Spring 2011
Vol. 38, No. 3
www.texastaxsection.org

TO MOVE DIRECTLY TO AN ARTICLE CLICK ON THE TITLE

TABLE OF CONTENTS

From Our Leader:
•

The Chair's Message
Patrick L. O’Daniel of Fulbright & Jaworski L.L.P.

Articles:
•

S-Corps: The Good, The Bad, and the Study
Stanley L. Blend, Oppenheimer, Blend, Harrison & Tate, Inc.

•

Partnership Tax Distribution Clauses Explained
Jason L. McIntosh, Vinson & Elkins

•

Nonprofit Executive Compensation
Terri Lynn Helge, Associate Professor of Law,
Texas Wesleyan University School of Law
David M. Rosenberg, Thompson & Knight L.L.P.

•

Don’t Tax Us, We’re Exempt
Glen A. Yale, Yale Law Firm PC

•

Employment Tax and Employees on the Outer Continental Shelf
Karen E. Hughes and Shawn R. O’Brien, Jackson & Walker L.L.P.

•

Reporting Uncertain Tax Positions Heightens Pressure on Privilege Concerns
Marcus Brooks, Naman, Howell, Smith & Lee, PLLC

•

A Field Guide to Cancellation of Debt Income
Martin J. McMahon, Jr., Stephen C. O’Connell, Professors of Law
University of Florida Collect of Law
Daniel L. Simmons, Professor of Law, University of California,
Davis School of Law

76628334.3

T E XAS T AX L AW Y E R

– S PR I NG 2011

•

State Bar of Texas, Section of Taxation Texas Franchise Tax Comments
Submitted to the Texas House of Representatives Ways and Means
Committee on March 30, 2011
Matthew Larsen, Baker Botts L.L.P.
Charolette Noel, Jones Day
Alyson Outenreath, Thompson & Knight LLP

•

State Bar of Texas. Section of Taxation Comments on Proposed
Changes to Texas Comptroller Practice and Procedure Rule § 1.9
Concerning Position Letters Submitted to the Texas Comptroller
Of Public Accounts on February 22, 2011
Ira Lipstet, DuBois, Bryant & Campbell, L.L.P.
Matthew Larsen, Baker Botts L.L.P.
Charolette Noel, Jones Day
Alyson Outenreath, Thompson & Knight LLP

The name and cover design of the Texas Tax Lawyer
Are the property of the State Bar of Texas, Section of Taxation

76628334.3

T E XAS T AX L AW Y E R

– S PR I NG 2011

BACK TO TABLE OF CONTENTS

CHAIR’S MESSAGE
Greetings Tax Section Members,
The fiscal year end is coming up in June, but before that happens, there are still two major Tax
Section events for you to attend: the 27th Annual Texas Federal Tax Institute and the 2011 Tax
Section Annual Membership and CLE Meeting.
First, there’s the always popular Annual Texas Federal Tax Institute held this year at its usual
location at the Hyatt Regency Hill Country Resort in San Antonio. The 27th Institute will occur
on June 9 and 10 and will feature the movers and shakers in tax law who are unrivaled in their
knowledge and experience. Session topics to be covered include:
•
•
•
•
•
•

Contingent Liabilities in Corporate Transactions
Evolving Issues regarding Tax Basis in Corporate Transactions
Current Issues in Consolidated Returns
The New Uncertain Tax Position Rules
Executive Compensation Issues in Mergers and Acquisitions
Structuring Corporate Transactions

This is the premiere federal tax conference between the coasts and is not to be missed. Hotel
rooms are limited and book up quickly so be sure to register without delay. You can register
online at https://www.clesolutions.com/store.aspx?categoryid=1. You can submit your hotel
reservation information online now to reserve your spot at special conference rates at
https://www.clesolutions.com/HotelRegistration.aspx. If you prefer, you can still use the printed
registration form which you can mail in or fax and it may be printed out at
http://www.clesolutions.com/portals/0/OrderForms/FedTax11_RegForm.pdf.
Next, the Tax Section’s 2011 Annual Member Membership and CLE Meeting will be held as
part of the State Bar of Texas Annual Meeting on Friday, June 24. The State Bar of Texas
Annual Meeting runs from June 23 – 24, 2011 and will be held at the Grand Hyatt San Antonio
and the Henry B. Gonzalez Convention Center. To receive CLE credit for attending the Tax
Section’s 2011 Annual Member Membership and CLE Meeting, you will need to register for the
State
Bar
of
Texas
Annual
Meeting
at
http://www.texasbar.com/AM/Template.cfm?Section=Annual_Meeting&Template=/CM/HTML
Display.cfm&ContentID=12733. I highly recommend attending this event for which our council
member in charge of the meeting, Mark Martin, has put together perhaps the finest collection of
CLE panels ever offered as part of this meeting. These panels are:
•

•
•
•

Offshore Financial Account Reporting: Risks & Penalties for Noncompliance and Other
International Enforcement Initiatives. Andrius Kontrimas, Moderator. Panelists:
Elizabeth Copeland and Jack Townsend.
Handling an IRS Controversy: Practical Advice and Recent Developments. Val
Albright, Moderator. Panelists: Emily Parker and Victoria Sherlock.
Tax-Practice Management. Catherine C. Scheid and Christi Mondrik.
Lunch with Texas Tax Legend, Larry Gibbs. Moderator: Bill Elliott.
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Let me say a word more about the luncheon. First, it is free to all attendees of the Tax Section’s
2011 Annual Member Membership and CLE Meeting. Also, it is part of the continuing series of
interviews that comprise the Texas Tax Legends project developed and headed by Bill Elliott.
These interviews, conducted in a “Bill Moyers” style—only, if possible, with more research and,
at least for tax lawyers, wit—comprise a unique historical undertaking to preserve the voices of
the true legends of the Texas tax bar. The former Commissioner of the Internal Revenue
Service, Larry Gibbs, certainly fits that description. This interview should be particularly
enlightening in that it will cover not just his years as Commissioner when he faced the daunting
task of steering the Service through the implementation of the 1986 Tax Reform Act and having
James Baker as a boss, but also his earlier years as an Assistant Commissioner and Chief
Counsel under Richard Nixon and his later years as a practicing attorney at the powerhouse
Dallas law firm, Johnson & Gibbs. Thanks goes out to Bill Elliott for implementing this
important project which, to my knowledge, is the first of its kind anywhere in the country.
Finally, be sure to mark on your calendars the annual Advanced Tax Law Course, which is
scheduled for August 18-19 at the Crowne Plaza Houston – River Oaks Hotel (preceded the day
before by Tax Law 101 at the same location). This year’s Advanced Tax Law Course features a
number of great topics and speakers including:
•
•
•

•
•

Partnership Agreement Drafting Train Wrecks. Terrence Floyd Cuff.
Disposition of Privately Held Businesses. R. David Wheat.
Tax Controversy. Daniel Price (IRS Office of Chief Counsel), Gordon Peter Sanz (IRS
Office of Chief Counsel), Victoria J. Sherlock, Hon. Juan Flores Vasquez (United States
Tax Court).
What Does it Mean to Exercise Due Diligence? Karen Hawkins (Director, IRS Office of
Professional Responsibility).
Current Estate Planning Developments, Including New Planning Paradigms Under the
Tax Relief Act of 2010. Stephen R. Akers.

You
can
get
more
information
about
this
course
at
http://www.texasbarcle.com/materials/Programs/2377/Brochure.pdf. Also, you can register at
http://www.texasbarcle.com/cle/AABuy0.asp?sProductType=EV&lID=10406.
On a more personal note, I want to thank the many members who have made this year such a
wonderful year for the Section. First, my officers, Mary McNulty, Tina Green and Elizabeth
Copeland have always been willing to pitch in and help when issues came up that needed a
prompt response. Mary in particular has been a very hard working Chair Elect and will make an
outstanding Chair (although she might not appreciate all of the unfinished projects I have left on
her plate). The Section will definitely be in very good hands for many years to come.
As for my council members, almost all of them took on a substantial project and handled it with
diligence and aplomb. In particular, I’d like to recognize Abbey Garber who again led our
highly successful and appreciated law student outreach program. Also, I’d like to thank
Stephanie Schroepfer, along with David D’Alessandro, for their yeomen’s service in overseeing
the very busy COGS committee this year. Stephanie, in particular, oversaw the publication of
numerous COGS comments and also facilitated testimony by other members before Congress on
two occasions (I also appreciate her leadership on running a tight ship through her monthly
77054352.1
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COGS calls). J. Michael Threet did an outstanding job overseeing our CLE program this year
(indeed most of this Chair’s Message is a paean to his hard work). As mentioned earlier, Mark
Martin has put together a fantastic 2011 Annual Member Membership and CLE Meeting (special
thanks to Elizabeth Copeland for arranging the meet-and-greet social activities). Also, a special,
heartfelt thanks to David Colmenero, assisted by Ryan Gardner, on overseeing the Leadership
Academy Proposal. The Leadership Academy—although one of the biggest unfinished projects
on Mary’s plate—has the potential for making a lasting impact on the development of young tax
attorneys and bringing meaningful value to our members. Alyson Outenreath I’d like to thank
for her oversight regarding the tax app project (also a very exciting—but, alas, unfinished—
project). Ronald Adzgery has done a great job promoting the Law Student Tax Paper
Competition and soliciting notes from schools which have not participated in the competition in
the past. Then there’s Christi Mondrik who has been involved in all sorts of different projects
including many of the projects already listed (in particular, I’d like to thank Christi for agreeing
to serve on numerous Section CLE panels). Finally, a big thank you to Gerald Brantley for the
smooth leadership transition he facilitated as head of the Pro Bono committee and in particular
his hard work on continuing the high level of excellence associated with the Tax Court pro se
representation project.
Regarding the committee chairs, I would first point out the hard work done by Dan Baucum as
the chair of the Partnership and Real Estate committee. He shepherded through a wonderful
Series LLC COGS project which received very favorable national press and heightened the
profile of the section. He also has been very active in promoting his section’s listserv list. I’d
also like to thank Andrius Kontrimas as head of the International Tax committee who is also
newsletter editor of the Texas Tax Lawyer and also oversaw the successful implementation of
the listserv project (with the able assistance of the vice chair of the Communications committee,
Brent Gardner). Andrius also ran the Section’s very successful 13th Annual International Tax
Symposium (and congratulations to Andrius on being elected as the next Treasurer to the
Section). I’d also like to thank Matthew Larsen for all his hard work as chair of the State and
Local Tax committee and for putting together two outstanding COGS projects. To the other
chairs as well, thank you for all of your hard work.
Finally, the greatest benefit you can receive as a member of the Tax Section is to become
involved with one or more of the Section’s many activities. It’s a great way to meet fellow tax
professionals and make a lasting impact on the practice of tax law—both in Texas and nationally.
Take a quick look at the Section’s leadership roster on our website, identify a committee you are
interested in joining, and call or email the committee chair. If you are not sure how to get
involved, please contact me at (512) 536-5264 or at podaniel@fulbright.com. You will not only
build and maintain a stronger Section but your personal practice will benefit as well. This is
your Section but it is only as strong as the time and effort you are able to devote to it. Thanks,
and I look forward to finishing out a strong year with your help.
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S-CORPS: THE GOOD, THE BAD, AND THE STUDY

STANLEY L. BLEND
Chairman of the Board
Oppenheimer, Blend, Harrison & Tate, Inc.
711 Navarro Street, Suite 600
San Antonio, Texas 78205
210-299-2301
210-224-7540 (fax)
sblend@obht.com

The presenter thanks KATHERINE E. DAVID of the law firm
Oppenheimer, Blend, Harrison & Tate, Inc.,
for her assistance in preparing this outline
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PART I. INTRODUCTION
According to the United States Government Accountability Office (“GAO”), S-corporations
have been one of the fastest growing business entity types in recent years. 1 Next to partnerships,
S-corporations have displayed the second largest percentage increase among federal business
types. 2 This outline explores the “good” and the “bad” of S-corporations and describes the
GAO’s findings in its study of S-corporation noncompliance.
Part II of this outline describes some of the unique benefits of S-corporations and planning
opportunities that arise from the S-corporation form. Part III of this outline explains some of the
challenges and drawbacks of S-corporation status and, where applicable, techniques to mitigate
the negative consequences. Part IV of this outline summarizes the GAO’s Report to the
Committee on Finance, U.S. Senate entitled “Tax Gap: Actions Needed to Address
Noncompliance with S Corporation Tax Rules” (the “GAO Report”) and suggests actions
taxpayers should consider in response to the GAO Report.
PART II. THE GOOD: UNIQUE BENEFITS OF S-CORPORATIONS AND PLANNING
OPPORTUNITIES
A.

Tax Benefits of S-Corporation Status

There are three significant tax-related reasons why a business owner should consider operating
his business through an S-corporation: a single level of taxation; the ability to pass through
business losses to shareholders; and calculating employment taxes on wages rather than net
income. 3 S-corporations share each of these attributes with C-corporations, partnerships, or sole
proprietorships, but the S-corporation is the only form that provides all three benefits. In
addition, S-corporations are not subject to the I.R.C. §707(b)(2) ordinary income classification
that applies to partnerships.
1.

Single Level of Taxation

S-corporations generally are not subject to tax. 4 Items of income, loss, deduction, and credit
pass through to the individual shareholders’ income tax returns. 5 In contrast, C-corporations are
taxed on net business income, 6 and individual shareholders are taxed on dividend income
received from the business. 7 Because no tax is imposed at the entity level, S-corporations
typically provide lower total taxes to their owners than similarly-profitable C-corporations.
2.

Pass Through Business Losses

Because an S-corporation’s items of deduction and loss pass through to its shareholders,
shareholders can use these items to offset income on their individual returns. C-corporation
shareholders cannot directly benefit from business losses, because those losses are taken at the
entity level.
3.

Employment Taxes on Wages

1

T E X A S T A X L A W Y E R – S PR I NG 2011

BACK TO TABLE OF CONTENTS

Under the Internal Revenue Code, two types of income are subject to employment tax: (1)
wages, as defined in Section 3401(a), and (2) net earnings from self-employment as defined in
Section 1402(a). Employees who receive a salary or other compensation from an employer have
employment tax withheld from their compensation payments. Employers match the amounts
withheld from the employees’ compensation. Self-employed individuals are responsible for both
the employer and employee portions of self-employment taxes and pay employment taxes on net
income to the enterprise, not just on amounts distributed to them. 8
For wages paid in 2010, the social security tax rate is 6.2 percent for both the employer and the
employee. Because self-employed persons must pay the amount paid by the employee and the
amount paid by the employer, the social security tax rate for a self-employed person is 12.4
percent of self-employment income received. In 2010, the social security tax is applied only to
the first $106,800 of wages paid to an employee and to self-employment income received by a
person who is self-employed.
The Medicare rate is 1.45 percent each for the employer and the employee on all wages, and 2.9
percent for self-employed individuals. This tax rate is applied to every dollar of wages paid to an
employee and to every dollar of self-employment income received by a person who is selfemployed.
A taxpayer who operates a business as a sole proprietorship or general partnership can reduce the
amount of employment tax he pays by establishing an S-corporation and paying himself a wage.
In that case, his employment tax liability will be based on wages, not on net business income.
4.

Further Planning with S-Corporations: Avoiding Ordinary Income
Under I.R.C. §707(b)(2)

Section 707(b)(2) provides special rules for sales of exchanges between partnerships and their
majority (more than 50 percent) owners and between partnerships that have the same majority
owner(s). Specifically, if property that is not a capital asset in the hands of the transferee is sold
or exchanged between parties to which I.R.C. §707(b)(2) applies, any gain recognized by the
transferor is considered ordinary income.
For example, assume a partnership holds an undeveloped parcel of land it would like to
subdivide, develop, and sell. The land is valued at $100,000 and has a basis in the hands of the
partnership of $50,000. Subdivision and development, at a cost of $50,000, will increase the
parcels’ aggregate value to $200,000 and the partnership’s basis to $100,000. Pursuant to
Section 1221, gain from the sale of these subdivided, developed parcels will be taxed as ordinary
income, and the partners will recognize $100,000 of ordinary income among them. The
partnership decides to sell the undivided parcel for market value to a related entity and to have
the related entity subdivide and sell the land. The partners will recognize $50,000 of capital gain
on the sale. After acquiring, subdividing, and developing the property, the related entity will
take a $150,000 basis in the property, such that the subsequent sale generates only $50,000 of
ordinary income. By selling the property to a related entity, the partnership shields $50,000 of
proceeds from ordinary-income treatment.

2
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Pursuant to I.R.C. §707(b)(2), if the partnership sells the property to a related partnership, the
gain recognized from the sale shall be considered ordinary income. Section 707(b)(2) prevents
the sort of income-shielding the transaction is designed to accomplish. S-corporations are not
subject to I.R.C. §707(b)(2). If the “related party” is an S-corporation, and if the transaction is
properly structured, the parties should be able to shield proceeds from ordinary income
treatment. 9
B.

Non-Tax Benefits of S-Corporation Status
1.

Liability Protection

An S-corporation typically is created by having an eligible state-law corporation file a Form
2553 Election by a Small Business Corporation electing S-corporation status. An S-corporation
also can be formed by having an otherwise-eligible state-law entity elect to be classified as an
association under Treas. Reg. §301.7701-3(c)(1)(i) by filing Form 8832 and then electing to be
an S-corporation under I.R.C. §1362(a) by filing Form 2553. 10 In either case, the Scorporation’s shareholders enjoy the liability protection afforded to the entity under state law.
2.

