’ whereby a participant would elect
some time prior to vesting to defer the scheduled pay-
ment under the 457-(f) plan for an additional number of
years on the basis that the ‘‘substantial risk of forfei-
ture’’ continues to apply. Prior to the enactment of Sec-
tion 409A of the code, the existence of a ‘‘substantial
risk of forfeiture’’ was determined by applying prin-
ciples set forth under Section 83 of the code and the

2 In the for-profit sector, an employer may offer a nonquali-
fied deferred compensation plan to a select group of manage-
ment or highly compensated employees. These plans are not
subject to dollar based limitations and may be structured to al-
low deferral through retirement and beyond. It is important to
note that these plans are not available to tax-exempt health
care entities because of the application of Section 457(f) of the
code as discussed below.

Another limitation on compensating executives is that tax-
exempt health care entities generally are not permitted to is-
sue any form of equity interests to employees.

3 There are two types of deferred compensation arrange-
ments under Section 457 of the code: (1) ‘‘eligible’’ arrange-
ments governed by Section 457(b) of the code; and (2) ‘‘ineli-

gible’’ arrangements governed by Section 457(f) of the code.
457-(b) plans allow for the deferral of compensation and the
benefits are not taxed to the participant until the benefits are
distributed. 457-(b) plans are subject to the same IRS annual
deferral limitations under tax-qualified 401(k) plans. The IRS
annual deferral limitations for 457-(b) plans are subject to the
same limitation as salary deferrals under tax-qualified 401(k)
plans—$16,500 in 2010. The limit that applies to 401(k) plan
deferrals does not reduce this limitation, so that an employee
may double their available deferrals by deferring $16,500 to
the 457-(b) plan and $16,500 to the 401(k) plan (plus a $5,500
catch-up contribution allowable if the employee is age 50 or
more). Further, under Section 457(e)(11)(A)(i) of the code,
both 457-(b) plans and 457-(f) plans exclude any ‘‘bona fide va-
cation leave, compensatory time, severance pay, disability pay,
or death benefit plan.’’

4 Section 83(c)(1) of the code also provides that a person’s
rights are subject to a substantial risk of forfeiture if the rights
are ‘‘conditioned on the future performance of substantial ser-
vices.’’ Under Treas. Reg. § 1.457-11(d), when there is any
transfer of property, Section 83 of the code applies. The appli-
cation of the term under Section 83 of the code frequently has
been relied upon in understanding the definition of ‘‘substan-
tial risk of forfeiture’’ under 457-(f) plans. Under Section 83 of
the code, a substantial risk of forfeiture exists where the rights
in the property are conditioned ‘‘upon the future performance
(or refraining from performance) of substantial services by
any person’’ or ‘‘the occurrence of a condition relating to a
purpose of the transfer, and the possibility of forfeiture is sub-
stantial if such condition is not satisfied.’’ Treas. Reg. § 1.83-
3(c)(1). Many deferred compensation arrangements offered to
executives of a tax-exempt health care entity are designed to
retain the services of a participant through a participant’s re-
tirement. The deferred compensation under the arrangement
must be subject to a ‘‘substantial risk of forfeiture,’’ which
means that a participant who leaves employment prior to re-
tirement would be required to forfeit the deferred compensa-
tion.
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doctrine of constructive receipt.5 However, applying
those principles to a ‘‘rolling risk of forfeiture’’ is now
in question.

Another design alternative has been to subject the de-
ferred compensation to a binding noncompetition cov-
enant. This technique also no longer may be effective.
Under the regulations promulgated pursuant to Section
83 of the code, there are illustrations of ‘‘substantial
risk of forfeiture’’ that allow for the possibility that a
noncompetition covenant could constitute the ‘‘refrain-
ing from performance’’ of substantial services depend-
ing on the facts and circumstances,6 e.g., the age of the
employee, the availability of other alternative employ-
ment opportunities and the likelihood of obtaining
other employment. Imposing a noncompetition cov-
enant on a retiring employee, however, is not likely to
constitute a ‘‘substantial risk of forfeiture’’ unless the
employee is expected to perform substantial services. A
position that the covenant to refrain from performing
services at a competing organization could be justified
as a substantial risk of forfeiture will depend on the
facts and circumstances, especially in certain tax-
exempt organizations where talent and expertise are
particularly prized.

