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The newly released final Intermediate Sanctions Regulations1 have material 

implications for the governing boards of nonprofit, tax-exempt organizations. These

implications relate not only to the oversight obligations of board members, but also to 

their potential individual tax exposure for participation in/approval of “excess benefit” 

transactions. In addition, the conduct addressed in the final Regulations has direct

application to compliance with state nonprofit corporation law. For these and other 

reasons, the governing board and executive management are likely to benefit from a 

briefing by the general counsel on this important new development. 

Overview

The principal purpose of the final Regulations is to clarify the relationship 

between the substantive requirements for Internal Revenue Code (IRC) Sec. 501(c)(3) 

tax-exempt status, and the imposition of excise taxes on excess benefit transactions 

under IRC Sec. 4958 (a/k/a the “Intermediate Sanctions” provisions). To that end, the 

final Regulations provide guidance on certain factors to be considered by the Internal 

Revenue Service (IRS) in determining whether an IRC 501(c)(3) organization may 

jeopardize its tax-exempt status by engaging in one or more excess benefit 

transactions. In addition, the final Regulations also seek to clarify the prohibition against 
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excess private benefit under IRC 501(c)(3) status, and how prohibited private benefit 

may jeopardize an organization’s tax exemption. 

Intermediate Sanctions: The fundamental goal of the Intermediate Sanctions 

provisions is to penalize disqualified persons/“insiders” who benefit from their control of 

an exempt organization (i.e., by receiving excessive economic benefits from the 

organization), without penalizing the organization itself (e.g., by revocation of tax-

exempt status).2 Generally speaking, IRC 4958 applies an initial excise tax of 25%  of 

the value of the excess benefits the organization provides to the insider, and applies a 

“second tier” tax of 200%  of the excess benefit if the action is not corrected within a 

specified time period.3 Furthermore, a separate excise tax of 10%  on the excess benefit 

(with a cap of $20,000) is imposed on an “organizational manager” who knowingly 

participated in the excess benefit transaction, and that participation was willful and not 

due to reasonable cause.4 However, both Congress and the IRS have long made clear 

that the imposition of intermediate sanctions excise taxes does not automatically 

preclude the IRS from acting to revoke the organization’s tax-exempt status. 

Private Benefit: The prohibition against excess private benefit is based on that 

portion of IRC 501(c)(3) that requires an exempt organization to be “organized and 

operated” exclusively for charitable purposes. Treasury Regulations provide that: (a) an 

organization will be regarded as operated exclusively for exempt purposes only if it 

engages primarily in activities which accomplish one or more exempt purposes; and (b) 

that an IRC 501(c)(3) organization must serve: 

. . . public rather than a private interest. Thus, to meet the 

requirement of this subdivision, it is necessary for an organization 

to establish it is not organized or operated for the benefit of private 

interests such as designated individuals . . . 
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Unlike private inurement, private benefit involves benefits flowing to anyone, not 

just insiders. Private benefit will create a tax exemption concern only if it is more than 

incidental, as measured from qualitative and quantitative perspectives.5

Specific Governance Implications

In its focus on the relationship between intermediate sanctions, excess private 

benefit and revocation, the final Regulations suggest at least ten significant governance

themes that the board “needs to know”: 

1. A Big Ticket Item: As part of its fundamental obligation to 

exercise oversight over day-to-day operations, the governing board must 

maintain a general awareness of the legal risk profile of the organization.

(In this task it may rely upon the advice of the general counsel and 

qualified outside counsel, but the board should assure that it has direct 

access to that advice). For an IRC 501(c)(3) or (4) organization, there is 

significant direct and collateral value attributable to tax-exempt status. 

Guidance addressing the potential for revocation of tax-exempt status 

could thus reasonably be considered relevant to that legal risk profile; i.e. 

a potential “big ticket item.” In that regard, the final Regulations speak to 

not just one, but two general classes of such circumstances— first, when 

one or more excess benefit transactions may jeopardize exempt status, 

and second, where excess private benefit provides an independent basis 

for revocation (even in the absence of economic benefit, or fair market 

value concerns). Specific examples (“Examples”) are provided of 

circumstances where revocation may be warranted. Accordingly, it is fair 

to assume that the board would expect to be briefed on such a material 

regulatory development providing guidance on conduct that could 

jeopardize tax-exempt status. 

2. It’s Their Skin: Treasury Regulations make it explicitly clear 

that the terms “disqualified person” and “organizational manager” include 

voting members of the governing board. Thus, it is technically possible 
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that, depending upon the circumstances, a governing board member can 

be implicated in an excess benefit transaction both on the “receiving end” 

(i.e., as a disqualified person receiving the benefits of the transaction), as 

well as on the “approving end” (i.e., by voting to approve the excess 

benefit transaction, knowing (unreasonably) it to be so). Because of the 

potential personal liability and unfavorable publicity, it makes sense that 

board members would be acutely interested in any new guidance on its 

application of the Intermediate Sanctions rules. 

3. The Caremark Connection: Under the Caremark6 and Stone7

decisions, directors have a basic duty of care obligation with respect to 

corporate compliance; i.e., to implement and maintain an effective 

compliance plan for the organization. The final Regulations provide that an 

important factor to be considered by the IRS in the revocation analysis is 

“[W]hether the organization has implemented safeguards that are 

reasonably calculated to prevent excess benefit transactions.” It matters 

not whether such safeguards are implemented in direct response to a 

particular excess benefit transaction, or are pre-existing, “as a general 

matter of corporate governance or fiscal management.” The Examples 

suggest that such safeguards could include effecting contract review

procedures, and satisfying the rebuttable presumption of reasonableness, 

before approving a transaction that implicates the Intermediate Sanctions 

rules. The emphasis in the final Regulations on the adoption of safeguards 

implicates the Caremark duty, and thus should be of significant interest to 

the board and, especially, to Compliance Committee members. 