Government Contracts

As the GAO Report notes, corporate status is an eligibility requirement for certain government
contracts. An S-corporation can be a good choice for smaller businesses (or businesses for
which pass-through status is desired) that want to compete for these contracts. 11
3.

Corporate Image

According to the GAO Report, stakeholder representatives who were interviewed as part of the
study mentioned that corporations project a more professional image than other entity types. 12
PART III. THE BAD: CHALLENGES AND DRAWBACKS OF S-CORPORATION
STATUS
A.

In General

Although the S-corporation is a popular business form, the rules affecting stock ownership and
the type of stock that S-corporations may issue can make S-corporations a cumbersome and
difficult form of business entity to use. Also, Subchapter S’s failure to adopt an aggregate theory
of taxation makes S-corporations less desirable than partnerships in many situations. This
section describes some of the challenges and drawbacks of S-corporation status and offers some
techniques to mitigate the negative consequences
1.

Shareholders of an S-Corporation Must be Individuals.

In some circumstances, parties who are starting a business will know immediately that an Scorporation is not a formation option because it is required or desired that an entity own equity in
the business. Often, however, one or more individuals starting a business opt for an S-

3
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corporation structure without considering that this form significantly limits flexibility with
respect to future ownership. 13
Example. Assume a client has a successful business operating as a limited partnership with
multiple owners (“Client”). Client has a competitor in another market: an S-corporation owned
in equal shares by two individuals (“Target”). One of the two individuals is ready to retire and
the parties agree to terms whereby Client will buy out the retiring individual, and Target will be
owned in equal shares by Client and the remaining individual. The problem, of course, is that
because of the S-corporation restrictions, Client cannot be a shareholder of Target. A
practitioner may address this problem by having Target and Client form a new LLC (“Newco”)
owned in equal shares by Target and Client. Target may contribute all of its operating assets
(e.g., valued at $300,000) into Newco, in which case Client may contribute $150,000 of cash into
Newco. Newco may then specially allocate to Target cash-flow in the amount of $150,000 to
compensate Target for its disproportionate capital contribution. Target may use this cash to
redeem the shares of the retiring owner. This example illustrates obstacles to future planning
resulting from choosing an S-corporation. These obstacles would not have existed if Target had
not been formed as an S-corporation.
2.
Each Shareholder of an S-Corporation Must be a Resident or a
Citizen of the United States.
As with the previous item, this restriction may not seem like a burden when one forms an Scorporation for two United States citizens or resident individuals. The problem arises later, when
the company has an opportunity to expand with the investment of a third party who is neither a
United States citizen nor a resident of the United States. 14
This restriction is of particular importance in Texas, with our close ties to Mexico and, in some
circumstances, because of our community property laws. If a shareholder’s spouse is a
nonresident alien who has a current ownership interest in the stock of a corporation by reason of
applicable law, the corporation does not qualify as an S-corporation from the time the
nonresident alien spouse acquires the interest in the stock. 15 Texas community property law (as
well as foreign property law) may operate to give a nonresident alien a current ownership
interest, thereby violating the restriction of I.R.C. §1361(b)(1)(C).
3.

An S-Corporation May Have No More Than 100 Shareholders.

The limitation on the number of shareholders would pose burdensome restructuring issues for a
company considering an I.P.O. or other broad-based equity strategies. 16 Admittedly, an Scorporation could convert to a C-corporation through a tax-free reorganization when it is ready to
make a public offering. Though such reorganization would circumvent the 100-shareholder
restriction, for all the complication and expense it would add to the I.P.O., it would not go so far
as to provide the organization will all the benefits enjoyed by historic C-corporations. Section
1202 allows a seller of qualified small business stock to exclude from tax up to 60% of his or her
gains from sale. Pursuant to I.R.C. §1202(c), small business stock must be issued by a Ccorporation; stock issued by an S-corporation that later becomes a C-corporation is not eligible
for this benefit. Neither the original owners nor any owner who acquires stock before the

4
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corporation becomes a C-corporation will be able to avoid tax on gain from the sale stock after
the public offering. Eleventh-hour conversion to C-status for I.R.C. §1361 purposes is a shallow
victory for S-corporation owners who could have avoided significant tax had they formed a Ccorporation at the outset.
The limitation is also problematic in the realm of family businesses. The limitations on trusts
serving as shareholders of S-corporations restricts the testamentary options available for family
businesses structured as S-corporations.
4.

An S-Corporation May Not Have More Than One Class of Stock.

It often becomes desirable to treat business owners differently from one another with respect to
economic rights. The one-class-of-stock restriction prevents such treatment by requiring all
shareholders to have identical rights to distribution and liquidation proceeds. 17 Differences in
voting rights, buy-sell agreements among shareholders, agreements restricting the transferability
of stock, and redemption agreements are disregarded for purposes of the one-class-of-stock rule
(unless a principal purpose of such agreements is to circumvent the one-class requirement and
the agreement establishes a redemption or purchase price that, at the time the agreement is made,
is significantly below or in excess of the stock’s fair market value), 18 but the rule does prevent Scorporations from enjoying the economic flexibility of partnerships and LLC’s.
Example. If an S-corporation makes a disproportionate distribution, such disproportionate
distribution may be deemed a preference, which would violate the restriction that an Scorporation may not have more than one class of stock.
The one-class-of-stock rule restricts an S-corporation’s access to venture capital and certain
sophisticated types of financing. Private equity investors often demand some type of preferred
return in exchange for putting their capital at risk. Such a structure would violate the one-classof-stock rule. Furthermore, commercial lenders require equity-like payments in addition to fixed
interest payments in consideration for their investment risk and may extend financing only if
they are given the right to convert their debt into equity. This sort of hybrid equity/debt
(reminiscent of preferred stock) violates the one-class-of-stock rule.
This restriction also becomes an issue in Texas if an S-corporation desires, for “passive entity”
margin tax planning, to convert its form into a limited partnership and then to “check the box” to
continue to be treated as an S-corporation for federal income tax purposes. This option presents
unnecessary risks that the business’s “S” election could be lost as a result of the Internal Revenue
Service determining that the existence of limited partners and general partners constitutes the
existence of more than one class of stock.
5.

Special Allocations Are Disallowed.

Section 704(b) provides that partners in a partnership may agree to specially allocate items of
income, gain, loss, deduction, or credit to particular partners, so long as the allocation has
substantial economic effect. Subchapter S does not provide a similar opportunity to specially
allocate items of income, gain, loss, deduction, or credit to its shareholders. Thus, all such items

5
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of an S-corporation must be allocated to the various shareholders according to their interests in
the corporation. 19
6.

Formation and Admission of New Members May Be Taxable.

Section 1371(a) provides that unless a specific exception in the Internal Revenue Code exists,
Subchapter C shall apply to S-corporations. This rule has the potential to create many
unfavorable tax consequences that can be avoided in the partnership context. Subchapter S does
not provide specific rules for the contribution of property or services to an S-corporation.
Therefore, the rules of Subchapter C apply to such transactions. The application of Subchapter C
can produce negative tax results to the shareholders of an S-corporation.
7.

Distributions of Property May Be Taxable at the Corporate Level.

Subchapter S does not protect the corporation from gain on the distribution of assets from the
corporation. Because Subchapter S is silent, Subchapter C applies to such situations. Sections
311(b)(1) (distributions not in complete liquidation) and 336(a)(distributions in complete
liquidation)of Subchapter C provide that a corporation recognizes gain on the distribution of
appreciated property.
Example. If Red Corp., an S-corporation, distributes land worth $100,000 with a $30,000 basis
to one of its two equal shareholders, Red Corp. will recognize $70,000 of gain on the
distribution. (This distribution also may violate the single-class-of-stock rule.) That $70,000 of
gain will be allocated equally between the two shareholders. Shareholders avoid this result when
the entity making a distribution is a partnership instead of an S-corporation. Section 731(a)(1)
provides that no gain or loss will be recognized by a partner on the distribution of appreciated
property. Section 731(b) provides that no gain or loss shall be recognized to a partnership on the
distribution of property to a partner. In the partnership context, the main concern is avoiding the
disguised sale rules under Section 707 and avoiding the anti-mixing-bowl rules under Sections
704(c) and 737 on the distribution of property from a partnership. Those provisions may require
gain recognition if previously contributed property is distributed to a partner other than the
contributee partner.
Business owners often realize the weakness and disadvantage of using an S-corporation when it
comes time to dispose of corporate assets and liquidate the corporation. One common example
is a situation in which shareholders agree to sell the property of an S-corporation but have
different objectives regarding the sale proceeds. For example, it is not unusual for corporations
owning real property to have one shareholder desire to use the proceeds from the sale of such
property to reinvest in other like-kind property in an exchange that qualifies for I.R.C. §1031
nonrecognition treatment. The other shareholder often desires to receive cash on the disposition.
If the corporation simply sells the property, uses one half the proceeds to reinvest in other likekind property and receives half the proceeds in the form of cash, the corporation will recognize
gain that will flow-through to the shareholders in proportion to their ownership interests in the
corporation. Thus, the shareholder desiring to obtain I.R.C. §1031 nonrecognition treatment will
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recognize a portion of the gain resulting from the disposition of the property. In the alternative,
shareholders may desire to distribute the property to the shareholders and allow each to dispose
of an undivided interest in the property separately allowing each to reinvest the proceeds
according to their objectives. If the property has appreciated, I.R.C. §311 requires the
corporation to recognize gain on the distribution and the gain will flow through to each of the
shareholders. Therefore, a subsequent disposition of the property as part of an I.R.C. §1031
exchange will produce no tax benefit to the shareholder desiring nonrecognition treatment.
If the entity is set up as a partnership, however, the partners may be able to agree to specially
allocate any gain to the partner desiring to receive cash. Assuming the allocation has substantial
economic effect, the partner desiring to obtain nonrecognition treatment should recognize no
gain on the transaction. Alternatively, the partnership may be able to distribute the property to
the partners tax free, following which each partner may dispose of his interest in the property
pursuant to his personal objectives.
8.

No Internal Step-Up in Corporate Assets Allowed.

Section 754 provides a significant benefit to members of a partnership. That section provides
that in the case of certain distributions and certain dispositions, the partnership may file an
election to step up the basis of the assets of the partnership. The same opportunity is not
available to S-corporations. Consider the consequence of stepping up the basis of partnership
assets.
(i)

Death

Section 743(b) provides that upon the death of a partner, the basis of partnership property may be
increased if an I.R.C. §754 election is in effect. An example demonstrates the significant benefit
of this provision.
Example. Assume Green Partnership is owned equally by Ann and Mary. The partnership has a
single asset, land, with a fair market value of $100,000 and a basis of $50,000. Ann and Mary
each have a $25,000 basis in their interests in Green Partnership. Assume Green Partnership has
a I.R.C. §754 election in effect on the day Ann dies, passing her interest in Green Partnership to
David. If Ann’s interest in Green Partnership were worth $50,000, David would take that
interest with a $50,000 basis under I.R.C. §1014. Thus, if David immediately sold that interest,
he would recognize no gain on the disposition. Because the I.R.C. §754 election is in effect, the
partnership also increases the basis of the land it holds with respect to David. Therefore, the
basis of the land with respect to David gets a $25,000 step-up in basis. Thus, if the partnership
sold the property immediately following the transfer of the interest to David, the partnership
would recognize $25,000 of gain, all of which would be allocated to Mary, and David would
recognize no gain on the transaction.
Unfortunately this same result would not occur if the entity were an S-corporation. In such case,
upon the death of Ann, the shares of the corporation would pass to David and take a stepped-up
basis under I.R.C. §1014. Thus, David would have a $50,000 basis in those shares and would
recognize no gain if he immediately disposed of them for cash. On the other hand, if the
corporation disposed of the land immediately following Ann’s death, fifty percent of the gain
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recognized would be allocated to David. Thus, David would recognize $25,000 of gain on the
disposition of the land by the corporation.
(ii)

Distribution of Shares.

Section 743 also allows a partnership to increase the basis of its assets with respect to a partner
who acquires an interest in a partnership.
Example. In the example above, if David had acquired Ann’s interest for $50,000 in a sale, Ann
would take a $50,000 basis in the partnership interest, and the partnership would step-up the
basis of the property to $75,000. Thus, if the partnership disposed of the property immediately
following Ann’s acquisition, the partnership would recognize $25,000 of gain, all of which
would be allocated to Mary, and David would recognize no gain on the transaction. If, instead,
David were to acquire shares in an S-corporation from Ann, David would take a basis in the Scorporation stock of $50,000, but the basis of the assets held by the corporation would not be
stepped-up. Thus, a subsequent disposition of the assets by the corporation would result in
taxable gain being allocated to David.
(iii)

Distributions.

Section 734 provides that if an I.R.C §754 election is in effect, the basis of partnership assets
may be adjusted if a distribution results in gain to a partner. For example, assume that Arnold
has a basis of $10,000 in his one-third interest in Hollywood Partnership. The partnership has no
liabilities and has assets consisting of cash of $11,000 and property with a partnership basis of
$19,000 and a value of $22,000. Arnold receives $11,000 in cash in liquidation of his entire
interest in the partnership. He has a gain of $1,000 under I.R.C. §731(a)(1). If the I.R.C. §754
election is in effect, Hollywood Partnership basis for the property becomes $20,000 ($19,000
plus $1,000). Subchapter S does not have a similar provision that would allow an S-corporation
to increase the basis of corporate assets on the distribution of property to a shareholder.
9.

S-corporations May Not Allocate Debt to Their Shareholders..

Section 752 provides that the partners of a partnership are deemed to make a cash contribution to
a partnership when the partners’ shares of partnership liabilities increases. Under I.R.C. §722,
any such increase in partners’ shares of partnership liabilities will result in an increase in the
partners’ bases in the partnership. This increase in a partner’s basis in the partnership creates
opportunities for partners that are not available to shareholders of S-corporations.
Example. Alan, Chris, and Tom are equal partners in Orange Partnership. Alan, Chris, and Tom
each have a basis of $30,000 in their interests in Orange Partnership. Orange Partnership owns a
single building worth $200,000 and having a basis of $90,000. The building is not subject to
debt. Alan, Chris, and Tom decide to cause the partnership to borrow $150,000 and use the
building as collateral for the loan. The liability of the partnership will be allocated equally
among Alan, Chris, and Tom. After borrowing the funds, Alan, Chris, and Tom decide to
distribute the $150,000 loan proceeds equally among the partners. Thus, Alan, Chris, and Tom
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each receive $50,000 of cash on the distribution. Because the $150,000 was allocated equally
among Alan, Chris, and Tom, the outside basis of each partner is increased from $30,000 to
$80,000. Thus the distribution of the $50,000 cash from the partnership to each partner does not
result in gain to any of the partners. If, instead of being a partnership, Orange Partnership were a
corporation taxed under Subchapter S, the corporation’s borrowing of $150,000 would not
increase any of the shareholders’ basis in their Orange stock. Thus, a subsequent distribution of
the loan proceeds would create taxable gain to each of the shareholders, as the $50,000
distribution would exceed the shareholders’ basis in their stock by $20,000. Each shareholder
would recognize $20,000 of income on the distribution.
B.

Special Problems for S Corporations with C-Corporation History

The foregoing sections discussed challenges and drawbacks that could apply to any Scorporation. Additional challenges arise with respect to S-corporations with C-corporation
history (“Converted C-corporations”). 20
As stated in the Introduction to this outline, S-corporations are one of the fastest growing
business entity types. Conversions of C-corporations to S-corporations have contributed to the
growth. 21 Each year between 78,000 and 97,000 C-corporations converted to S-corporations
from tax years 2000 to 2006, representing 23 to 31 percent of new S corporations each year. 22
Taxpayers that seek to convert their incorporated business activities from C-corporations to Scorporations should be aware of specific issues that arise in Converted C-corporations.
Two such issues are particularly noteworthy: (i) the corporate level tax on built-in gains; the
corporate level tax on excess passive investment income; and (iii) the corporate level tax on
excess capital gains. 23
1.