Another approach, the applicability of which also is
under attack, has been to characterize the compensa-
tion as severance. As discussed above, Section
457(e)(11)(A)(i) of the code specifically exempts bona
fide severance pay plans from the requirements under
Section 457 of the code. The determination of whether
a severance arrangement constitutes a bona fide sever-
ance pay plan for this purpose has not been clear. Re-
stricting the payment of severance to the occurrence of
an involuntary termination (other than for cause)
should make the payment subject to a ‘‘substantial risk
of forfeiture’’ because the requirement to continue to
perform substantial services applies through the termi-
nation date and the possibility of forfeiture is substan-
tial.

* * * * * * *

The landscape for executive compensation for not-
for-profit hospitals changed in October 2004 when Con-
gress enacted Section 409A of the code. Section 409A of
the code revised the taxation principles applicable to all
deferred compensation arrangements, whether or not
in the for-profit or tax-exempt sector.7 All deferred
compensation arrangements now are subject to the re-
quirements under Section 409A of the code, including
deferral and re-deferral rules and limitations on events
that allow for distributions. Significant income tax pen-
alties apply if the rules are not complied with, which in-
clude immediate inclusion of income, a 20 percent pen-
alty tax and assessment of significant interest tax pen-
alties, all of which are payable by the executive.8

In April 2007, the Treasury issued final regulations
under Section 409A of the code that specifically state a
right to a payment is subject to a ‘‘substantial risk of
forfeiture’’ only if entitlement to the amount is condi-
tioned upon the performance of ‘‘substantial future ser-
vices.’’ These regulations make clear that the addition
of any risk of forfeiture after the right to the compensa-
tion arises, or any extension of a period during which
compensation is subject to a substantial risk of forfei-
ture (i.e., a ‘‘rolling risk of forfeiture’’), will be disre-
garded for purposes of determining whether such com-
pensation is subject to a ‘‘substantial risk of forfei-
ture.’’9 In other words, the deferral of a ‘‘substantial
risk of forfeiture’’ will not be recognized and the
amount deferred will be subject to immediate income
taxation and penalties.10 These regulations also provide
that an agreement to refrain from performing services
(i.e., a noncompetition covenant) does not constitute a
‘‘substantial risk of forfeiture.’’11

Thus, the previously existing rules for 457-(f) plans
and the new final rules under Section 409A of the code
do not provide the same definition of ‘‘substantial risk
of forfeiture.’’ Further, the definition of ‘‘substantial
risk of forfeiture’’ under Section 409A of the code ap-
pears to be significantly more restrictive than the defi-
nition as previously applied to 457-(f) plans under Sec-
tion 457(f) of the code. Recognizing this conflict, in Au-
gust 2007, the IRS issued IRS Notice 2007-62, which
states that the IRS intends to publish future guidance
applying the definition of ‘‘substantial risk of forfei-
ture’’ under Section 409A of the code.12 This would ap-
pear to erode the designs discussed above based on the
‘‘rolling risk of forfeiture’’ and noncompetition cov-
enants.13 According to IRS and Treasury officials, fu-
ture guidance will be issued in the form of proposed

5 The doctrine of constructive receipt generally applies
whenever a cash-basis taxpayer is entitled to compensation,
the compensation is immediately available to the taxpayer, and
the failure to receive it is due entirely to the taxpayer’s own vo-
lition. Treas. Reg. § 1.451-2(a).

6 Treas. Reg. § 1.83-3(c)(2).
7 Certain deferred compensation arrangements, such as

tax-qualified retirement plans and 457(b) plans, are specifi-
cally exempt from Section 409A of the code.