4. Compliance Plan Premium: The final Regulations provide 

that the IRS will favorably consider circumstances where the organization 

discovers the excess benefit transaction and takes action before the IRS 

discovers the excess benefit transaction. On the other hand, correction of 

the excess benefit transaction after the IRS discovers it will not, by itself, 

6
In re Caremark International, Inc. Derivative Litigation, 698 A.2d 959 (Del. Ch. 1996).

7
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serve as a “sufficient basis” for preserving the organization’s exempt

status. By this provision, the IRS indirectly places a premium on effective 

tax-exemption compliance activity (potentially increasing the scope of 

responsibilities of the corporate compliance office). This may well be 

useful information for the board, its Compliance Committee, and the chief 

compliance officer. 

5. Rebuttable Presumption, Repeated: The final Regulations 

serve as additional evidence of the value attributed to good faith attempts 

by an organization to satisfy the rebuttable presumption of 

reasonableness in connection with transactions or arrangements that 

implicate the Intermediate Sanctions rules. Some tax-exempt 

organizations have been reluctant to apply the “rebuttable presumption,” in 

part due to the costs (e.g., consultant fees) attributable to obtaining

appropriate comparability information. The governing board should be 

made aware of the extent to which the IRS is encouraging tax-exempt 

organizations to rely on the rebuttable presumption,8 and should give 

close consideration to adopting a policy that requires its satisfaction in 

relevant transactions and arrangements. 

6. Calling the “Comp” Committee: One of the most significant

changes incorporated into the final Regulations is the addition of Example 

Six, which addresses an executive compensation scenario. This Example 

describes circumstances in which committee reliance on inappropriate

comparability data would result in excess benefit exposure, despite the 

fact that the compensation review process was otherwise properly 

structured (e.g., committee composed of disinterested directors, an 

attempt to satisfy the rebuttable presumption). While the organization 

described in Example Six was ultimately able to avoid revocation of 

exempt status, its travails provide a cautionary tale worthy of notice to the 

board’s executive compensation committee. 

8
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7. Expense Account Excitement: A topic currently of great 

interest to charity regulators and the media alike is the perception of 

abuse of travel, entertainment, and discretionary expense reimbursement 

by executives and board members of nonprofit organizations. The 

reimbursement process, particularly to the extent that it involves board 

member participation in the approval process (e.g., the board chair 

approving expense reimbursement of the chief executive officer), has 

particular Intermediate Sanctions implications. The final Regulations may 

thus serve as a “prompt” to governance and executive leadership to

review the effectiveness of the expense reimbursement process. 

8. Making the Tough Call: The final Regulations emphasize the 

importance attributed by the IRS in the revocation analysis to good faith 

efforts of the organization at corrective action. This may take the form of 

actually correcting the excess benefit transaction, or making a good faith 

effort to seek correction from the disqualified person/“insider” who 

benefited from the excess benefit transaction. Other types of corrective 

action referenced in the Examples include amending board policies and 

procedures (e.g., the compensation committee process, existing conflicts

policies), restructuring the compensation committee, renegotiating 

compensation agreements, removal of the chief executive officer, and, in 

the extreme circumstance, removing the entire board. In this regard, 

consideration should be given to the extent of correction in relation to the 

severity of the underlying circumstances. Obviously, these types of 

material corrective actions have significant legal, organizational, and 

political ramifications. Nevertheless, it is important that the board be made 

aware of what may constitute effective corrective action in an excess

benefit transaction scenario, particularly when the circumstances suggest 

that tax exemption may be at risk. 

9. Two for the Price of One: It is equally importance from a “risk 

profile” perspective for the board to recognize that the types of problematic 

conduct identified in the final Regulations may also create individual and 
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organizational exposure under state nonprofit corporation and charitable 

trust laws. Contracts, transactions, and arrangements that implicate the 

Intermediate Sanctions rules can also implicate the fiduciary duties of care 

and loyalty in general; and state statutory waivers of conflicts of interest, 

and statutory and common law proscriptions against self dealing and 

waste of charitable assets in particular. Board acquiescence or 

inattentiveness to multiple “excess benefit”-type transactions could prompt 

state charity officials to seek significant equitable relief (e.g., removal, 

surcharge, accounting) against the board or individual members thereof. 

10. There’s a Trend Here: It may also be valuable for the board 

to evaluate the final Regulations in the broader context of recent IRS 

activity with respect to tax-exempt organizations. For example, the last 

four months have witnessed the release of the dramatically revised Form 

990 (December, 2007) and the publication of a new position paper 

updating and consolidating the IRS’ view on the governance of IRC 

501(c)(3) organizations (February 2008).9 In addition, senior IRS exempt

organizations officials have in recent public speeches highlighted 

perceived deficiencies in governance of nonprofit organizations. Particular 

concern has been expressed with respect to a “sense of entitlement” by 

some organizational insiders who are not held accountable by 

governance.10

**************

In these and other ways, the final Regulations should be of significant interest to 

the governance and executive leadership of nonprofit, IRC 501(c)(3) and (4) 

organizations. Notably, the final Regulations specifically decline to provide any specific 

“best practices” which nonprofit organizations and their boards may adopt in response 

9
Id.
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www.senate.gov/~finance/press/Gpress/2007/prg072307.pdf.

7



to improve governance and prevent excess benefit transactions. However, our view is 

that the Regulations, and the Examples contained therein, provide multiple bases for 

corporate leadership (working in consultation with the general counsel) to develop 

meaningful responsive policies and procedures. 

*****************************
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