Corporate Tax on Built-In Gains.
(i)

In General

Section 1374 imposes a tax on a Converted C-corporation’s built-in gains. In general terms,
built-in-gain is the amount by which the fair market value of the assets of the Converted Ccorporation exceed the aggregate adjusted bases of the assets. 24 The tax is imposed if (i) the Selection was made after 1986; (ii) the Converted C-corporation has a net recognized built-in gain
within the recognition period; and (iii) the net recognized built-in gain for the tax year does not
exceed the net unrealized built-in gain minus the net recognized built-in gain for prior years in
the recognition period, to the extent that such gains were subject to tax. 25
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For an S-corporation’s tax years other than 2009, 2010, and 2011, the recognition period is the
ten-year period beginning on the first day on which the corporation is taxed as an S-corporation
or acquires C-corporation assets in a carryover basis transaction. 26. For tax years beginning in
2009 and 2010, no tax is imposed on the net-built in gain recognized in either of those years if
the seventh tax year in the 10-year period preceding that tax year. 27 The Small Business Jobs Act
of 2010 further temporarily shortens the recognition period to five years, for taxable years
beginning in 2011.
The tax is computed by applying the highest corporate income tax rate to the Converted Ccorporation’s net recognized built-in gain for the tax year. 28
(ii)

Planning Considerations

Taxpayers can use a variety of techniques to minimize their exposure to the built-in gains tax.29
If a C-corporation reasonably expects that appreciated assets will be sold soon after conversion
(particularly if the sale proceeds will not be distributed to shareholders), it may be possible to
generate tax savings by selling the assets prior to conversion. Assuming the C corporation is not
a personal service corporation, the gain will be taxed under the graduated rates of I.R.C. §11. If
the proceeds are not distributed to shareholders, no second level of tax is triggered. Taxpayers
should understand that a sale without distribution will generate earnings and profits, which could
create passive investment income issues under I.R.C. §1375 (discussed below). 30
Rather than accelerating a sale of appreciated assets, a Converted C-corporation could delay the
sale of the depreciable assets. A corporation is subject to built-in gains tax only if it has net
unrealized built-in gain (i.e., the aggregate fair market value of its assets as of the effective date
of its S-corporation election exceeds the aggregate adjusted bases of its assets on that date). By
postponing the sale of depreciable assets until after the conversion, a Converted C-corporation
may be able use the low value of those assets to decrease the aggregate fair market value of its
assets. 31 The downside of this strategy is that the losses on sales of depreciated assets after the
conversion do not reduce earnings and profits. These sales would do nothing to reduce a
Converted C-corporation’s exposure to tax and potential termination for excess passive
investment income under I.R.C. §1375. 32 Similarly, where possible, a Converted C-corporation
should attempt to delay sales of appreciated assets until after the close of its recognition period.
If delay of sale is not possible, a Converted C-corporation could use an I.R.C. §1031 like-kind
exchange during its recognition period. No built-in gains tax arises unless the taxpayer receives
taxable “boot” in the transaction. The replacement property received in the exchange bears the
“taint” of built-in gains but does not extend the recognition period. Accordingly, so long as the
replacement property is not disposed of in a taxable transaction during the recognition period, the
Converted C-corporation should be able to avoid built-in gains tax on the sale of appreciated
property. 33
Finally, a Converted C-corporation can reduce or eliminate built-in gains tax by selling
appreciated assets and depreciated assets in the same year; by selling appreciated assets in a year
with no taxable income; or by selling assets before the expiration of applicable carryforwards. 34
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2.

Corporate Tax on Excess Passive Investment Income.
(i)

In General

Section 1375 provides that if, for a taxable year, an S corporation has (i) accumulated earnings
and profits at the close of such taxable year, and (ii) gross receipts more than twenty five percent
(25%) of which are passive investment income, then a tax is imposed on the income of such
corporation for the taxable year. Such tax is computed by multiplying the corporation’s excess
net passive income by the highest rate of tax specified in I.R.C. §11(b). As a practical matter,
only an S-corporation with a C-corporation history would have accumulated earnings and profits.
Section 1362(d)(3)(A)(i) provides that an S-election terminates whenever the corporation (i) has
accumulated earnings and profits at the close of each of three consecutive taxable years, and (ii) has gross
receipts for each of such taxable years more than twenty five percent (25%) of which are passive
investment income. The election terminates even if the corporation is not liable for excise tax on excess
passive investment income during such period. Thus, termination occurs even if the corporation does not
have taxable income during the three-year period (and thus is not subject to excise tax because of the
taxable income limitation) or if the deductions directly connected with its passive investment income
result in the absence of net passive investment income.

Except as otherwise provided in I.R.C. §1362(d)(3)(C), I.R.C. §1362(d)(3)(C)(i) provides that
the term “passive investment income” means gross receipts derived from royalties, rents,
dividends, interest, and annuities.
Section 1.1362-2(c)(5)(ii)(B) of the Treasury Regulations provides that the term “rents” means
amounts received for the use of, or right to use property of the corporation but does not include
rents derived in the active trade or business of renting property.
Rents received by a corporation are derived in the active trade or business of renting property
only if, based on all the facts and circumstances, the corporation provides significant services or
incurs substantial costs in the rental business. 35 Whether significant services are performed or
substantial costs are incurred is based upon all the facts and circumstances including, but not
limited to, the number of persons employed to provide the services and the types and amounts of
costs and expenses incurred (other than depreciation). 36
In order to be subject to the tax on excess passive investment income, a corporation must have
taxable income. 37 For this purpose, taxable income is determined generally as if the corporation
were a C-corporation, except that no deduction is allowable under I.R.C. §172 for net operating
loss carryovers or under I.R.C. §§241-250 except for organizational expenses authorized under
I.R.C. §248. 38
A corporation’s “excess net passive income” (the amount on which tax is imposed) is the amount
that bears the same ratio to the corporation’s net passive investment income for the taxable year
as the amount by which the passive investment income exceeds 25 percent of the corporation’s
gross receipts for the taxable year bears to the passive investment income for the taxable year:
Excess Passive Income = Passive Investment Income – (.25 x Gross Receipts)
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Net Passive Income

Passive Investment Income

A corporation’s net passive income is the amount by which the corporation’s gross receipts from
passive investment income exceed its allowable deductions that are directly connected with the
production of such income. 39 Deductions are considered to be directly connected with the
production of passive income if they have a proximate and primary relationship to the income.
Treas. Reg. §1.13751(b)(3)(i). Expenses, depreciation, and similar items solely attributable to
the production of passive investment income are considered to have a proximate and primary
relationship with such income. Id.
For purposes of the excess passive income rules, the term “gross receipts” refers to the total
amount received or accrued under the method of accounting used by the corporation in
computing its taxable income. 40
Special rules apply for sales of capital assets, stock, and
securities. 41
(ii)

Planning Considerations

The I.R.C. §1375 tax on excess net passive investment income and termination under I.R.C.
§1362(d)(3) arise only if an S-corporation has earnings and profits (which would have arisen
during a Converted C-corporation’s C-corporation history). A Converted C-corporation can
eliminate these consequences by eliminating its earnings and profits (for example, by making
dividends prior to the conversion to S-corporation status, by electing to treat actual distributions
as dividends bypassing the accumulated adjustments account (“AAA”), or by making a deemed
distribution election). 42
Where possible, a Converted C-corporation could eliminate its exposure to I.R.C. §1375 and
termination under I.R.C. §1362(d)(3) by timely disposing of assets that generate passive
income 43 or by acquiring assets that generate active gross receipts, thereby reducing the passive
investment income under the 25 percent threshold. 44
PART IV. THE STUDY: FINDINGS OF THE GOVERNMENT ACCOUNTABILITY
OFFICE
A.

STUDY FINDINGS

This Part summarizes the GAO Report and suggests actions taxpayers should consider in
response to the GAO Report.
1.

In General

To analyze S-corporation noncompliance, the GAO used data from S Corporation National
Research Program (“NRP”) samples drawn from tax years 2003 and 2004. 45 The NRP studied
reporting compliance for a random sample of tax returns filed for tax years 2003 and 2004.
According to the NRP, an estimated 68 percent of S corporation returns for tax years 2003 and
2004 misreported at least one item affecting net income. 46
For those years, the overall net
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misreported amount (accounting for both overreported and underreported amounts) that Scorporations passed through to individual shareholders was about $85 billion. 47
The GAO found that the direction of misreporting provided tax advantages for the Scorporations and their shareholders. 48 Overall, of noncompliant S-corporations, about 80 percent
underreported net income by understating income received and/or overstating expenses
deducted. 49 For shareholder compensation, a tax advantage arises from understating (not
overstating) the expense deduction, because lower wage compensation means a lower
employment tax burden. 50 Of S-corporations that misreported shareholder compensation, 93
percent understated it. 51
2.

Basis Issues

The GAO acknowledged that in addition to S-corporation noncompliance, S-corporation
shareholders make errors in how they incorporate the S-corporation into their individual
returns. 52 For example, shareholder noncompliance occurs when a shareholder uses his share of
S-corporation losses beyond his allowable stock and debt basis. 53 To better quantify the
noncompliance arising from incorrect basis reporting, the GAO analyzed the Internal Revenue
Service’s annual examinations of individual tax returns that closed for fiscal years 2006 through
2008. 54 In those examinations, the amount of the misreported losses that exceeded basis
limitations was over $10 million, or about $21,600 per taxpayer. 55 According to Internal
Revenue Service examination officials, lack of basis is one of the largest issues for an Scorporation shareholder’s tax return. 56
3.

Shareholder Compensation

S-corporation shareholders can receive both wages and distributions, but only wages are subject
to employment taxes. As a result, S-corporations and their shareholders have an incentive to pay
lower wages and increase the distributions to shareholders. S-corporations are required to pay
reasonable compensation (wages) to shareholders who provide services to the S-corporation, and
the Internal Revenue Service will recharacterize distributions provided in lieu of adequate
compensation for services performed by shareholders as wages for employment tax purposes. 57
According to NRP data for years 2003 and 2004, about 13 percent of S-corporations paid
inadequate wage compensation. 58 The inadequate wages resulted in just over $23.6 billion in net
underpaid wage compensation to shareholders and a corresponding $3 billion in lost employment
tax revenue. 59 The median underpayment was $20,127. 60 The GAO found that S-corporations
with the fewest shareholders made up the largest portion of shareholder compensation
underpayments. 61
B.

RECOMMENDED RESPONSE TO STUDY FINDINGS

The GAO Report proposed various legislative and administrative methods to reduce
noncompliance among S-corporations and their shareholders. It is not addressed to individual
practitioners. The GAO Report does identify common areas of noncompliance, however.
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Prudent practitioners should recognize that these areas—which the GAO Report indicates stymie
large numbers of return preparers—warrant special attention and care.
1.

Basis Issues

Shareholders (not S-corporations) are responsible for calculating and tracking basis. 62 The
Schedule K-1 that is sent to shareholders includes some information that is relevant to
calculating basis, but S-corporations are not required to report any basis calculations to
shareholders.
The GAO makes various recommendations for how basis calculations could be streamlined or
facilitated (including requiring S-corporations themselves to make the calculation and providing
better taxpayer guidance and outreach). Until any such recommendations are implemented,
practitioners should take special care to track their clients’ bases in S-corporations.
2.

Shareholder Compensation

Steven T. Miller the Internal Revenue Service’s Deputy Commissioner for Services and
Enforcement provided written comments on a draft of the GAO Report. 63 In his comments, Mr.
Miller points out that tax examiners are required to document their consideration of the adequate
shareholder issue in their audit workpapers and pledged to “reemphasize this requirement.” 64
Practitioners should recognize that their S-corporation clients’ compensation arrangements will
be scrutinized on audit and should proactively work with their clients to ensure that
compensation is reasonable (to support a compensation deduction under I.R.C. §162) and
adequate (to avoid recharacterization for employment tax purposes).
Whether compensation is reasonable is a question of fact, to be resolved on the basis of all facts
and circumstances. 65 In addressing the reasonableness of compensation, courts have considered a
number of factors, including (1) the employee’s qualifications; (2) the nature, extent, and scope
of the employee’s work; (3) the size and complexities of the employer’s business; (4) a
comparison of salaries paid with the employer’s gross and net income; (5) the prevailing general
economic conditions; (6) a comparison of salaries paid with distributions and retained earnings;
(7) the prevailing rates of compensation for comparable positions in comparable concerns; (8)
the amount of compensation paid to the particular employee in previous years; and (9) the salary
policy of the employer as to all employees. 66 No single factor is determinative, and a finder of
fact must consider and weigh the totality of the facts and circumstances. 67
Some courts have discarded the factor-by-factor analysis set forth above in favor of testing
reasonability of compensation on the basis of return on investment from an investor’s point of
view. 68 The return-on-investment test posits that
[a] corporation can be conceptualized as a contract in which the
owner of assets hires a person to manage them. The owner pays
the manager a salary and, in exchange, the manager works to
increase the value of the assets that have been trusted to his
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management; that increase can be expressed as a rate of return on
the owner’s investment. The higher the rate of return (adjusted for
risk), that a manager can generate, the greater the salary that he can
command. If the rate of return is extremely high, it will be
difficult to prove that the manager is being over paid, for it will be
implausible that if he quit if his salary was cut, and he was
replaced by a lower-paid manager, the owner would be better off;
it would be killing the goose that lays the golden egg. 69
The return-on-investment test has been applied in the United States Tax Court. 70
In Exacto Spring, the Seventh Circuit found that an investor would be “overjoyed” to
receive a return of 20 percent (20%) (the return that the Tax Court found that the investors in the
relevant corporation had obtained). 71 On those facts, the court found that an executive’s salary
that appeared “exorbitant” to the Internal Revenue Service and Tax Court was “presumptively
reasonable.” 72
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PA R T NE R SH I P T A X DI ST R I B UT I ON C L A USE S
E X PL A I NE D
By: Jason L. McIntosh, Vinson & Elkins LLP 1
Tax distribution clauses often are contained in the organizational documents of
entities classified as partnerships for U.S. federal income tax purposes, such as general
partnerships, limited partnerships and limited liability companies. 2 Generally, a tax
distribution clause obligates a partnership to make distributions to assist its partners in
paying taxes with respect to their shares of income earned by the partnership. 3 For U.S.
federal income tax purposes (and, in many cases, state and local tax purposes) income of
an entity that is classified as a partnership is treated as earned by (and, thus, taxes are
imposed on) the partners, regardless of whether or when the partners receive cash
distributions from the partnership.
The following example will be used to illustrate the differences between the
various provisions that might be included in tax distribution clauses. Investor and
Manager form a limited partnership, Partnership X. Investor contributes $100.00 of cash,
and Manager provides investment management services to Partnership X. Prior to
making any regular distributions to Manager, Partnership X will distribute to Investor an
amount equal to the $100.00 of capital it contributed. Next, Partnership X will distribute
100% of its cash until Investor has received a 10% annual rate of return (compounded
annually) on its contributed capital. Thereafter, Partnership X will distribute amounts in
the ratio of 80% to Investor and 20% to Manager. For the purposes of tax distributions,
Partnership X assumes the tax rate of its partners is 40%.
A.

Typical Negotiation Perspectives

In designing a tax distribution clause, the first and often most important step is to
understand the perspectives of the various partners of the partnership. Consider the
Partnership X example. If the Partnership X partnership agreement did not provide for
tax distributions, Investor would receive 100% of all cash distributions until it had
received return of and 10% return on its invested capital. However, if Partnership X were
to earn taxable income, then Investor would not necessarily be allocated 100% of such
income. Under the 80/20 split, Partnership X would allocate 20% of its income to
Manager. A tax distribution clause would typically obligate Partnership X to distribute
some cash to Manager prior to Investor receiving a full return of its investment. In other
words, tax distributions divert cash flow from Investor to Manager. 4
One might expect Investor to request that the partnership agreement not contain a
tax distribution clause at all. However, this is not usually commercially feasible. In
many cases, a service partner like Manager will not be able or willing to pay taxes arising
from its ownership of an interest in the partnership without cash distributions. However,
Investor generally would rather benefit from the single layer of tax in a partnership and
subsidize tax distributions than invest in a corporation and be subject to two layers of tax.
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Thus, it is far more common for someone like Investor to seek to minimize the negative
impact of tax distributions than to seek to eliminate tax distributions altogether.
B.

Taxable Base

Every tax distribution formula contains two basic variables, the amount of income
with respect to which tax distributions will be made (the “taxable base”) and the rate at
which tax distributions will be computed (the “assumed tax rate”). The former is
discussed in this Part B, and the latter is discussed in Part C below. The vast majority of
tax distribution provisions use the amount of taxable income allocated to a partner by the
partnership as the starting point for computing the taxable base. The amount and
character of taxable income allocated to each partner can be easily determined, at least on
an annual basis, because a partnership is required to provide a Schedule K-1 to each
partner that contains such information. Usually, it is not appropriate to use the
partnership’s book profits and losses as a starting point for the taxable base because book
profits and losses often include items that are not recognized for tax purposes. 5
1.

Period for Computation

The taxable base can be computed on a cumulative or annual basis. If the taxable
base is computed on a cumulative basis, then tax distributions are made in the current
year only to the extent that the tax liability arising from the cumulative taxable income
allocated to the partner exceeds the cumulative amount of tax (and in many cases, nontax) distributions received by that partner. If the taxable base is computed on an annual
basis, then the tax distributions are made based on the tax liability arising from the
taxable base only for the current year.
Computing the taxable base on a cumulative basis will have the effect of reducing
current income (and, thus, tax distributions) by prior period losses. Some practitioners
object to this approach because it necessarily makes assumptions about a partner’s ability
to utilize past losses, either by deducting them in prior years against income earned from
unrelated sources or by carrying them forward and deducting them against income earned
from the partnership in the current year. Alternatively, the cumulative concept can be
burdensome to administer if it takes into account the various limitations on the use of loss
carryforwards. 6 However, while computing the taxable base on an annual basis is
simpler, a partner that has previously been allocated losses will receive current tax
distributions even if it can use those prior losses to reduce or eliminate its actual current
tax liability.
Example 1: Losses Followed by Income
Assume that in Year 1 Partnership X has net losses of $20.00. All of these losses
would be allocated to Investor because Manager has not invested any capital and
would not economically bear any share of a loss by Partnership X. In Year 2,
Partnership X recoups the $20.00 of losses, and all of this income is allocated to
Investor to replenish its capital account and reflect its right to receive the first
$100.00 distributed from Partnership X. If Partnership X’s agreement provided
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for an annual determination of the taxable base, then even though Investor’s
cumulative income and actual tax liability are zero, it would receive tax
distributions with respect to the $20.00 of income it is allocated in Year 2. On the
other hand, if Partnership X’s agreement provided for a cumulative determination
of the taxable base, then Investor would not receive any tax distributions. See
Exhibit 1.
2.