8 Although the executive has the ultimate responsibility for
paying excise taxes under Section 409A of the code, tax-
exempt health care entities also are obligated to properly re-

port and withhold compensation paid to the executive on IRS
Forms W-2, 1099 and 941, as applicable. Further, if an entity
fails to report an operational or documentary failure under
Section 409A of the code, the entity may be subject to penal-
ties for failure to properly report and withhold on IRS Forms
W-2 and 941 pursuant to the penalty provisions of the code,
generally found under Subtitle F of the code.

9 Treas. Reg. § 1.409A-1(d)(1).
10 The only ability to re-defer deferred compensation under

Section 409A of the code is under the re-deferral rules. Treas.
Reg. § 1.409A-2(b)(1) provides that: (i) the election may not be
effective until at least 12 months after the date the election is
made; (ii) the plan requires that the payment be deferred for a
period of not less than five years; and (iii) the election must be
made at least 12 months prior to the date the payment is sched-
uled to be paid. The re-deferral rules do not impact whether an
amount is subject to a ‘‘substantial risk of forfeiture,’’ but
rather only address the timing of the distribution.

11 Treas. Reg. § 1.409A-1(d)(1).
12 See IRS Notice 2007-62, 2007-32 IRB which may be relied

upon immediately. IRS Notice 2007-62 further states that fu-
ture guidance likely would be applied prospectively and, with
respect to periods before such guidance is issued, no inference
should be made from the guidance in IRS Notice 2007-62.

13 Although it is not certain when the future guidance will
be issued, there may be some transition period, during which
existing deferred compensation arrangement may be permit-
ted to amend their plans. IRS Notice 2007-62 states that, with
respect to periods before such future guidance is used, ‘‘no in-
ference’’ should be made from the anticipated guidance as de-
scribed in the Notice. IRS and Treasury officials have stated
that although taxpayers should not expect grandfather relief in
the future guidance, the Treasury and IRS intend to look for-
ward.
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regulations under Section 457 of the code. These pro-
posed regulations previously were anticipated to have
been published near the end of 2009, but to date have
not been published.14

IRS and Treasury officials also have stated that, in
the same proposed regulations, the exception for bona
fide severance pay plans under Section 457(e)(11)(A)(i)
of the code will be further restricted as severance plans
are viewed as providing deferred compensation.15 Offi-
cials have said the proposed regulations will define
bona fide severance pay plans as a severance arrange-
ment payable only if: (i) the termination of employment
is involuntary; (ii) the severance does not exceed two
times the employee’s salary; and (iii) the severance is
capped at the limit under Section 401(a)(17) of the code
(i.e., $245,000 for 2010).16 Any severance arrangement
in excess of those limits arguably would be a 457-(f)
plan and would not meet the requirements for a ‘‘sub-
stantial risk of forfeiture.’’ In that case, there would be
immediate taxation and the 457-(f) plan would not meet
the purpose of deferring compensation, further narrow-
ing the design alternatives with respect to severance.

Although the tax rules applicable to 457-(f) plans are
in flux, it seems clear that any proposed or final guid-
ance under Section 457(f) of the code will subject 457-
(f) plans to many of the same restrictions currently un-
der Section 409A of the code. These rules are less flex-
ible and appear to further limit the ability of not-for-
profit hospitals to design 457-(f) plans that meet the

goals of providing deferral incentives and retirement in-
come to executives.

Today, many different design alternatives are being
explored to comply with the new and anticipated guid-
ance under Sections 409A and 457 of the code. For ex-
ample, Section 409A of the code expressly allows for
distributions upon certain permitted distribution
events, i.e., death, disability, unforeseeable emergency,
change in control event, separation from service, or
fixed time or schedule. Many of these distribution
events could be included in a 457-(f) plan, including dis-
tribution upon attainment of a certain age, age and
years of service, involuntary separation from service,
death or disability.