Allocations Relating to Built-in Gains or Losses

If a partner contributes property with a fair market value that differs from its tax
basis (a built-in gain or loss) to a partnership, then the built-in gain or loss recognized
upon a later sale of such property will be allocated to that contributing partner. 7 Some
tax distribution clauses exclude such built-in gain or loss from the taxable base, based on
the logic that the built-in gains or losses arose prior to the partnership’s ownership of the
property and thus do not relate to the operations of the partnership. As such, many
practitioners posit that the non-contributing partners should not bear the financial burden
of the related taxes. If tax distributions are provided with respect to built-in gains, then
the non-contributing partners bear a cost 8 relating to the contributing partner’s taxdeferred contribution to the partnership. 9
Example 2: Built-in Gain Property
Assume that a third partner, Founder, had contributed Company to Partnership X
at formation, which had a value of $100.00 and a tax basis of $60.00. Founder
participates pari passu with Investor in distributions. Assume that Partnership X
has not earned any income and that, because Company has not appreciated in
value, Partnership X decides to sell it for $100.00 in Year 1. With the proceeds
from the sale, Partnership X has decided to purchase a new asset with a value of
$100.00. If the built-in gain with respect to Company were included in the
taxable base for tax distributions, then the $40.00 of built-in gain recognized by
Partnership X and allocated to Founder would result in a $16.00 tax distribution
obligation. Thus, even though Company has not appreciated in value since its
contribution, Partnership X would be required to distribute $16.00 of the $100.00
of proceeds from the Company sale to Founder. Partnership X would have only
$84.00 remaining and could not acquire the new asset for $100.00 without funds
from another source. See Exhibit 2.
Additionally, where built-in gain or loss property is depreciable, the built-in gain
or loss with respect to a contributed property will be eliminated gradually by differences
in book 10 and tax depreciation. 11 In order to provide the non-contributing partners with
the amount of tax depreciation they would have received if the contributed property had a
tax basis equal to its book value, the partnership might be required to divert tax
depreciation deductions with respect to such property (or other tax deductions) away
from or to the contributing partner. 12 Where there are not sufficient deductions to
achieve this result, the partnership might elect to create “remedial” deductions and
income items to resolve the disparity. 13
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Any of the methods for allocating tax depreciation increases or decreases the
contributing partner’s share of the partnership’s taxable income and, thus, reduces the
built-in gain or loss, respectively, that would be allocated to the contributing partner upon
a sale of the contributed property. Thus, any increase or decrease in the contributing
partner’s share of taxable income by reason of these rules is merely a consequence of this
partner’s tax-free contribution of property to the partnership. Again, by including these
items in the taxable base for tax distributions the non-contributing partners bear a cost as
a result of the tax-deferred contribution of property. Therefore, it may be argued that
such increase or decrease in taxable income should be excluded from the taxable base
upon which tax distributions are computed if the associated built-in gain or loss would be
excluded. However, the counter-argument is that such increased income results in an
actual tax liability and that the partners being allocated such income need liquidity to
satisfy such liability.
3.

Guaranteed Payments

Where a partner receives a payment for services or the use of capital that is
determined without regard to the income of the partnership, such payment generally is
treated as made to a non-partner. 14 As such, the payment typically will generate a
deduction at the partnership level and the partner will recognize income upon accrual or
receipt of the payment, as opposed to upon an allocation of income by the partnership.
Most practitioners agree that such a payment should not give rise to a tax distribution.
For example, a tax distribution clause should be drafted carefully so as not to include in
the taxable base the compensation of partner-employees of the partnership, as taxes with
respect to such compensation will be handled through employment and income tax
withholding. However, although there is a risk that the preferred return paid to a
preferred partner could be treated as a guaranteed payment, most practitioners agree that
the income associated therewith generally should result in a tax distribution.
4.

Partner-level Deductions

Some tax distribution clauses take into account certain partner-level deductions in
computing the taxable base. For example, partners might be able to deduct state and
local taxes from their U.S. federal taxable income, 15 thereby lowering their actual tax
liability. Also, some deductions with respect to the partnership’s assets or operations are
determined by the partners for U.S. federal income tax purposes, such as depletion with
respect to oil and gas wells. 16 Thus, given that the purpose of tax distributions is to
provide partners with the liquidity to satisfy tax liabilities arising from their ownership of
interests in the partnership, it generally is appropriate to reduce the taxable base by
deductions that relate to the partnership but are not taken into account at the partnership
level. On the other hand, such deductions often cannot be computed entirely by
information within the possession of the partnership or vary depending upon the
individual circumstances of each partner, so taking such deductions into account may be
administratively burdensome in some cases.
C.

Assumed Tax Rate
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The other basic variable of a tax distribution formula is the assumed tax rate. The
primary consideration in choosing the assumed tax rate is whether the partnership will
treat each partner as having the same tax rate. The partners of a partnership are rarely
similarly situated. Some partners may be individuals while others may be entities, such
as corporations or partnerships. Some may be resident in states and localities with no
income tax or in a foreign jurisdiction that does not treat the partnership as a pass-through
entity, while other partners may be resident in New York City, where the state and local
income tax burden exceeds 10%. These differences in circumstances can result in
profound disparities between the effective tax rates of various partners of a partnership.
As an extreme example, a partnership that earns all of its income from sources outside the
United States may have foreign partners that have no current tax liability and U.S.
individual partners living in a high-tax state with an effective tax rate near 50%.
1.

Universal Tax Rate

One approach is to provide that all partners will receive tax distributions as if they
were similarly situated. For example, a tax distribution clause might provide that each
partner will receive a tax distribution based on the highest marginal federal, state and
local rates applicable to an individual resident of New York City, New York. In many
cases, such a hypothetical tax rate is intended to approximate the actual circumstance of
the partner with the greatest relative tax burden, thereby ensuring that all partners are
capable of satisfying their tax burdens. On the other hand, this also ensures that all
partners other than those with the highest relative tax burden receive distributions in
excess of their actual tax liabilities.
It is not uncommon for a partner that is preferred as to non-tax distributions
(“regular distributions”) to be subject to a higher rate of tax. In such a case, the preferred
partner may think it benefits them to set the assumed tax rate at their higher tax rate so
they will have the cash needed to pay their taxes. However, if tax distributions are
credited against regular distributions (as discussed below), the preferred partner generally
should prefer a lower assumed tax rate. Tax distributions are made to all partners,
including those subordinated to the preferred partner'. Thus, all partners would receive
tax distributions at the preferred partner’s higher tax rate if that is the assumed tax rate. If
a lower tax rate is used, then all partners would get tax distributions at the lower tax rate,
and then the preferred partner can rely upon regular distributions, which are paid
disproportionately to the preferred partner, to satisfy any remaining cash needs. 17 The
result of this approach is that less cash is distributed to the subordinated partners, which
get enough to pay their tax liabilities and little or none of the preferred regular
distributions.
2.

Individual Tax Rates

The alternative approach is to customize tax distributions to the circumstances of
each partner. Although this approach may be more accurate and minimize tax
distributions, it is often met with two objections. First, determining the tax situation of
each partner can be administratively burdensome, especially where some of the partners
also are classified as partnerships and have many different partners. Second, partners
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with lower tax burdens will point out that providing them with relatively low tax
distributions causes them to subsidize those with higher tax burdens. 18
D.

Crediting of Tax Distributions

Many tax distribution clauses provide that the amount of any regular distributions
to a partner will be reduced by the amount of any prior tax distributions made to such
partner. This approach treats a tax distribution as simply an advance of the regular
distributions to which a partner is otherwise entitled under the theory that tax
distributions are intended to provide liquidity (to pay taxes) but not to alter the agreed
economic arrangement of the partners. Contrary arguments have been made, however,
that tax distributions merely satisfy a cost of doing business and represent a surrogate for
tax paid at the corporate level for other businesses. If tax distributions are not credited
against regular distributions, tax distributions have the effect of treating partner-level
taxes as expenses of the partnership and causing each partner to bear a proportionate
share of the aggregate tax burden of all of the partners.
1.

Effects of Crediting

As discussed above, the result of a tax distribution clause is that the partners
receive distributions from the partnership in a different manner than they otherwise
would have if all distributions were regular distributions. For example, in a 50/50
partnership where tax distributions are computed based on the individual tax rates of each
of the partners, the partner with the higher tax rate would receive more than 50% of tax
distributions because he has a higher relative tax burden. Thus, a tax distribution has the
effect of diverting all or a portion of the cash used for tax distributions away from the
partner that would have received more in regular distributions (a “disadvantaged
partner”) to the partner that would have received less in regular distributions (an
“advantaged partner”).
Where tax distributions are not credited against regular distributions, a
disadvantaged partner clearly subsidizes the advantaged partner. An advantaged partner
would receive a greater total amount of cash from the partnership than a disadvantaged
partner with the same economic interest in the partnership because such partner would
receive the same amount of regular distributions as the disadvantaged partner but greater
tax distributions. The additional cash flow received by the advantaged partner is funded
by the disadvantaged partner because that cash otherwise would have been distributed as
regular distributions and shared proportionately by all partners. As illustrated in Example
3, although it is often the partner that is preferred as to regular distributions that is
disadvantaged, where tax distributions are not credited, the subordinated partner may be
disadvantaged.
Example 3: Preferred Return
Again, Partnership X computes tax distributions based on an assumed tax rate of
40%. If tax distributions are credited against regular distributions, then after its
first year of operations Partnership X must distribute $110.00 to Investor ($100.00
return of capital, plus a $4.00 tax distribution on 10% preferred return, plus $6.00
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to distribute the remaining portion of the 10% preferred return) before Manager
begins sharing in profits. If tax distributions are not credited, then Partnership X
must distribute $114.00 to Investor ($100.00 return of capital, plus a $4.00 tax
distribution on 10% preferred return, plus $10.00 to provide an unreduced 10%
preferred return) before Manager begins sharing in profits. Thus, where tax
distributions are not credited, Investor is entitled to an effective preferred rate of
return of 14.0%, which provides it with an after-tax rate of return of 10%. Put
another way, if tax distributions were credited and Partnership X had distributed
$114.00, Manager would have received $0.80, i.e., 20% of the distributions in
excess of $110.00. See Exhibits 3A and 3B.
Even where tax distributions are credited against regular distributions, a
disadvantaged partner may subsidize an advantaged partner in two significant ways.
First, a disadvantaged partner could still receive less total cash than it would otherwise
receive without a tax distribution clause, if the partnership never makes the later regular
distributions against which to credit tax distributions paid to the advantaged partner. This
could occur, for example, if after making a tax distribution the partnership became
insolvent and liquidated. In that case, the partnership would never have a chance to
balance the “over-distribution” of cash to the advantaged partner by reducing regular
distributions to such partner and diverting that cash back to the disadvantaged partner.
Second, even if a disadvantaged partner eventually receives the “right” amount of
cash because later regular distributions to an advantaged partner are reduced, the
disadvantaged partner would lose the time value of money with respect to the excess
cash. If instead of distributing additional cash as tax distributions to the advantaged
partner, the partnership had either reinvested the cash or distributed the cash to the
disadvantaged partner as a regular distribution, the disadvantaged partner could have
benefited from the reinvestment of that cash. Thus, regardless of whether tax
distributions are credited against later regular distributions, a disadvantaged partner could
be forced to subsidize an advantaged partner.
2.

Method of Crediting

Where a tax distribution clause provides for crediting against regular
distributions, there is also the question of how such crediting should operate. The two
most common practices are (1) to treat all tax distributions made to a partner as offsets to
any regular distributions that would otherwise be made to the partner, and (2) to offset tax
distributions only against regular distributions that relate to the taxable income that gave
rise to the tax distributions.
Example 4: Tracing of Tax Distributions
Assume that the distribution priority in the Partnership X example were slightly
different. First, Partnership X will distribute 100% of its cash to Investor until
Investor has received a return of the $100.00 of capital it contributed. Next,
Partnership X will distribute 100% of its cash until Investor has received a 10%
annual rate of return (compounded annually) on its contributed capital. Next,
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Partnership X will distribute its cash 90% to Investor and 10% to Manager until
Investor has received a 19% annual rate of return (compounded annually).
Thereafter, Partnership X will distribute amounts in the ratio of 80% to Investor
and 20% to Manager. Also, assume that Partnership X has earned $25.00 of
taxable income and has $20.00 of cash available to distribute.
Partnership X would allocate the first $10.00 of income entirely to Investor to
provide it with a 10% rate of return (which would result in a $4.00 tax
distribution). It would allocate the next $10.00 in the 90/10 split as follows: $9.00
to Investor (resulting in a $3.60 tax distribution) to provide it with a total 19% rate
of return, and $1.00 to Manager (resulting in a $0.40 tax distribution). Finally,
Partnership X would allocate the remaining $5.00 of income in the 80/20 split as
follows: $4.00 to Investor (resulting in a $1.60 tax distribution), and $1.00 to
Manager (resulting in a $0.40 tax distribution). Thus, Investor would be allocated
$23.00 of the $25.00 of income and receive a $9.20 tax distribution, and Manager
would be allocated $2.00 of the $25.00 of income and receive a $0.80 tax
distribution. After the $10.00 of tax distributions, $10.00 of the original $20.00 of
available cash remains available for regular distributions. (Note: If Partnership X
distributed its $20.00 of available cash without regards to tax distributions, it
would distribute the first $10.00 to Investor to provide it with a 10% rate of return
and the next $10.00 under the 90/10 layer $9.00 to Investor and $1.00 to
Manager.)
If Partnership X were to credit all tax distributions against any regular
distributions, then Investor would receive an additional $9.80 of regular
distributions (the $19.00 it would have received without regard to tax
distributions, minus the full $9.20 it received as tax distributions), for a total of
$19.00 of distributions to Investor. Manager would receive an additional $0.20 as
regular distributions (the $1.00 it would have received without regard to tax
distributions, minus the full $0.80 it received as tax distributions), for a total of
$1.00 of distributions to Manager. See Exhibit 4A.
On the other hand, if Partnership X were to trace tax distributions to regular
distributions of the related taxable income, then Investor would receive an
additional $6.00 of regular distributions with respect to is 10% preferred return
(the $10.00 it would have received without regard to tax distributions, minus the
$4.00 it received as tax distributions with respect to the 10% preferred return). At
this point, Partnership X has distributed a total of $16.00 of its original $20.00
available for distribution, of which $15.20 went to Investor ($9.20 as tax
distributions and $6.00 as regular distributions) and $0.80 went to Manager (all as
tax distributions). Thus, Partnership X would have an additional $4.00 to
distribute in the 90/10 split. Partnership X is treated as already distributing
another $4.00 in the 90/10 distribution split by way of tax distributions ($3.60 to
Investor, and $0.40 to Manager). If Partnership had distributed the total $8.00
($4.00 of tax distributions, plus $4.00 remaining after the preferred return
distributions) in the 90/10 split, $7.20 would have been distributed to Investor,
and $0.80 would have been distributed to Manager. After crediting the $4.00
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distributed as tax distributions, the additional $4.00 will be distributed as regular
distributions $3.60 to Investor ($7.20, minus $3.60 of tax distribution) and $0.40
to Manager ($0.80, minus $0.40 of tax distribution), for a total distributed under
the 90/10 split of $7.20 to Investor and $0.80 to Manager. Thus, of the $20.00
available for distribution, $18.80 would be distributed to Investor ($10.00
pursuant to the preferred return, $7.20 pursuant to the 90/10 split and $1.60 as tax
distributions with respect to the 80/20 split), and $1.20 would be distributed to
Manager ($0.80 with respect to the 90/10 split and $0.40 as tax distributions with
respect to the 80/20 split). By tracing tax distributions, $0.20 is diverted from
Investor to Manager. See Exhibit 4B.
E.

Crediting of Regular Distributions

Many tax distribution clauses also provide that regular distributions will offset
future tax distributions. Such crediting would only arise where regular distributions are
made prior to the recognition of the taxable income, i.e., not where the only regular
distributions are made upon liquidation. Given that the regular distributions already
provided the needed liquidity, there is no need for later tax distributions. Although such
a provision would minimize tax distributions, a preferred partner could be disadvantaged
by its inclusion because it has a greater share of earlier regular distributions.
Example 5: Crediting of Regular Distributions
Assume a simpler economic arrangement in the Partnership X example, where
Investor is not entitled to preferred returns on its capital. Hence, Partnership X is
first required to return to Investor its $100.00 of contributed capital and then
profits are shared 80/20. Also, assume that in Year 1 Partnership X earns no
income but distributes $10.00 as a return of capital to Investor. Then, in Year 2
Partnership X earns $50.00 of income, of which $40.00 is allocated to Investor
and $10.00 is allocated to Manager under the 80/20 split. If regular distributions
were not credited against later tax distributions, then in Year 2 Partnership X
would make tax distributions of $16.00 to Investor and $4.00 to Manager.
However, if the $10.00 regular distribution to Investor is credited against its later
tax distribution, Investor would receive a tax distribution of only $6.00, and
Manager would still receive a tax distribution of $4.00. Thus, Investor receives
$10.00 less if regular distributions are credited against later tax distributions. See
Exhibit 5.
F.