Other design alternatives are being explored to com-
ply with the new definitions of ‘‘substantial risk of for-
feiture’’ and the vesting requirements under Sections
409A and 457(f) of the code. Vesting for this purpose
means that the executive must be required to perform
substantial services through the vesting date. These
possibilities include:

s Cliff vesting of deferrals, for example, a fixed amount
is deferred and becomes fully vested and payable on
the third anniversary of the award provided the ex-
ecutive performs services through that date.

s Vesting at attainment of certain age requirements,
such as requiring the executive to be employed
through normal retirement age.

s Annual vesting of deferrals, such as providing for the
deferral of a fixed amount, that vests pro-rata in
equal parts on the first, second, and third anniversary
of the award provided the executive is employed on
each vesting date.

s Overlapping deferral periods, such as each year pro-
viding for an award in year 1 of deferred compensa-
tion that vests and is paid on the third anniversary, an
award in year 2 that vests and is paid in three years,
and an award in year 3 that vests and is paid in three
years. Year 1 award would vest in year 4, year 2
award would vest in year 5 and year 3 award would
vest in year 6, and so on.

The vesting alternatives described above could be in-
cluded in a deferred compensation program alone or in
any combination of alternatives.

Upon the lapse of a ‘‘substantial risk of forfeiture’’
under a Section 457(f) of the code, the deferred
amounts are included in income as wages in the year in
which the risk of forfeiture lapses. Given this require-
ment, another design approach would be to provide that
the amount that lapses be included in income, but not
necessarily paid to the executive until the distribution
event.

All of the design approaches discussed above likely
will be utilized to a greater extent to assure compliance
with the new standards for deferred compensation. Al-
though these approaches may result in a shorter time
period for deferral, creative plan design alternatives are
worth exploring in the design of deferred compensation
programs of tax-exempt health care entities.

This could mean that once the guidance is issued, deferred
compensation that does not comply with the new rules will be
subject to income inclusion in the year guidance is issued, or a
transition period may be provided that would allow for docu-
mentary correction. However, given the statements made in
IRS Notice 2007-62, a transition period might not be granted,
which would suggest that all existing agreements that provide
for a ‘‘rolling risk of forfeiture’’ will be required to ignore any
extension of the vesting period. If the initial vesting period
(i.e., the first vesting period) has expired, the deferred com-
pensation then likely would be subject to immediate income
taxation in the year guidance is issued or made effective.

14 33 Daily Tax Report, G-2, Feb. 22, 2010, IRS Counsel
Highlights Severance Rules in Guidance Under Tax Code Sec-
tion 457(f) (summarizing statements made by Cheryl Press, se-
nior attorney in the IRS Office of Chief Counsel for Tax Ex-
empt and Government Entities, at the Feb. 18 annual Washing-
ton Not For Profit Legal and Tax Conference).

IRS and Treasury officials also indicated that the rules for
income taxation inclusion for 457-(f) plans would differ from
rules under Section 409A of the code on income tax reporting
rules. Upon the lapse of a ‘‘substantial risk of forfeiture’’ un-
der 457-(f) plans, the deferred amounts subject to the risk of
forfeiture will be included in income as wages in the year in
which the risk of forfeiture lapses. Under the proposed regula-
tions promulgated under Section 409A of the code, amounts
are included in income in the year in which they are vested and
calculated by the ‘‘amount deferred’’ over any amount that is
subject to a ‘‘substantial risk of forfeiture.’’ Prop. Treas. Reg.
§ 1.409A-4(a)(1)(i). As indicated, the proposed regulations un-
der Section 457(f) of the code will contain rules requiring that
the present value of the deferred compensation be determined
each year. It is unclear how that amount will be determined
and whether the reduction of the amount deferred for amounts
subject to a ‘‘substantial risk of forfeiture’’ under Section 409A
of the code will be available to 457-(f) plans.

15 Id.
16 Id. IRS Notice 2007-62 includes substantially similar lan-

guage.
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II. Reasonable Compensation & Tax
Penalty Avoidance

Another challenge for tax-exempt health care enti-
ties17 (and their managers) is establishing ‘‘reasonable
compensation’’ for their officers, directors, trustees,
and other ‘‘disqualified persons’’18 as defined under
Section 4958 of the code. If a tax-exempt health care en-
tity provides unreasonable or excessive executive com-
pensation, an ‘‘excess benefit transaction’’ is consid-
ered to have occurred.19 An excess benefit is conveyed
when the entity is not receiving consideration from the
individual providing services that is commensurate with
its payment of compensation. Thus, a failure to pay rea-
sonable compensation can trigger significant income
tax penalties under Section 4958 of the code to the ex-
ecutive who received the overpayment and to certain
managers within the organization who approved the ex-
cessive compensation (so-called ‘‘intermediate sanc-
tions’’). It also can jeopardize the entity’s tax-exempt
status.