Clawback for Excess Tax Distributions

As noted previously, if a partnership starts out profitable but then runs into trouble
a partner may receive tax distributions in an early year that ultimately exceeds its actual
tax liability determined on a cumulative basis. Moreover, as a result, other partners may
ultimately receive less cash from the partnership than they were entitled to under the
agreed economic arrangement (i.e., regular distributions). This situation can be rectified
by requiring the partner that receives such excess tax distributions to return the excess to
the partnership (a “clawback”) for distribution to the other partners.
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Proponents of a clawback might point out that the partner receiving excess
distributions will also recognize a loss (or reduced gain) upon the liquidation of the
partnership in the amount of the income that resulted in the excess tax distribution, which
will exactly offset the taxable income that prompted the excess tax distribution.
However, opponents of a clawback might argue that the partner receiving the excess tax
distribution had an actual tax liability arising in relation to the returned tax distribution
and that the tax benefit derived from the loss (or reduced gain) upon liquidation of the
partnership might not fully offset such actual tax liability. For example, this could be the
case if the partner does not have other income against which to use the loss. Similarly,
the loss (or reduced gain) could be capital in nature, which would create a tax benefit at
lower preferential rates, while the income resulting in the excess tax distribution was
ordinary income taxed at higher rates. In these scenarios, the amount of the actual tax
liability of the partner is higher than the tax savings from the loss (or reduced gain) upon
liquidation, so returning the tax distribution and taking the loss (or reduced gain) would
be a net negative for the clawback partner. Some clawback provisions account for this
inequity by providing that a partner need only return tax distributions to the extent they
exceed the cumulative tax liability of the partner arising from its ownership of interests in
the partnership.
G.

Conclusion

There are many considerations to be taken into account in drafting a tax
distribution clause. Further, it is not always intuitive which partners will be advantaged
or disadvantaged by a particular provision. However, by understanding the options
available, the perspectives of the various partners and the potential traps for the unwary,
the drafter of a tax distribution clause will be able to design a clause that satisfies the
requirements of the various partners and minimizes unintended consequences.
1

Jason McIntosh is an associate in the International and Transactional Group of the Tax Department of
Vinson & Elkins LLP. His practice consists primarily of advising clients with regard to the U.S. federal
income taxation of partnerships, corporations, and individuals involved in complex domestic and
international business transactions. He has represented clients in a variety of matters, including mergers
and acquisitions, reorganizations, cross-border restructurings, energy and financial products transactions,
public and private offerings, and tax audits. The author gratefully acknowledges the helpful guidance and
comments of Tim Devetski in preparation of this article.
2
Tax distribution clauses also may be found in the organizational documents of entities that are treated as S
corporations for U.S. federal income tax purposes. However, this article does not address any issues that
are specific to S corporations.
3
Note that many tax distribution clauses are subject to the partnership having available cash. If a tax
distribution provision is not subject to the partnership having available cash, the partnership would be
required to borrow money or sell assets to make tax distributions where it does not have cash on hand.
Also, tax distributions often are limited to the extent they would run afoul of any credit agreements to
which the partnership is a party. The drafter of a tax distribution provision should familiarize himself or
herself with distribution limitations in the credit agreements of the partnership, if any, so that the tax
distribution provision will not conflict with such requirements.
4
As discussed further below in Part D, this diversion of cash flow can be temporary or permanent.
5
For example, upon the admission of a new partner, the assets of a partnership often are revalued at fair
market value, which may result in book profit or loss. However, such a revaluation is not a taxable event
that should give rise to tax distributions.
6
For example, capital losses generally cannot offset ordinary income to any significant extent.
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Section 704(c) provides that “income, gain, loss, and deduction with respect to property contributed to the
partnership by a partner shall be shared among the partners so as to take account of the variation between
the basis of the property to the partnership and its fair market value at the time of contribution.” Thus, for
example, where the partnership sells property that had a built-in gain when it was contributed to the
partnership, the contributing partner would be allocated all of that built-in gain for tax purposes.
8
The assets of the partnership are reduced to provide the contributing partner a tax distribution with respect
to the built-in gain, thereby decreasing the assets available for investment or distribution by the partnership.
9
See the discussion in Part D.
10
The book value of a property contributed to the partnership will initially be its fair market value. Book
depreciation is based on this book value. See generally Treas. Reg. § 1.704-1(b).
11
For example, assume that the assets of Company are depreciable on a straight-line basis over 10 years.
Each year, there will be $10.00 ($100.00 book value, divided by 10 years) of book depreciation and $6.00
($60.00 tax basis, divided by 10 years) of tax depreciation with respect to the assets of Company. Thus, in
each year the difference between the book value and tax basis of the assets of Company will be reduced by
the $4.00 of book depreciation that is not matched by tax depreciation.
12
Without the rules of Section 704(c), each partner would be allocated the same proportion of tax
depreciation as such partner’s share of book depreciation. However, Section 704(c) requires that a
partnership allocate depreciation deductions with respect to built-in gain or loss property using a reasonable
method to reflect such book-tax differences, which includes any of the following methods: (1) the
traditional method, (2) the traditional method with curative allocations, and (3) the remedial allocation
method. See Treas. Reg. § 1.704-3(a)(1). The traditional method allows a partnership to allocate a
disproportionate amount of the tax depreciation with respect to a built-in gain or loss property to the
partners. See Treas. Reg. § 1.704-3(b). If the tax depreciation with respect to a built-in gain or loss
property is not sufficient to provide deductions to the non-contributing partners equal to their shares of the
book depreciation with respect to such property, then the traditional method with curative allocations would
allow the partnership to allocate unrelated income, gain, loss and deduction items of the partnership to
resolve the difference. See Treas. Reg. § 1.704-3(c).
13
If the partnership does not have sufficient income, gain, loss and deduction items to provide the noncontributing partners with deductions equal to their shares of book depreciation, the remedial allocation
method would allow the partnership to create “remedial” deductions and income items to resolve the
difference. See Treas. Reg. § 1.704-3(d).
14
See I.R.C. § 707(c).
15
See I.R.C. §164(a).
16
See I.R.C. § 613A(c)(7)(D).
17
Of course, tax distributions are mandatory, and regular distributions are generally discretionary.
Therefore, this general rule might not apply where the preferred partner (along with similarly-situated
partners) does not control the partnership such that it could get the needed cash through regular
distributions.
18
See the discussion in Part D.
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NONPR OF I T E X E C UT I V E C OM PE NSA T I ON
By: Terri Lynn Helge and David M. Rosenberg 1

I.
Introduction. Excessive compensation paid to nonprofit executives and board members
is one of the key issues concerning charitable organizations that garner the attention of the
general public and Congress. Charitable organizations may pay reasonable compensation to their
directors, executive officers and employees for their services without violating applicable federal
tax law or state law. The determination of reasonable compensation depends on several factors –
the budget of the organization being the most significant factor. Other factors include the
number of employees of the organization, the particular sector of the charitable community
served by the organization, the geographic location of the organization, the focus of the
organization as being national or local, the length of the employee’s service and external market
forces.
Even if executive compensation is considered reasonable in light of the foregoing factors,
the perception that a charitable organization is paying excessive compensation can be damaging
to the organization’s reputation. Some nonprofit executive salaries have reached seven figures,
particularly in the larger health care systems and higher education. 2 In some cases, the highest
paid employee of a charitable organization is not its chief executive officer, but instead may be a
senior administrator or key physician of a large urban medical center, a key athletic coach at a
Division I university, or a chief investment officer of a university or foundation with a large
endowment. Reports of high nonprofit executive compensation have lead the Internal Revenue
Service to conduct an Executive Compensation Compliance Initiative in 2004 (with its findings
published in March 2007, discussed below), and the Internal Revenue Service continues to
scrutinize nonprofit executive compensation.
In addition, because nonprofit executive
compensation must be reported annually on the organization’s Form 990, the general public, the
media, and charity watchdog organizations also scrutinize nonprofit executive compensation.
Therefore, it is important for charitable organizations not only to understand the federal tax law
governing the payment of reasonable compensation to their directors, officers and key
employees, but also to understand their reporting obligations and best practices with respect to
executive compensation to avoid undue scrutiny.
II.
Prohibition on Private Inurement. Section 501(c)(3) of the Code 3 provides that no part
of the net earnings of an organization described therein may inure to the benefit of any private
shareholder or individual. The Internal Revenue Service takes the position that any element of
private inurement can cause an organization to lose or be deprived of tax exemption, and that
there is no de minimus exception. 4 The private inurement prohibition contemplates a transaction
between a charitable organization and an individual in the nature of an “insider,” who is able to
cause application of the organization’s assets for private purposes because of his or her position. 5
In general, an organization’s directors, officers, members, founders and substantial contributors
are insiders. The meaning of the term “net earnings” in the private inurement context has been
largely framed by the courts. Most decisions reflect a pragmatic approach, rather than a literal
construction of the phrase “net earnings.” 6 Common transactions that may involve private
inurement include (i) excessive compensation for services; (ii) inflated or unreasonable rental
1
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prices; (iii) certain loan arrangements involving the assets of a charitable organization; (iv)
purchases of assets for more than fair market value; and (v) certain joint ventures with
commercial entities.
A.
Public Charities. In general, a charitable organization is presumed to be a private
foundation unless it can establish that it qualifies as a public charity under Sections 509(a)(1)–(3)
of the Code. Types of public charities described under Section 509(a)(1) of the Code include
churches, schools, hospitals, government entities and university endowment funds. 7 In addition,
an organization which normally receives more than one-third of its total support from
contributions from the general public is considered a public charity under Section 509(a)(1) of
the Code. 8 An organization which receives more than one-third of its total support from exempt
function revenues, such as admission fees to a museum or patient revenues for a hospital, is
considered a public charity under Section 509(a)(2) of the Code, provided the organization does
not normally receive more than one-third of its support from gross investment income. An
organization which does not meet either of these tests may still qualify as a public charity under
Section 509(a)(3) of the Code as a “supporting organization” of another public charity by virtue
of the relationship between the first organization and the second public charity.
B.
Excess Benefit Transactions. Section 4958 of the Code imposes an excise tax on
disqualified persons who engage in excess benefit transactions with public charities. 9 An
“excess benefit transaction” is any transaction in which an economic benefit is provided by the
public charity 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 (including the performance of
services) received in exchange for such benefit. 10 The term “transaction” is used very generally
and includes a disqualified person’s use of a charitable organization’s property and services
provided to a disqualified person without adequate payment. Prototypical examples of excess
benefit transactions include paying excessive compensation to a director or officer or overpaying
a director or officer for property the director or officer sells to the charitable organization.
However, any direct or indirect benefit to a disqualified person may result in a violation of
Section 4958 if the disqualified person does not provide adequate consideration for the benefit.
When it applies, Section 4958 imposes an initial tax equal to 25% of the excess benefit
on any disqualified person. 11 A tax of 10% of the excess benefit is imposed on any organization
manager, i.e., any officer, director, or trustee of the organization, who knowingly participates in
the transaction. 12 The initial excise tax on organization managers is capped at $20,000. 13 If a
disqualified person engages in an excess benefit transaction with a public charity, corrective
action must be taken to essentially undo the excess benefit to the extent possible and to take any
additional measures to put the public charity in a financial position not worse than that in which
it would be if the disqualified person were dealing under the highest fiduciary standards. 14
C.
Disqualified Persons. The term “disqualified person” includes any person who
was, at any time during the 5-year period ending on the date of the transaction, in a position to
exercise substantial influence over the affairs of the organization. 15 Some persons, including
(but not limited to) board members, the president or chief executive officer, the treasurer or chief
financial officer, family members of such individuals, and entities in which such individuals own
35% of the interests, are automatically considered “disqualified.” 16
2
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Where a person is not automatically disqualified, all of the facts and circumstances will
generally be considered to determine if the person has substantial influence over the affairs of the
organization. 17 Factors tending to show that an individual exercises substantial influence
include:
i.

the individual is a founder of the organization;

ii.

the individual is a substantial contributor to the organization;

iii.
the individual’s compensation is primarily based on revenues derived from
activities of the organization, or of a particular department or function of the
organization, that the individual controls;
iv.
the individual has or shares authority to control or determine a substantial portion
of the organization’s capital expenditures, operating budget, or compensation for
employees;
v.
the individual manages a discrete segment or activity 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; or
vi.
the individual owns a controlling interest (measured by either vote or value) in a
corporation, partnership, or trust that is a disqualified person. 18
Factors tending to show that an individual does not exercise substantial influence include:
i.
the individual has taken a bona fide vow of poverty as an employee, agent, or on
behalf, of a religious organization;
ii.
the individual is a contractor (such as an attorney, accountant, or investment
manager or advisor) whose sole relationship to the organization is providing professional
advice (without having decision-making authority) with respect to transactions from
which the individual will not economically benefit either directly or indirectly (aside
from customary fees received for the professional advice rendered);
iii.

the direct supervisor of the individual is not a disqualified person;