Under Section 4958 of the code, the IRS can impose
‘‘intermediate sanctions’’ on excess benefit transactions
either in lieu of or in addition to revocation of the orga-
nization’s tax-exempt status.20 The ‘‘intermediate sanc-
tions’’ are composed of three tiers:

s a 25 percent excise tax imposed on the disqualified
person who engaged in an excess benefit transaction
with the tax-exempt health care entity (which is
equal to 25 percent of the excess benefit for each ex-
cess benefit transaction);

s an additional tax equal to 200 percent of the excess
benefit imposed on the disqualified person if the ex-
cess benefit transaction is not timely corrected by re-
payment of the value of the excess benefit plus any

additional amount necessary to compensate the en-
tity for lost use of the funds 21 and

s a 10 percent tax penalty22 on the tax-exempt health
care entity’s managers (such as its officers, directors
or trustees) who willfully and knowingly participate
in a transaction that is an excess benefit transaction.

Thus, not only will the executive be subject to tax
penalties but, also members of the entity’s governing
board who established such compensation will be sub-
ject to tax penalties.

In order to avoid these penalties, the Treasury regu-
lations under Section 4958 of the code provide a ‘‘rebut-
table presumption’’ that most organizations follow to
establish that their determination of executive compen-
sation is reasonable and at fair market value. The pro-
cedure requires that the tax-exempt health care entity
have:

s the organization’s governing body, or a committee of
such body, composed of individuals who do not have
a conflict of interest23 with respect to such transac-
tion, approve executive compensation in advance;

s a committee that obtained and based its determina-
tions of compensation on comparability data;24 and

s a committee that sufficiently and contemporaneously
documented the basis for its decisions with regard to
executive compensation.

The only way the IRS could successfully rebut the
presumption that payments are reasonable would be for
it to develop sufficient contrary evidence to challenge
the probative value of the comparability data relied
upon by the authorized body.

In determining the value and reasonableness of com-
pensation, all compensation (with certain exceptions25)

17 Tax-exempt entities subject to the rules discussed herein
are those described in Section 501(c)(3) or 501(c)(4) of the
code (and does not include a private foundation as defined in
Section 509(a) of the code, a governmental entity that is not
subject to taxation, a foreign organization tax-exempt under
Section 501(c)(3) or 501(c)(4) of the code that receives sub-
stantially all of its support from sources outside of the United
States, or, an entity whose exemption was never recognized
under Section 501(c)(3) or 501(c)(4) of the code or was re-
voked). IRS long has recognized that not-for-profit hospitals
may qualify for exemption as organizations described in Sec-
tion 501(c)(3) if they further a charitable purpose and are not
operating on a proprietary basis.

18 Disqualified persons are defined under Section 4958 of
the code for this purpose as any person in a position to exer-
cise substantial influence over the affairs of the organization at
any time during a five-year lookback period. Disqualified per-
sons include family members of the disqualified person and
corporations, partnerships or trusts at least 35 percent owned
by the disqualified person. See Treas. Reg. § 53.4958-3.

19 Excess benefit transactions include transactions in which
an applicable tax-exempt entity excessively compensates an
executive because, in such instances, the entity is viewed as
violating a basic tenet of its tax-exempt status–that net earn-
ings of the organization cannot inure to the benefit of private
individuals or shareholders. See Treas. Reg. § 53.4958-4.

20 In determining whether to revoke the tax-exempt status
of an organization, the IRS generally will consider all facts and
circumstances, including whether the organization has been
involved in repeated excess benefit transactions, the size and
scope of the excess benefit transactions, whether the organiza-
tion has implemented safeguards to prevent future recurrences
of excess benefit transactions, and whether there was compli-
ance with other applicable laws.

21 The excess benefit transaction is timely corrected if it is
corrected before the earliest of: (i) the date of mailing a notice
of deficiency with respect to the 25 percent initial tax; or (ii)
the date on which the IRS assesses the 25 percent initial tax.
See Treas. Reg. § 53.4958-1(c)(2)(ii).

22 This penalty with respect to each excess benefit transac-
tion is 10 percent of the excess benefit. See Treas. Reg.
§ 53.4958-1(a).

23 A committee member is considered to have a conflict of
interest if he or she: (i) is a disqualified person or is related to
one; (ii) is in an employment relationship subject to the direc-
tion of the disqualified person; (iii) receives compensation sub-
ject to approval by a disqualified person; (iv) has a material fi-
nancial interest affected by the transaction; or (v) approves of
a transaction with regard to a disqualified person who has ap-
proved or will provide reciprocal approval of a transaction pro-
viding economic benefits to the committee member. See Treas.
Reg. § 53.4958-6(c)(1)(iii).

24 Appropriate comparability data includes data concerning
compensation levels paid by similarly situated organizations
for similar positions, the availability of similar services in the
geographic area of the exempt organization, independent com-
pensation surveys compiled by independent firms, and actual
written offers from similar institutions competing for the ser-
vices of the disqualified person. See Treas. Reg. § 53.4958-
6(c)(2)(i).

25 Exceptions include nontaxable fringe benefits under Sec-
tion 132 of the code. Also, a fair market value analysis of com-
pensation under Section 4958 of the code does not apply to any
fixed payment that is specified to be made to a person pursu-
ant to an initial contract. See Treas. Reg. § 53.4958-4(a)(4). An
initial contract means a binding written contract between an
applicable tax-exempt organization and a person who was not
a disqualified person immediately prior to entering into the
contract. However, the contract can be disqualified from the
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provided by the tax-exempt health care entity in ex-
change for the performance of services is considered.26

The tax-exempt health care entity must provide written
substantiation of its intent to treat the economic ben-
efits as compensation when it is paid.27 It can do so by
reporting the economic benefit as compensation on
original IRS Forms W-2, 1099, or 990. This further in-
creases the transparency of the compensation to be pro-
vided.

As discussed further in the next section, recent stud-
ies conducted by the IRS have recognized that execu-
tive compensation levels at tax-exempt health care enti-
ties still appear to remain high. Therefore, the rebut-
table presumption procedure has come under attack,
especially with regard to perceived abuses in connec-
tion with use of comparability data, as well as with re-
gard to how tax-exempt hospitals account for and re-
port their community benefits activities and liabilities.

Thus, under the current landscape, compensation
committees should consider engaging independent con-
sultants who can benchmark and compare compensa-
tion data specifically within the not-for-profit health
care arena. Further, to the extent possible, the compen-
sation analysis should take into consideration the com-
pensation philosophies of the entities that are bench-
marked in order to assess appropriate levels of compen-
sation in sync with short or long-term needs, and/or
ways to deliver compensation through a combination of
cash and deferred arrangements. In addition, compen-
sation committees should prepare and maintain ad-
equate records that supporttheir compensation deci-
sions and undertake compensation reviews on a regular
basis that take into account the most current compara-
bility data.

III. Increased Government Regulation
Makes Compliance Key

As you can see from the above, there have been sig-
nificant developments in the law applicable to executive
compensation for tax-exempt health care entities. The
increased regulation requires not-for-profit hospitals
and other tax-exempt health care entities to examine
their plans and procedures in order to assure compli-
ance. This is particularly significant in light of the focus
by the IRS and other governmental agencies on audits
of tax-exempt entities.

In September 2009, the IRS made public its decision
to begin a three-year employment tax audit of 6,000
companies in February 2010 which included tax-
exempt entities.28 This was recently confirmed by Faris

Fink, IRS Small Business/Self-Employed Division
deputy commissioner, who informally advised in late
January 2010, that ‘‘full-blown’’ audits would begin
‘‘around’’ Feb. 15, 2010.29 Although the majority of tax-
payers would be small businesses, Fink noted that a va-
riety of taxpayers would be examined (including tax-
exempt entities) on various employment tax issues with
a specific focus on officer compensation and fringe ben-
efit programs.