iv.
the individual does not participate in any management decisions affecting the
organization as a whole or a discrete segment or activity 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; or
v.
any preferential treatment the individual receives based on the size of that
individual’s contribution is also offered to all other donors making a comparable
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contribution as part of a solicitation intended to attract a substantial number of
contributions. 19
1.
Exception for Non-Highly Compensated Employees. Nonetheless, an
employee who does not receive economic benefits from the organization in excess of the indexed
amount for being considered a highly compensated employee ($110,000 in 2011), 20 is not a
disqualified person even if the above factors indicate that the individual may have substantial
influence over the affairs of the organization. 21 This exception does not apply to employees who
are automatically considered disqualified or who are substantial contributors to the
organization. 22
2.
Initial Contract Exception. The theory behind the initial contract
exception is that an individual who negotiates an employment agreement in good faith before the
individual is in a position to exercise substantial influence over the organization should not be
subject to sanctions even if the compensation under the employment agreement turns out to be
excessive. Accordingly, Section 4958 does not apply to any fixed payment made to an
individual with respect to an initial contract, regardless of whether the payment would otherwise
constitute an excess benefit. 23 An “initial contract” is a binding written agreement between the
charitable organization and an individual who was not a disqualified person immediately before
entering into the agreement. 24 A “fixed payment” an amount of cash or other property specified
in the agreement, or determined by a specified objective fixed formula, which is to be paid or
transferred in exchange for the provision of specified services or property. 25 A fixed formula
may incorporate an amount that depends on future specified events or contingencies (such as the
amount of revenues generated by one or more activities of the organization), provided that no
person exercises discretion when calculating the amount of a payment or deciding whether to
make a payment. 26 If an initial contract provides for both fixed and non-fixed payments, the
fixed payments will not be subject to Section 4958 while the non-fixed payments will be
evaluated under an excess benefit transaction analysis, taking into account the individual’s entire
compensation package. 27
D.
What Constitutes Compensation? A disqualified person’s entire compensation
package must be evaluated to determine whether on the whole, the compensation received by the
individual is reasonable for the services provided. Accordingly, if the organization is relying on
the rebuttable presumption of reasonableness (discussed below), the organization’s board of
directors must consider and approve the disqualified person’s entire compensation package, not
merely salary and bonuses. The compensation package includes all forms of cash and noncash
compensation, all forms of deferred compensation if earned and vested, most fringe benefits
whether or not taxable, employer-paid premiums for liability insurance coverage, 28 expense
allowances and reimbursements, and other economic benefits received by the disqualified person
from the organization in exchange for the performance of services. 29 However, the following
benefits may be disregarded in evaluating the compensation package under Section 4958: (i)
employee fringe benefits that are excluded from gross income under Section 132; (ii) expense
reimbursements paid pursuant to an accountable plan; (iii) economic benefits provided to a
disqualified person solely as a member of or volunteer for the organization if the same benefit is
available to the general public in exchange for a membership fee of no more than $75 per year;
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and (iv) economic benefits provided to a disqualified person solely as a member of a charitable
class that the organization is organized to serve. 30
1.
Determination of Reasonable Compensation. In general, the value of
services is the amount that would ordinarily be paid for like services by like enterprises (whether
taxable or tax-exempt) under like circumstances (i.e., reasonable compensation). Section 162
standards apply in determining reasonableness of compensation, taking into account the
aggregate benefits (other than any benefits specifically disregarded under Treasury Regulation
Section 53.4958-4(a)(4)) provided to a person and the rate at which any deferred compensation
accrues. 31 The factors generally considered for purposes of Section 162 include (i) the
employee’s qualifications, (ii) the nature, extent and scope of the employee’s work, (iii) the size
and complexities of the employer’s business, (iv) the prevailing economic conditions, (v) the
prevailing rates of compensation for comparable positions in comparable employers, and (vi) the
employer’s salary policy that applies to all employees. 32 The fact that bonus or revenue-sharing
arrangement is subject to a cap is a relevant factor in determining the reasonableness of
compensation. The fact that a state or local legislative or agency body or court has authorized or
approved a particular compensation package paid to a disqualified person is not determinative of
the reasonableness of compensation for purposes of Section 4958. 33
Normally, the facts and circumstances to be taken into consideration in
determining reasonableness of a fixed payment are those existing on the date the parties enter
into the agreement pursuant to which the payment is made. 34 However, in the event of
substantial non-performance, reasonableness is determined based on all facts and circumstances,
up to and including circumstances as of the date of payment. In the case of any payment that is
not a fixed payment under an agreement, reasonableness is determined based on all facts and
circumstances, up to and including circumstances as of the date of payment. 35
2.
Substantiation of Economic Benefit Treated as Compensation. To monitor
disguised compensation, the Treasury Regulations require a charitable organization to clearly
indicate its intent to treat an economic benefit as compensation when it is paid. This rule is
intended to prevent a charitable organization from later claiming that an excess benefit
transaction, such as a below-market loan or personal expense allowance, was actually
compensation and that the overall compensation package of the disqualified person was
reasonable. 36 To establish its intent, the organization must provide contemporaneous written
substantiation of the economic benefit intended to be compensation for services. 37
Contemporaneous written substantiation can be accomplished through the inclusion of the
economic benefit on the individual’s Form W-2 or Form 1099, through a written employment
agreement, or through the written contemporaneous documentation of the approved
compensation package under the rebuttable presumption of reasonableness. 38 However, the
organization is not required to provide written substantiation of its intent to include nontaxable
economic benefits, such as employer-provided medical insurance or employer contributions to a
qualified retirement plan, as part of the individual’s compensation. 39 As a result, even though
contributions to qualified retirement plans and other nontaxable benefits are required to be taken
into account in evaluating whether the overall compensation package is reasonable, they are not
subject to the contemporaneous written substantiation requirement.
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3.
Revenue-sharing Compensation Arrangements.
Revenue-sharing
arrangements between a charitable organization and a disqualified person may be treated as an
excess benefit transaction if the transaction results in prohibited private inurement. 40 The scope
of this rule is uncertain and is not addressed in the final regulations. However, the implications
of this rule may be significant for performance-based compensation arrangements and more
complex arrangements to share revenue from intellectual property or other income-producing
activities.
After the enactment of Section 4958, proposed regulations were issued that
addressed the application of the excess benefit transaction rules to revenue-sharing compensation
arrangements. These rules were not incorporated into the final regulations, and the Internal
Revenue Service may later issue guidance in this area. In the meantime, revenue-sharing
compensation arrangements are evaluated under the general rules governing reasonableness of
compensation paid to a disqualified person, leaving a fog of uncertainty about whether these
arrangements are in fact reasonable.
Since the old proposed regulations provide the only guidance on this issue, they
are discussed herein for informational purposes, although they have no precedential value. In
general, whether a revenue-sharing arrangement constitutes an excess benefit transaction
depends on all relevant facts and circumstances. The arrangement may result in excess benefit if
it permits a disqualified person to receive additional compensation without providing
proportional benefits for the charitable organization. Relevant factors include the relationship
between the size of the benefit provided and the quality and quantity of the services provided,
and the ability of the disqualified person to control the activities generating the revenues. 41 The
proposed regulations provided three examples illustrating the principles for determining whether
a revenue-sharing transaction resulted in an excess benefit: 42
i.
In the first example, the disqualified person was an in-house investment
manager for the charitable organization. In addition to the individual’s regular salary and
benefits, the individual was entitled to a bonus equal to a percentage of any increase in the net
value of the portfolio. The bonus was considered an incentive to maximize benefits and
minimize expenses to the organization. Thus, even though the individual had a measure of
control over the portfolio performance, the bonus produced a proportional benefit for the
organization. Therefore, the revenue-sharing arrangement was not considered an excess benefit
transaction.
ii.
In the second example, the disqualified person was a third-party
management company managing the charitable organization’s charitable gaming activities. The
management company controlled all of the activities generating revenues and paid the charitable
organization a percentage of the net profits from these activities. Since the management
company provided all the personnel and equipment for the activities, the management company
controlled all the costs charged to revenues and net revenues. This structure did not provide the
management company with an appropriate incentive to maximize benefits and minimize costs to
the charitable organizations because the management company benefitted whether the net
revenues were low because expenses were high or net revenues were high because expenses
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were low. In contrast, the charitable organization only benefitted if the net revenues were high.
As a result, the entire transaction was considered an excess benefit transaction.
iii.
In the third example, the disqualified person was a university professor
who was the principal investigator in charge of certain scientific research. In addition to the
professor’s regular salary and benefits, the professor was entitled to a specified percentage of any
patent royalties on inventions produced by the professor’s research. This arrangement provided
an incentive for the professor to produce especially high quality work and no incentive to act
contrary to the university’s interest. Moreover, the university shared proportionately with the
professor. Lastly, the university owned and controlled the patent and the professor had no
control over the revenues generated from the patent. This arrangement was not considered an
excess benefit transaction. Many research institutions have invention and research policies
similar to this example.
E.
Rebuttable Presumption of Reasonableness. The Treasury Regulations provide
for a procedure, which if followed, creates a rebuttable presumption that a transaction between a
public charity and a disqualified person will not constitute an excess benefit transaction within
the meaning of Section 4958 of the Code. These procedures apply to fixed payments and, with
minor additional requirements, to non-fixed payments subject to a cap. 43 Legislative history
indicates that compensation arrangement or other financial transactions will be presumed to be
reasonable if the transaction arrangement was approved in advance by an independent board (or
an independent committee of the board) that was composed entirely of individuals unrelated to
and not subject to the control of the disqualified person, obtained and relied upon appropriate
data as to comparability, and adequately documented the basis for its determination. 44 The
Treasury Regulations read into the legislative history three distinct requirements: (1) approval by
an authorized body, (2) the appropriate data as to comparability, and (3) the documentation. 45
1.
Approval by an Authorized Body. The authorized body may be the Board
of Directors or a committee duly authorized under state law to act on behalf of the Board of
Directors. 46 A person is not considered part of the authorized body if he merely meets to provide
information to the board and then recuses himself. 47 No person voting on the matter may have a
conflict of interest with respect to the transaction. 48 A member of the authorized body does not
have a conflict of interest if the member:
i.
is not the disqualified person or related to any disqualified person
who benefits from the transaction;
ii.
is not employed by or controlled by any disqualified person
benefiting from the transaction;
iii.
is not receiving compensation or other payments from a
disqualified person benefiting from the transaction;
iv.
has no material financial interest affected by the compensation
arrangement or transaction; and
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v.
does not approve a transaction providing economic benefits to any
disqualified person participating in the compensation arrangement or transaction, who
in turn has approved or will approve a transaction providing economic benefits to the
member. 49
2.
Appropriate Data as to Comparability. The authorized body must have
sufficient information to determine whether a compensation arrangement or other transaction
will result in the payment of reasonable compensation or a transaction for fair value. Relevant
information includes, but is not limited to:
i.
compensation levels paid by other similarly-situated organizations
(taxable or tax-exempt);
ii.

availability of similar services in the applicable geographic area;

iii.

independent compensation surveys;

iv.
of the person;
v.

written offers from similar institutions competing for the services

independent appraisals of all property to be transferred; or

vi.
offers for property received as part of an open and competitive
50
bidding process.
3.
Documentation. For the decision to be adequately documented, the
records of the authorized body must note:
i.

the terms of the transaction and the date it was approved;

ii.
the members of the authorized body who were present during the
debate on the transaction or arrangement and those who voted on it;
iii.
was obtained;

the comparability data obtained and relied upon and how the data

iv.
the actions taken with respect to consideration of the transaction by
anyone who is otherwise a member of the authorized body but who had a conflict of
interest with respect to the transaction; and
v.
obtained.

the basis for any deviation from the range of comparable data

51

Moreover, such records must be prepared by the next meeting of the authorized
body (or within 60 days after the final action of the authorized body, if later than the next
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meeting) and must be reviewed and approved as reasonable, accurate and complete within a
reasonable time period thereafter. 52
III.

Best Practices for Executive Compensation.

A.
Internal Revenue Service Executive Compensation Compliance Initiative. The
Internal Revenue Service has devoted substantial time and attention to executive compensation
paid by nonprofit organizations. In August 2004, the Internal Revenue Service announced that it
would conduct a Compensation Compliance Initiative aimed at identifying and stopping abuses
by nonprofit organizations that pay excessive compensation to their directors, officers and key
employees. The Compensation Compliance Initiative involved Internal Revenue Service contact
of over 1,800 public charities and private foundations, seeking information about their
compensation practices and procedures. In March 2007, the Internal Revenue Service issued a
report summarizing the results of its Compensation Compliance Initiative. 53 In its report, the
Internal Revenue Service made the following points:
1.
There were significant reporting issues with respect to executive
compensation. Over thirty percent of the organizations had to amend their Form 990 and
approximately fifteen percent of the organizations were selected for examination.
2.
Examinations primarily showed problems with reporting, rather than other
concerns. However, the Internal Revenue Service cautioned that this was not a statistical
sample, so no definitive statement could be made about the level of compliance in the area of
executive compensation. The Internal Revenue Service will conduct continued work with
respect to executive compensation.
3.
Where problems were discovered, the Internal Revenue Service made
large assessments of excise taxes with respect to excess compensation – 25 examinations of
40 disqualified persons or organizations managers have resulted in proposed excise tax
assessments in excess of $21 million.
4.
While high compensation amounts were found in many cases, they
generally were substantiated with appropriate comparability data.
Prior to the release of the final report on the Compensation Compliance Initiative, the
Internal Revenue Service conducted an Executive Compensation Phone Forum in May 2006 to
discuss the issues which emerged from the Compensation Compliance Initiative. 54 The Phone
Forum provided an interesting view of the Internal Revenue Service’s thoughts on nonprofit
executive compensation. In particular, Internal Revenue Service representatives suggested that
nonprofit organizations should focus their attention on the following best practices:
1.
Legal Protection. According to the Internal Revenue Service representatives
“every board should consider meeting the requirements of the rebuttable presumption of
reasonableness.”
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2.
Timely Reporting and Disclosure. All economic benefits to directors, officers and
key employees should be reported timely on the organization’s Form 990. If an
organization does not clearly indicate its intent to treat an economic benefit provided to an
officer, director or key employee as compensation for services, it will automatically be
treated as an excess benefit transaction. Accordingly, organizations that fail to report
“fringe benefit perks” like personal use of an automobile of reimbursement of personal
expenses will subject the disqualified person to an automatic 25% excise tax on the amount
of the fringe benefit as an automatic excess benefit transaction.
Transparency.
While many charitable organizations have compensation
3.
committees that are given the authority to evaluate and approve executive compensation, the
full board still has the ultimate responsibility over executive compensation matters.
Therefore, to the extent appropriate, executive compensation matters decided by a
committee of the board should be reported to the full board. The level of oversight by the
full board may vary depending on the type and size of the organization, but there should be
a system in place to ensure that the full board is aware of the most important compensation
matters within the organization. The Internal Revenue Service representatives on the Phone
Forum indicated there are specific problem areas that “frequently fall through the cracks.”
In particular, personal components of business travel, personal use of employer-owned
property, gifts and gift certificates, tax gross-ups, expense reimbursements outside corporate
travel policies, spouse travel expenses, non-accountable expense allowances, and club
memberships, are additional perks that some nonprofit executive receive and should be
considered as part of the overall compensation package. However, these items may not be
disclosed to the board or the committee of the board making compensation determinations.
B.
Panel on the Nonprofit Sector Recommendations. Over the past several years, the
Senate Finance Committee has scrutinized the compensation practices of charitable
organizations. While no legislation affecting compensation of nonprofit executives has been
proposed, the staff of the Senate Finance Committee released a discussion draft on proposed
reforms and best practices in the charitable community in June 2004 that may still be considered
for future proposed legislation. 55 At the prompting of the Senate Finance Committee, an
independent nonprofit organization, the Independent Sector, convened the Panel on the
Nonprofit Sector (the “Panel”) to study the proposals in the discussion draft and make
recommendations with respect to the reforms needed in the charitable community. The result
was the issuance of the Panel’s final report “Strengthening Transparency Governance
Accountability of Charitable Organizations” in June 2005. 56 Most recently, the Panel issued a
draft “Principles for Effective Practice,” which are a series of voluntary best practices standards
for effective governance of charitable organizations. 57
1.
Compensation of Individuals Serving the Organization in a Dual Capacity.
Under current law, there is no prohibition on directors of a charitable organization receiving
compensation from the organization for their services to the organization in some other capacity.
However, the Senate Finance Committee staff discussion draft contained proposals that would
limit the ability of a director of a charitable organization to receive compensation from the
organization in some other capacity. In particular, the proposals would allow only one member
of the board to receive compensation from the organization, and such individual could not serve
10
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as chair or treasurer of the organization. Similarly, in its recommended “Principles for Effective
Practice,” the Panel advocates separation of the paid chief executive officer and the treasurer and
the chair of the charitable organization as an essential good governance practice. The Panel’s
rationale for this principle is as follows:
Concentrating authority for the organization’s governance and management practices in
one or two individuals removes valuable checks and balances that help ensure that
conflicts of interest and other personal concerns do not take precedence over the best
interests of the organization. Both the board chair and the treasurer should be independent
of the chief staff executive to provide appropriate oversight of the executive’s
performance and to make fair and impartial judgments about the appropriate
compensation of the executive. When the board deems it is in the best interests of the
charitable organization to have the chief executive officer/executive director serve as the
board chair, the board should appoint another board member (sometimes referred to as
the “lead director”) to handle issues that require a separation of duties. For example, the
lead director would serve as chair for deliberations involving the responsibilities,
performance or compensation of the chief executive officer/executive director.
In addition, the Panel advocates that a “substantial majority” of the directors of a
charitable organization not be compensated for their services to the organization in any capacity
other than as directors of the organization. The Panel reasons “[w]hen a majority of the board
members are free of the conflicts of interest that can arise from having a personal interest in the
financial transactions of the charity, the board as a whole may be more likely to exercise its
responsibility to review and take action on materials and information independent of the staff
management.” Accordingly, if a director of the charitable organization receives compensation
for services to the organization in some other capacity, it is essential that the composition of the
board be large enough so that the compensated individual does not unduly influence the board’s
decisions.
2.
Compensation of the Chief Executive Officer. The Panel advocates that
the board annually evaluate the performance of the chief executive officer prior to any change in
that officer’s compensation, unless there is a multi-year contract in force or the change consists
solely of routine cost of living adjustments. The Panel considers the selection, evaluation and
determination of compensation of the chief executive officer of the organization as one of the
most important responsibilities of the board. Accordingly, the Panel recommends that the full
board approve the compensation of the chief executive officer annually. Although delegation of
chief executive officer compensation decisions to a compensation committee of the board is not
recommended, the Panel provides that “[i]f the board designates a separate committee to review
the compensation and performance of the CEO, that committee should be required to report its
findings and recommendations to the full board for approval and should provide any board
member with details, upon request. The board should then document the basis for its decision
and be prepared to answer questions about it.” Therefore, even though the rebuttable
presumption of reasonableness would allow approval of the chief executive officer’s
compensation by a duly authorized committee of the board, the Panel does not recommend that
the final approval rest with a committee. Even if a charitable organization does leave the
approval of the chief executive officer’s compensation to a duly authorized compensation
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committee, the committee should report the basis for its approval to the full board in a timely
manner.
3.
Compensation of Other Officers and Key Employees. As for the
compensation of other officers and key employees, the determination of the amount of
compensation is normally delegated to the chief executive officer. However, the Panel
recommends that the board approve “the compensation range of other persons in a position to
exercise substantial control of the organization’s resources. It is the responsibility of the CEO to
hire and set the compensation of other staff, consistent with reasonable compensation guidelines
set by the board. If the CEO finds it necessary to offer compensation that equals or surpasses his
or her own, in order to attract and retain certain highly qualified and experienced staff, the board
should review the compensation package to ascertain that it does not provide an excess benefit.”
IV.

Special Rules Applicable to Supporting Organizations and Donor Advised Funds.

A.
Supporting Organizations. Organizations that support a public charity are
allowed public charity status if they meet certain requirements.
These “supporting
organizations” are grouped into three types: (i) those that are “operated, supervised, or
controlled by” the public charity they support (Type I); (ii) those that are “supervised or
controlled in connection with” the public charity they support (Type II); and (iii) those that are
“operated in connection with” the public charity they support (Type III). 58 Type III supporting
organizations are further divided into functionally integrated Type III supporting organizations
and other Type III supporting organizations. A functionally integrated Type III supporting
organization 59 is defined as a Type III supporting organization that is not required to make
payments to the supported organizations due to the supporting organization’s activities being
related to performing the functions of, or carrying out the purposes of, such supported
organizations. 60
Enacted on August 17, 2006, the Pension Protection Act of 2006 61 (the “PPA”) contains
many reforms for supporting organizations and donor advised funds (discussed below). In
particular, if an individual or entity is a disqualified person with respect to a supporting
organization, such individual or entity is automatically a disqualified person with respect to the
supported organization(s) as well. 62 Accordingly, transactions between such individual or entity
and the supported organization must be analyzed under the excess benefit transaction rules of
Section 4958 of the Code. In addition, all types of supporting organizations are prohibited from
making grants, loans, compensation or similar payments 63 to a substantial contributor of the
supporting organization or a person related to a substantial contributor. 64 Similarly, all loans to
disqualified persons of the supporting organization are prohibited. 65 The prohibitions do not
apply if the substantial contributor or disqualified person is a public charity (other than another
supporting organization). If a prohibited payment is made, the substantial contributor is treated
as a disqualified person and the entire amount of the payment is treated as an excess benefit
transaction under Section 4958(c) of the Code.
B.
Donor Advised Funds. Donor advised funds are generally funds owned by a
public charity in which a donor is able to make non-binding recommendations as to their
management and investment. The charity remains in control over the use of the funds and is free
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to disregard the advice of the donor. Because the donor is able to influence how the funds are
used, there is concern that donor advised funds are being abused in various ways. The PPA adds
Sections 4966 and 4967 to the Code which is designed to improve the accountability of donor
advised funds.
1.
Definitions. Section 4966(d) of the Code contains four important
definitions, including a statutory definition of donor advised funds:
a.
Sponsoring Organization: A Sponsoring Organization is any
charitable organization that is not a private foundation and that maintains one or more Donor
Advised Funds. 66
b.
Donor Advised Fund: The term “donor advised fund” means a
fund or account: (1) that is separately identified by reference to contributions of a donor or
donors; 67 (2) that is owned and controlled by a Sponsoring Organization; and (3) with respect to
which a donor, or the donor’s designee has, or reasonably expects to have, advisory privileges 68
regarding the distribution or investment of any amounts held in the fund. 69 However, the term
“donor advised fund” does not include a fund or account from which grants to individuals for
travel, study or similar purposes are made as long as (a) the donor’s advisory privileges are
performed exclusively by such donor in his capacity as a member of a committee appointed by
the Sponsoring Organization, (b) no combination of a donor and persons related to or appointed
by such donor control such committee, and (c) all grants from such funds satisfy the
requirements applicable to private foundations under Section 4945(g) with respect to grants
made for travel, study or similar purposes. 70 In addition, a fund which benefits a single
identified organization or governmental entity is exempted from treatment as a Donor Advised
Fund. 71 Furthermore, the Secretary of the Treasury (the “Secretary”) may exempt from
treatment as a Donor Advised Fund a fund which is advised by a committee not controlled by a
donor, donor advisor or related persons or which is designed to benefit a single identified
charitable purpose. In Notice 2006-109, the Internal Revenue Service determined that employersponsored disaster relief funds are excluded from treatment as Donor Advised Funds, provided
certain requirements are met. 72
c.
Fund Manager: A Fund Manager is any officer, trustee, or director
of a Sponsoring Organization and, with respect to a specific act or failure to act, the employees
of the Sponsoring Organization having authority or responsibility with respect to such act or
failure to act. 73
d.
Disqualified Supporting Organization: A Disqualified Supporting
Organization is (1) any Type III supporting organization that is not a functionally integrated
Type III supporting organization, (2) any Type I, Type II or functionally integrated Type III
supporting organization over which a donor or donor appointee who advises regarding
distributions from a Donor Advised Fund to such organization has direct or indirect control, or
(3) any other supporting organization that the Secretary determines by regulation to be a
Disqualified Supporting Organization. 74

13
T E X A S T A X L A W Y E R – S PR I NG 2011

BACK TO TABLE OF CONTENTS

2.
Inappropriate Donor Benefits. In order to combat abuses where donors are
inappropriately benefiting from Donor Advised Fund assets, the PPA imposes several reforms.
First, Section 4966 of the Code prohibits distributions from a Donor Advised Fund to
individuals. Second, donors, donor advisors, and investment advisors to Donor Advised Funds
are automatically treated as disqualified persons with respect to the Sponsoring Organization for
purposes of Section 4958(f) of the Code. 75 Accordingly, transactions between these persons and
the Sponsoring Organization are subject to the excess benefit transaction rules contained in
Section 4958 of the Code. In addition, the definition of “excess benefit transaction” is amended
to include any grant, loan, compensation or similar payment 76 from a Donor Advised Fund to a
person who is a donor, donor advisor, or related person. 77 The entire amount of any such grant,
loan, compensation or similar payment is treated as an “excess benefit” subject to the tax,
regardless of whether the terms of the payment are reasonable. Finally, if a donor, donor
advisor, or related person receives, directly or indirectly, a benefit as a result of a distribution
from a Donor Advised Fund, and such benefit is more than incidental, Section 4967 of the Code
would impose excise taxes of 125% of the more than incidental benefit 78 on the donor or donor
advisor who recommended the distribution and on the recipient of the benefit. 79 An excise tax of
10% of the more than incidental benefit is also imposed on Fund Managers who approved the
distribution.80 There is no exception for Fund Managers acting not willfully and due to
reasonable cause. No tax will be imposed under Code Section 4967 if a tax has been imposed
under Code Section 4958 with respect to the distribution. 81
V.

Reporting Compensation on Form 990

Key Thresholds and Definitions. Thresholds vary for purposes of reporting
A.
names and compensation on Form 990 as follows:
Director or Trustee. All voting directors and trustees of a charitable
1.
organization are reported on Form 990 without regard to compensation.
2.
Officer. All officers of a charitable organization are reported without
regard to compensation.
3.
Key Employee. A key employee is reported on Form 990 only if the
employee’s compensation exceeds $150,000 and the employee (a) has responsibilities, powers or
influence over the organization similar to those of officers, directors or trustees, (b) manages a
discrete segment or activity of the organization that represents at least 10% of the assets, income
or expenses of the organization, or (c) has or shares authority to control or determine at least
10% of the organization’s capital expenditures, operating budget or employee compensation.
4.
Highest Compensated Employees. An organization’s highest compensated
employees include its other employees whose compensation exceeds $100,000. Only the top
five highest compensated employees are reported on Form 990.
5.

ODTKEs.