In fact, tax-exempt entities have been on the IRS ra-
dar for several years as evidenced by a 2007 report en-
titled, ‘‘Exempt Organizations Executive Compensation
Compliance Program,’’ in which the IRS reported its
findings from a program designed to identify potential
areas of abuse in compensation practices.30 This initia-
tive was comprised of a compliance check of 1,223 tax-
exempt organizations and the subsequent examination
of 782 tax-exempt organizations. As a result, more than
$21 million was assessed against 40 ‘‘disqualified per-
sons’’ or ‘‘organization managers’’ for violations which
included:

s excessive salary and incentive compensation;

s payments for vacation homes, personal legal fees, or
personal automobiles that were not reported as com-
pensation;

s payments for personal meals and gifts to others on
behalf of certain ‘‘disqualified persons’’ that were not
reported as compensation; and

s payments to an officer’s for-profit corporation in ex-
cess of the value of services provided by the corpora-
tion.

The IRS also noted in the report that future initiatives
should focus on the correlation between satisfaction of
the rebuttable presumption by an organization and the
reasonableness of compensation paid to the disquali-
fied person by such organization.

More recently, the IRS has targeted the review of
compensation of hospital executives through its study
of 20 nonprofit hospitals.31 Finding that the average
compensation was $1.4 million, the IRS found that al-
though it appeared high, all amounts were supported
pursuant to the rebuttable presumption process under
current law. However, recognizing there might be a
‘‘disconnect’’ between what ‘‘members of the public’’
perceived was reasonable and what was permissible un-
der the law, the IRS stated that it would ‘‘continue its
enforcement work in this area through examinations
and other compliance initiatives.’’ Thus, the IRS is
likely to continue to increase audit activity in this area
in the future.

In addition to increased federal audit activity, tax-
exempt entities also are being targeted on a state level.
Of particular interest is that the Massachusetts attorney
general has recently announced that it will conduct pe-
riodic examinations of executive compensation prac-
tices, procedures and outcomes for public charities,
specifically large health care systems and health care

exception if material changes are made to the contract, or the
contract has impermissible provisions relating to its termina-
tion, extension or renewal. See Treas. Reg. § 53.4958-4(b)(2).

26 This includes all cash and noncash compensation, bo-
nuses, severance, certain liability insurance premiums, and all
other compensatory benefits regardless of whether they are in-
cluded in gross income (including payments to welfare benefit
plans).

27 If the entity fails to provide this contemporaneous sub-
stantiation, any services provided by the disqualified person
will not be treated as provided in consideration for the eco-
nomic benefit for purposes of determining the reasonableness
of the transaction.

28 ‘‘IRS Will Begin Employment Tax Research Study in Feb-
ruary 2010,’’ Internal Revenue Service, Nov. 9, 2009.

29 Stephen Joyce, NRP Employment Tax Exam Program To
Launch Around Feb. 15, Fink Says, 29 TM Weekly Report, 142
(BNA) (Feb. 1, 2010).

30 ‘‘Report on Exempt Organizations Executive Compensa-
tion Compliance Project–Parts I and II,’’ Internal Revenue Ser-
vice, March 2007.

31 ‘‘Exempt Organizations Hospital Compliance Project Fi-
nal Report,’’ Internal Revenue Service, Feb. 13, 2009.

6

4-29-10 COPYRIGHT � 2010 BY THE BUREAU OF NATIONAL AFFAIRS, INC. HLR ISSN 1064-2137



insurers and based on that experience, the examination
may be extended to other sectors.32

It is important to keep in mind that there are signifi-
cant new reporting requirements for IRS Form 990,
which became effective for the 2008 tax year, one of the
purposes of which is to provide greater transparency of
executive compensation. IRS Form 990 is publicly avail-
able, thus making any information on executive com-
pensation of not-for-profit hospitals easily accessible.
As new disclosure rules under IRS Form 990 are imple-
mented, the disclosure of executive compensation
based on its tax impact, as well as public opinion result-
ing from such disclosure, will influence the design of
457-(f) plans.33 Since IRS Form 990 was recently re-
vised to require increased disclosure regarding gover-
nance and executive compensation in the tax-exempt
arena, payment of reasonable compensation also is sub-
ject to increased scrutiny.

Congress also has stepped up its effort to regulate
tax-exempt entities. Sen. Charles Grassley (R-Iowa) has
proposed amendments to recent health care legislation
requiring additional governance and management in-
formation to be reported on IRS Form 990, as well as
changes to Section 4958 of the code by removing the
‘‘rebuttable presumption’’ procedures safe-harbor by
which a tax-exempt entity can demonstrate that com-
pensation is reasonable. While these amendments were
not presented for a vote, they demonstrate the contin-
ued focus in this area.

While Grassley’s amendments did not become part of
the recently enacted Patient Protection and Affordable

Care Act, Congress’s intent to further scrutinize hospi-
tals and their practices is evident by the requirements in
the new law that beginning Jan. 1, 2011, hospitals must
demonstrate their charitable purpose by periodically
conducting a community health needs assessment and
meeting certain financial assistance policy, limits on
charges, and billing and collection requirements in or-
der to maintain or qualify for tax-exempt status.34

In sum, the increased federal and state investigation
of executive compensation of tax-exempt entities and
specifically of not-for-profit hospitals, makes compli-
ance with the rules and regulations stated earlier in this
article key for hospitals and their boards in 2010.

* * * * * * *

In light of the increased transparency on the execu-
tive compensation practices of tax-exempt health care
entities, not-for-profit hospitals must be mindful of the
changing landscape as they establish and maintain ex-
ecutive compensation programs and report payments.
Recent changes in the tax principles applicable to ex-
ecutive compensation of tax-exempt health care entities
have limited the ability of not-for-profit hospitals to
structure deferred compensation and retirement in-
come programs for their executives. The IRS has made
it clear that they will continue to focus on how not-for-
profit hospitals demonstrate their qualification for tax-
exempt status, as well as how they establish executive
compensation, in an effort to curtail abuses by hospitals
that pay excessive compensation. Since executive pay
remains high despite adherence to existing laws and
regulations in setting executives’ pay, the IRS has em-
barked upon increased audit activity in this area and
there is concern that the rebuttable presumption proce-
dure may be revoked with the passage of future legisla-
tion. Despite these challenges, not-for-profit hospitals
have an opportunity to review their existing executive
compensation arrangements and structures and to de-
velop new programs and approaches that meet the criti-
cal objectives of complying with legal requirements and
providing appropriate incentives to their executives.
Not-for-profit hospitals and their boards and advisers
must pay close attention to the existing rules in order to
adjust to impending changes and to make decisions that
are in the best interests of the not-for-profit hospitals.

32 Memorandum from David Spackman, chief of Not for
Profit Organizations/Public Charities Division Office of Massa-
chusetts Attorney General Martha Coakley to Massachusetts
Hospital Association, Blue Cross and Blue Shield of Massachu-
setts, Harvard Pilgrim Health Care, Tufts Health Plan, and Fal-
lon Health Plan.

33 Under IRS Form 990, a 457-(f) plan taxable event will
need to be reported as wages with respect to the executive, as
well as specifically identified on Schedule J of IRS Form 990
as compensation includable by reason of Section 457(f) of the
code. From a disclosure perspective, the total wages would in-
crease, even though the executive may not be entitled to re-
ceive a distribution until a later time. Tax-exempt organiza-
tions that operate at least one hospital that is licensed, regis-
tered or similarly recognized by the state also must complete
Schedule H of IRS Form 990, which requires disclosure of the
hospital’s charitable activities and provides a mechanism for
the IRS to monitor compliance with the basic tenets of the hos-
pital’s tax-exempt status.

34 Patient Protection and Affordable Care Act, Pub. L. No.
111-148, § 9007. 124 Stat. 737 (2010).
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