ODTKEs include officers, directors, trustees and key

employees.
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6.
Family Member / Family Relationship. For purposes of Form 990
reporting, a family member includes an individual’s spouse, ancestors, siblings (whole or half),
children (natural or adopted), grandchildren, great-grandchildren, and spouses of siblings,
children, grandchildren, and great-grandchildren.
B.
Part VI – Line 15; Rebuttable Presumption of Reasonableness. Line 15 of Part VI
asks “[d]id the process for determining compensation of the CEO/Executive Director/top
management official and other officers or key employees of the organization include a review
and approval by independent persons, comparability data, and contemporaneous substantiation of
the deliberation and decision?” Essentially, the organization is asked to describe if and how it
establishes a rebuttable presumption of reasonableness for compensation paid to the listed
individuals. Schedule O must include a description sufficient to evidence that the organization
takes appropriate steps to avoid the payment of “excess benefits” that could be taxable to the
recipient and managers under Section 4958 of the Code. A clue to the desired elements of the
compensation determination process is found in Schedule J, Part 1, Line 3, which lists the
following components: compensation committee, independent compensation consultant, Form
990s of other organizations, written employment contracts, compensation surveys, and approval
by the governing board or compensation committee.
C.
Part VII – ODTKEs and Highest Compensated Employees. All compensation
paid to ODTKEs and highly compensated employees must be reported in Part VII. For purposes
of Part VII, a person with any voting power at any time during the year, whether compensated or
not, is considered a director or trustee and must be listed. If the membership of the board
changes during the year, there will be more directors listed than the number that served at any
one time, and all of them will be listed as “current” members of the board per the Form 990
instructions. Officers include anyone with top administrative and financial duties without regard
to designation or title.
One objective of the Form 990 redesign with respect to compensation reporting was to
gain the ability to compare similar organizations with different tax years. Thus, compensation for
all organizations is reported on a calendar year basis as reflected on Forms W-2 or 1099. The
following compensation must be reported for the individuals required to be listed in Part VII
regardless of amount: (i) salaries and bonuses; (ii) employer contributions to defined benefit
retirement plans; (iii) tax deferred employer and employee contributions to qualified defined
contribution retirement plans; (iv) increase in the actuarial value of a qualified or nonqualified
defined benefit plan, whether or not the plan is funded, vested or subject to a substantial risk of
forfeiture; (v) increase in the value of a deferred compensation plan, whether or not vested or
paid to the employee; and (vi) the value of health benefits provided by the employer that are not
reported as part of reportable compensation, such as health insurance premiums, medical
reimbursement, flexible spending plan contributions, and the value of health coverage provided
by an employer’s self-insured or self-funded health plan. Other compensation, such as
compensation from a related organization and other reportable employee benefits (e.g.,
automobile allowances, life insurance, tuition assistance, dependent care assistance, disability
insurance and club dues), must be reported if it exceeds $10,000 per item. 82
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Reporting difficulties with Part VII stem primarily from payments made by affiliated
organizations, outside management companies, and common paymasters, including how to
obtain the proper information and what to report. For example, Organization A serves as
common paymaster for itself and Organization B, a related entity. Officer M works 75% of her
time for A and 25% for B. One hundred percent of M’s compensation is reported on the returns
for both organizations. Thus, a person reading both organizations’ Forms 990 may conclude that
Officer M received more compensation than was actually paid due to the requirement to report
the same compensation on both returns. The organizations can alleviate this misperception of
excessive compensation by including a statement on Schedule O of both returns that describes
the allocation of Officer M’s compensation between the two organizations and that explains the
same compensation is required to be reported on both returns.
D.
Schedule J – Compensation Information for Certain ODTKEs and Highest
Compensated Employees. Schedule J requires an organization to report additional detailed
information regarding the compensation paid to certain ODTKEs and highest compensated
employees. An organization is required to complete Schedule J if it meets any of the following
requirements: (i) the organization is required to list any former ODTKE or highest compensated
employees in Part VII; (ii) the sum of reportable compensation and other compensation paid to
any individual listed in Part VII exceeds $150,000; or (iii) the organization participated in an
arrangement in which an unrelated organization paid compensation to one of its ODTKEs or
highest compensated employees for services performed for the filing organization. If an
organization is required to file Schedule J, the organization only needs to report on Schedule J
the individuals that satisfy one of the three threshold requirements; other ODTKEs and highest
compensated employees are not required to be reported on Schedule J.
Part I contains questions regarding the organization’s executive compensation practices
and policies. Line 3 asks about the method for determining compensation for the organization’s
chief executive officer. Like line 15 in Part VI of the core form, the question seeks to determine
if the organization is following the rebuttable presumption of reasonableness procedures in
determining the CEO’s compensation. All other questions in Part I relate to the organization’s
compensation practices and policies with respect to all of its ODTKEs and highest compensated
employees reported in Part VII, even if the details of the compensation paid to some of those
individuals are not required to be reported on Schedule J. Line 4 asks whether any of the
reported individuals received a severance or change of control payment, participated in a
supplemental nonqualified retirement plan, or participated in an equity-based compensation
arrangement. If so, the details of the arrangement must be described in Part III of Schedule J. In
particular, the Internal Revenue Service is likely to scrutinize severance payments and equitybased compensation arrangements for potential excess benefit. The Internal Revenue Service is
suspicious of any compensation that does not have a fixed amount or value. Therefore, lines 5,
6, and 7 ask whether the organization has paid any non-fixed payments to or participates in
revenue-sharing arrangements with its ODTKEs and highest compensated employees. If so, the
details of the arrangement must be reported in Part III of Schedule J.
E.
Schedule L – Relationships. This schedule should be considered hand-in hand
with responses provided in the governance portion of Part VI of Form 990. The completion of
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Schedule L is made more complicated by the fact that the four separate parts each have a
different definition of the term “interested person.”
Part I requires disclosure of impermissible excess benefits with disqualified persons, which
are subject to the intermediate sanctions penalties under Section 4958 of the Code and required
to be reported on Form 4720. Coordination of the information provided in Line 15 of Part VI and
Lines 1-8 of Schedule J, Part I (relating to compensation), is prudent.
Part II reports loans to or from interested persons that are outstanding at the end of the year,
regardless of whether the loans constitute excess benefit transactions under Section 4958. Loans
for this purpose include salary and other advances and receivables. Interested persons include
current and former ODTKEs listed in Part VII, Section A, highest compensated employees, and
disqualified persons as defined in Section 4958 of the Code. Even though loans to or from
interested persons may be permissible, the Internal Revenue Service, the Panel on the Nonprofit
Sector and charity watchdog groups all view interested person loans with great skepticism.
Part III reports grants or assistance benefiting interested persons. Interested persons for this
purpose include current and former ODTKEs listed in Part VII, Section A, substantial
contributors, and family members and 35% controlled entities of any of the foregoing. The
INTERNAL REVENUE SERVICE has stipulated that grants paid to an interested person who is
a member of the charitable class which the grant is intended to benefit in furtherance of the
organization’s exempt purpose, such as disaster relief or trauma counseling, need not be
reported. Grants to enhance one’s literary, artistic or other skills are reportable. The names of
interested person grantees receiving funding for study or travel or for achievement awards must
be included. Schools that award scholarships are not required to identify interested persons who
receive grants.
Part IV identifies reportable business transactions for which payments were made between
the organization and an interested person during the tax year. The definition of interested person
is broad and includes current and former ODTKEs listed on Part VII, Section A, family members
or 35% controlled entities of any ODTKEs, or an entity (other than an exempt organization
described in Section 501(c) of the Code or a governmental unit or instrumentality) of which a
current or former ODTKE listed in Form 990, Part VII, Section A was serving at the time of the
transaction as (1) an officer, (2) a director, (3) a trustee, (4) a key employee, (5) a partner or
member with a direct or indirect ownership interest in excess of 5% (including ownership by a
family member) if the entity is treated as a partnership, or (6) a shareholder with a direct or
indirect ownership interest in excess of 5% (including ownership by a family member) if the
entity is a professional corporation. Business transactions include contracts of sale, lease, license,
and performance of services and also joint ventures in which the interest of the organization and
of the interested person each exceeds 10%. Business transactions with interested persons are
reportable if: (1) all payments during the tax year between the organization and interested person
exceeded $100,000, (2) all payments from a single transaction between the organization and
interested person exceeded the greater of $10,000 or 1% of the organization’s total revenues, (3)
compensation payments by the organization to a family member of certain persons exceeded
$10,000, or (4) in the case of a joint venture with an interested person, the organization has
invested $10,000 or more.
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VI.
Texas Law Related to Nonprofit Executive Compensation. Texas law is similar to
federal tax law regarding compensation of officers and directors of a nonprofit organization. The
Texas Nonprofit Corporation Law (TNCL) allows nonprofit corporations to “pay compensation
in a reasonable amount to its . . . directors and officers for services rendered.” 83
A.
Role of the Board of Directors. Typically, Texas nonprofit corporations are
managed by a board of directors (sometimes called the board of trustees). Texas law requires a
minimum of three directors of a nonprofit corporation. 84 The board of directors is ultimately
responsible for the oversight of the nonprofit corporation. The board of directors elects the
officers of the nonprofit corporation who are responsible for the day to day management of the
corporation. 85
B.
Fiduciary Duties of Nonprofit Directors. The fiduciary standards applicable to
charitable directors include the duty of care, the duty of loyalty, and the duty of obedience.
1.
Duty of Care. All nonprofit directors are subject to a duty of care. The
duty of care requires a nonprofit director to discharge his responsibilities in good faith, with the
care that an ordinarily prudent person in a like position would exercise under similar
circumstances, and in a manner the director reasonably believes is in the best interests of the
organization. 86 The degree of skill required is that of the ordinary prudent person, that is, the
basic directorial attributes of common sense, practical wisdom, and informed judgment. If a
director has special expertise, such as accounting, legal or investment expertise, then that director
must exercise the degree of skill that a prudent person with similar expertise would exercise in
the same or similar circumstances. The duty of care also requires that directors make decisions
they reasonably believe to be in the best interests of the corporation. 87
A director can fail to discharge the duty of care in two ways: by failing to supervise or by
failing to make an informed decision. Adequate supervision means that the director actively
participates in the charity’s governance, such as by regularly attending board meetings,
reviewing minutes and other materials disseminated to board members, meeting periodically
with senior management, periodically reviewing the charity’s financial statements and annual
information returns (IRS Form 990), and asking questions of outside experts such as consultants,
accountants and attorneys when appropriate. To make an informed decision, a director must be
adequately informed about the material aspects of a proposed transaction before approving it. In
discharging the duty of care, a director may rely in good faith on information, opinions, reports
or statements concerning the corporation that was prepared or presented by officers, employees,
a committee of the board of which the director is not a member, or outside professional advisors
to the corporation (e.g., auditors, legal advisors, and investment advisors). 88 Thus, directors
should be aware of the compensation paid to the organization’s officers and the method used to
determine the officers’ compensation. If the director is serving on a compensation committee (or
if approval of officer compensation is done by the entire board), then the director should review
all relevant materials related to the compensation decision prior to the meeting and ask relevant
questions of any compensation consultant retained by the organization.
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The business judgment rule protects nonprofit directors by providing that directors will not
be liable for harm to the corporation for the exercise of their judgment so long as they exercised
care in the decision making process. Thus more than simple negligence on the part of the
director is required to hold the director liable for a breach of the duty of care. The business
judgment rule applies only in the absence of fraud, illegality or a disabling conflict of interest. In
summary, the duty of care relates to the decision-making process. If a nonprofit director acts in
good faith and satisfies the requisite standard of care, a court generally will not review the action,
even if it proves disastrous to the charity. Accordingly, compliance with the duty of care
protects a nonprofit director from liability for decisions that, with the benefit of hindsight, turn
out to be wrong.
2.
Duty of Loyalty. To satisfy the duty of loyalty, a nonprofit director must
act in the best interests of the corporation, but does not need to avoid personal gain at all costs.
In the nonprofit corporate setting, a conflict-of-interest or self-dealing transaction is not flatly
prohibited, but should be carefully scrutinized. The only exception is a blanket prohibition on
loans to directors of a nonprofit corporation; any director who votes for or assents to the making
of the loan is jointly liable for the amount of the loan until it is repaid. 89 Before engaging in a
self-dealing or conflict-of-interest transaction with a charitable organization (including payment
of compensation to the director in the director’s capacity as an officer of the organization), the
director should disclose all material facts relating to his personal interest in the transaction to the
board of directors or a committee of the board comprised of disinterested directors, and a
majority of disinterested directors or committee members should approve the transaction only
after concluding that it is fair and reasonable to the charity. 90 If this procedure is followed, then
the transaction is not void or voidable solely because of the director’s interest in the transaction.
If the transaction occurred prior to obtaining approval from a majority of disinterested directors,
then the transaction may be ratified by a majority of disinterested directors or a committee of the
board comprised of disinterested directors provided the transaction is fair to the nonprofit
corporation. A breach of the duty of loyalty not only gives rise to a tort claim under state law,
but may also implicate penalties under federal tax law as an excess benefit transaction.
3.
Duty of Obedience. The duty of obedience requires a director to adhere to
the governing documents of the organization and to faithfully adhere to its mission, and to follow
restrictions imposed by donors on contributions of charitable funds. Essentially, the duty of
obedience requires directors and trustees to refrain from transactions and activities that are ultra
vires. Thus, a director must carefully review the governing documents of the organization and
adhere to any provisions in the governing documents addressing the compensation of the
organization’s directors and officers.
4.
Limitation of Liability. Texas law allows for a nonprofit corporation to
limit the liability of its directors to the organization or its members for monetary damages for an
act or omission by the director in the person’s capacity as a director by including appropriate
provisions in its certificate of formation. 91 However, the elimination or limitation of the liability
of a director is not allowed to the extent the person is found liable under applicable law for: (1) a
breach of the director’s duty of loyalty; (2) an act or omission not in good faith that: (A)
constitutes a breach of duty of the director to the organization; or (B) involves intentional
misconduct or a knowing violation of law; (3) a transaction from which the director received an
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improper benefit, regardless of whether the benefit resulted from an action taken within the
scope of the director’s duties; or (4) an act or omission for which the liability of a director is
expressly provided by an applicable statute. 92
C.
Enforcement by the Texas Attorney General. Officers and directors who breach
their fiduciary duties to the nonprofit corporation may be held liable to the nonprofit corporation
for the resulting damages to the corporation. Generally, the Texas Attorney General is vested
with the authority to investigate and enforce potential breaches of fiduciary duties by nonprofit
officers and directors. While the enforcement of excessive compensation paid to nonprofit
directors and officers in Texas by the Texas Attorney General is not common, it has been
successfully done.
Most recently, the Texas Attorney General brought suit against several directors of the
Carl B. and Florence E. King Foundation seeking to recover excessive compensation paid to the
officers. 93 The King Foundation was established in 1966 by oilman Carl B. King and his wife,
Florence E. King. The primary defendant in the case, Carl L. Yeckel, is the Kings’ grandson.
Yeckel was elected to the King Foundation’s board of directors in 1971. At the time, Florence
King was the board’s president. Thereafter, in 1975, Yeckel accepted full-time employment with
the King Foundation for an annual salary of $24,000. Yeckel was elected president of the King
Foundation in 1993, after the death of both his grandparents. On October 6, 1994, during his first
year as Foundation president, Yeckel sent a memorandum to the board proposing raises for
himself and the King Foundation’s two other employees, Thomas Vett, the corporate secretary
and accountant, and office staffer Carolyn Mott. In the memo, Yeckel advised the board that his
annual salary as of that date was $220,800, that Vett’s salary was $120,700, and that Mott’s
salary was $75,500. Yeckel proposed a four percent fixed salary increase for each employee plus
“a possible merit scale of 0 - 4%,” effective as of June 1, 1994. Yeckel further stated that the
King Foundation’s practice had been to increase or adjust salaries each April 1, and justified the
raises he proposed as necessary to correct a “twenty month oversight” in making those annual
adjustments. Yeckel’s memo prompted at least one of the King Foundation’s board members to
raise concerns that the salary levels were high compared to comparable foundations--between
seventeen and sixty-five percent higher, the board member claimed--and could create problems
with the Internal Revenue Service. Similar concerns were raised by the accountant who prepared
the King Foundation’s tax returns.
In the years that followed, Yeckel did not again disclose employee salaries to the King
Foundation’s board, although this information was included in the Foundation’s annual tax
returns. Yeckel was able to set his own compensation and that of Vett and Mott, without board
approval. He steadily increased his compensation during each year of his presidency between
twenty and twenty-six percent each year from 1996 through 2000, while awarding Vett annual
increases of between nineteen and twenty-two percent. By 2002, Yeckel’s annual salary was
$974,978, Vett’s was $451,937, and Mott’s was $141,622, not counting benefits. In addition, a
separate bank account was established from which the salaries of Yeckel and Vett were paid, and
no one other than Yeckel and Vett saw the checks written on that account. Board members were
unaware of the continued increases in Yeckel’s compensation after 1994 and of various benefits
that Yeckel provided to himself using Foundation funds, including use of vehicles, private club
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memberships, payment of all unreimbursed health expenses for himself and his family, and use
of Foundation credit cards for personal charges that were not required to be reimbursed.
In August 2002, after receiving a complaint from Yeckel’s sister, the Texas Attorney
General sued the King Foundation, Yeckel, Vett, and other directors to protect the public interest
in the administration of charitable assets held by the King Foundation. The suit asserted claims
against Yeckel, Vett and other officers and directors of the King Foundation for breach of
fiduciary duty, conversion, conspiracy to commit fraud, and violation of the Texas Non-Profit
Corporation Act. Subsequently, Yeckel resigned from the King Foundation, each of the other
members of the five-member board either resigned or was removed, and Vett was terminated.
With a new board of directors in control, the Texas Attorney General dropped its suit against the
King Foundation, and the King Foundation asserted its own claims against Yeckel, the other
former directors, and Vett, and was realigned as a co-plaintiff with the Texas Attorney General.
Ultimately, settlements were reached with most of the other directors and a trial on the claims
against Yeckel and Vett ensued. The jury found Yeckel and Vett breached their fiduciary duties
to the King Foundation and received excessive compensation for their services. Yeckel was
ordered to reimburse the King Foundation $5,286,946.76 and Vett was ordered to reimburse the
King Foundation $2,304,629.49. Additional punitive damages of $14 million awarded by the
jury were not upheld on appeal. 94 The King Foundation case is representative of situations in
which the failure of board members to properly exercise their duty of care by staying informed
and properly supervising creates an environment ripe for abuse by self-interested officers and
directors.
D.
Proposed Legislation. The Texas Legislature is currently considering legislation
that would increase the enforcement power of the Texas Attorney General with respect to
charitable organizations. House Bill 2921 95 would amend the Texas Business Organizations
Code to provide:
If the attorney general has reason to believe that a nonprofit entity with a
charitable purpose is engaging in, has engaged in, or is about to engage in an
unlawful act or practice or that it would be in the public interest to conduct an
investigation to ascertain whether the entity is engaging in, has engaged in, or is about
to engage in an unlawful act or practice, the attorney general may:
(1) require an employee or agent of the entity to file on forms prescribed by the
attorney general a statement or report in writing, under oath or otherwise, as to all the
facts and circumstances concerning the alleged unlawful act or practice and other data
and information the attorney general considers necessary; and
(2) examine under oath any person in connection with the alleged unlawful act or
practice. 96
A similar amendment is proposed for the Texas Trust Code relating to charitable trusts.97
House Bill 2921 was recently reported favorably out of the State Affairs Committee on April 19,
2011 and may now be considered by the Texas House of Representatives. A similar Senate Bill
342 98 is currently pending for Senate committee action.
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Private foundations are subject to a different excise tax regime on transactions with disqualified persons. See
I.R.C. § 4941. Section 4941 of the Code prohibits direct or indirect acts of “self dealing” between a private
foundation and those individuals or entities who are “disqualified persons” with respect to the foundation.
Typically, in considering whether a transaction between a private foundation and a disqualified person is an act of
self-dealing, it is immaterial whether the transaction results in a benefit or detriment to the foundation. Treas. Reg. §
53.4941(d)-1(a). However, a private foundation generally may pay reasonable compensation to a disqualified
person, including its officers and directors, without creating a prohibited act of self-dealing. The payment of
compensation to a disqualified person for services unrelated to carrying out the foundation’ s exempt purposes and
the payment of excessive compensation (or payment or reimbursement of excessive expenses) by a private
foundation to a disqualified person are prohibited acts of self-dealing. I.R.C.§ 4941(d)(2)(E).
10
I.R.C. § 4958(c)(1).
11
I.R.C. § 4958(f)(1).
12
I.R.C. § 4958(a)(2).
13
I.R.C. § 4958 (d)(2).
14
I.R.C. § 4958(f)(6). The Treasury Regulations contain specific procedures to correct certain excess benefit
transactions between a public charity and a disqualified person. See Treas. Reg. § 53.4958-7.
15
I.R.C. § 4958(f)(1).
16
Treas. Reg. § 53.4958-3(c).
17
Treas. Reg. § 53.4958-3(e).
18
Treas. Reg. § 53.4958-3(e)(2).
19
Treas. Reg. § 53.4958-3(e)(3).
20
Notice 2010-78, 2010-49 I.R.B. 808 (Oct. 28, 2010). Note that this is a different standard than the one used to
determine which individuals are “highly-compensated employees” for Form 990 reporting purposes.
21
Treas. Reg. § 53.4958-3(d)(3).
22
Id.
23
Treas. Reg. § 53.4958-4(a)(3)(i).
24
Treas. Reg. § 53.4958-4(a)(3)(iii).
25
Treas. Reg. § 53.4958-4(a)(3)(ii).
26
Id.
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Treas. Reg. § 53.4958-4(a)(3)(vi).
A charitable organization’s payment of premiums for liability insurance covering Section 4958 excise taxes or
indemnification of such taxes will not be an excess benefit if the premium or indemnification is included in the
disqualified person’s compensation when paid and the disqualified person’s total compensation is reasonable.
Treas. Reg. § 53.4958-4(b)(1)(B)(2).
29
Treas. Reg. § 53.4958-4(b)(1)(B).
30
Treas. Reg. § 53.4958-4(a)(4).
31
Treas. Reg. § 53.4958-4(b)(1)(ii).
32
Mayson Mfg. Co. v. Comm’r, 178 F.2d 115 (6th Cir. 1949).
33
Treas. Reg. § 53.4958-4(b)(1)(ii).
34
These general timing rules also apply to property subject to a substantial risk of forfeiture. Therefore, if the
property subject to a substantial risk of forfeiture satisfies the definition of fixed payment, reasonableness is
determined at the time the parties enter into the agreement providing for the transfer of the property. Treas. Reg. §
53.4958-4(b)(2)(i).
35
Treas. Reg. § 53.4958-4(b)(2)(i).
36
See, e.g., Treas. Reg. § 53.4958-4(c)(4) Example 2.
37
Treas. Reg. § 53.4958-4(c)(1).
38
Treas. Reg. § 53.4958-4(c)(3).
39
Treas. Reg. § 53.4958-4(c)(2).
40
I.R.C. § 4958(c)(4).
41
Prop. Treas. Reg. § 53.4958-5(a) (withdrawn).
42
Prop. Treas. Reg. § 53.4958-5(d) (withdrawn).
43
Non-fixed payments to a disqualified person not subject to a cap are generally not advisable. The Internal
Revenue Service will not presume any non-fixed payments to be reasonable until the amounts are determined.
Treas. Reg. § 53.4958-6(d). Therefore uncapped non-fixed payments are highly vulnerable to challenges as excess
benefit transactions or private inurement.
44
H.R. Rep. No. 104-506, at 56-57.
45
Treas. Reg. § 53.4958-6(a)(1)-(3).
46
Treas. Reg. § 53.4958-6(c)(1)(i)(A)-(C).
47
Treas. Reg. § 53.4958-6(c)(1)(ii).
48
Treas. Reg. § 53.4958-6(a)(1).
49
Treas. Reg. § 53.4958-6(c)(1)(iii)(A)-(E).
50
Treas. Reg. § 53.4958-6(c)(2)(i). For organizations with annual gross receipts of less than $1 million, the
authorized body will be considered to have appropriate data as to comparability if it has compensation data of three
comparable organizations in the same or similar communities for similar services. Treas. Reg. § 53.4958-6(c)(2)(ii).
51
Treas. Reg. § 53.4958-6(c)(3)(i)(A)-(D), (ii).
52
Treas. Reg. § 53.4958-6(c)(3)(ii).
53
Report on Exempt Organizations Executive Compensation Compliance Project – Parts I and II (March 2007),
available at http://www.irs.gov/pub/irs-tege/exec_comp_final.pdf.
54
The 18-page script from the Phone Forum is available at http://www.irs.gov/pub/irstege/may_17_final_script_exec_comp_phone_forum.pdf.
55
In fact, many of the proposed reforms contained in the discussion draft found their way into the Pension
Protection Act of 2006 (the “PPA”), which was enacted in August 2006. While compensation reforms were not
contained in the PPA, then-serving Senate Finance Committee Chairman Grassley indicated that the PPA was only
the first of proposed legislative reforms for the charitable community and that more should be expected.
56
Available at http://www.nonprofitpanel.org/Report/final/Index.html.
57
Available at http://www.nonprofitpanel.org/Report/principles/Principles_Guide.pdf.
58
I.R.C. § 509(a)(3).
59
Proposed regulations issued on September 24, 2009 provide an integral part test to determine whether a Type III
supporting organization qualifies as a functionally integrated Type III supporting organization. See Prop. Treas.
Reg. § 1.509(a)-4(i)(4). A Type III supporting organization satisfies this integral part test if it either (1) serves as the
parent of each of its supported organizations or (2) engages in activities (i) substantially all of which directly further
the exempt purposes of its supported organizations, by performing the functions of, or carrying out the purposes of,
28
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such supported organizations, and (ii) that, but for the involvement of the supporting organization, would normally
be engaged in by its supported organizations. Id.
60
I.R.C. § 4943(f)(5)(B). As the Joint Committee on Taxation explains:
The current such regulation is Treasury regulation section 1.509(a)-4(i)(3)(ii). Under Treasury
regulation section 1.509(a)-4(i)(3), the integral part test of current law may be satisfied in one of two
ways, one of which requires a payout of substantially all of an organization’s income to or for the use
of one or more publicly supported organizations, and one of which does not require such a payout.
There is concern that the current income-based payout does not result in a significant amount being
paid to charity if assets held by a supporting organization produce little to no income, especially in
relation to the value of the assets held by the organization, and as compared to amounts paid out by
nonoperating private foundations. There also is concern that the current regulatory standards for
satisfying the integral part test not by reason of a payout are not sufficiently stringent to ensure that
there is a sufficient nexus between the supporting and supported organizations. In revising the
regulations, the Secretary has the discretion to determine whether it is appropriate to impose a payout
requirement on any or all organizations not currently required to pay out. It is intended that, in
revisiting the current regulations, if the distinction between Type III supporting organizations that are
required to pay out and those that are not required to pay out is retained, which may be appropriate, the
Secretary nonetheless shall strengthen the standard for qualification as an organization that is not
required to pay out. For example, as one requirement, the Secretary may consider whether substantially
all of the activities of such an organization should be activities in direct furtherance of the functions or
purposes of supported organizations.
Staff of the Joint Comm. on Tax’n, 109th Cong., Technical Explanation of H.R. 4, The “Pension Protection Act of
2006,” JCX-38-06 (Aug. 3, 2006) at 360, n. 571.
61
Pub. L. No. 109-280 (2006).
62
I.R.C. § 4958(f)(1)(D).
63
The term “other similar payment” is not intended to include a payment pursuant to a bona fide sale or lease of
property. Such payments are instead subject to the general rules of Section 4958 if the substantial contributor meets
the definition of a “disqualified person.” Staff of the Joint Comm. on Tax’n, 109th Cong., Technical Explanation of
H.R. 4, The “Pension Protection Act of 2006,” JCX-38-06 (Aug. 3, 2006) at 358.
64
I.R.C. § 4958(c)(3).
65
Id.
66
I.R.C. § 4966(d)(1).
67
A fund or account of a Sponsoring Organization which pools contributions of multiple donors generally will not
meet the first prong of the definition of “donor advised fund” unless the contributions of specific donors are in some
way tracked and accounted for within the fund. Staff of the Joint Comm. on Tax’n, 109th Cong., Technical
Explanation of H.R. 4, The “Pension Protection Act of 2006,” JCX-38-06 (Aug. 3, 2006) at 342-43.
68
This requirement is satisfied only if the expectation of advisory privileges is by reason of the donor’s status as
donor, and not solely by reason of the donor’s service to the Sponsoring Organization, such as by reason of the
donor’s position as an officer, employee or director of the Sponsoring Organization. Staff of the Joint Comm. on
Tax’n, 109th Cong., Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” JCX-38-06 (Aug. 3,
2006) at 344.
69
I.R.C. § 4966(d)(2).
70
I.R.C. § 4966(d)(2)(B)(ii).
71
I.R.C. § 4966(d)(2)(B)(i).
72
Notice 2006-109, 2006-51 I.R.B. 1121.
73
I.R.C. § 4966(d)(3).
74
I.R.C. § 4966(d)(4).
75
I.R.C. § 4958(f)(1)(D) and (E).
76
The term “other similar payment” is not intended to include a payment pursuant to a bona fide sale or lease of
property. Such payments are instead subject to the general rules of Section 4958. Staff of the Joint Comm. on
Tax’n, 109th Cong., Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” JCX-38-06 (Aug. 3,
2006) at 347.
77
I.R.C. § 4958(c)(2).
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78

Although there is no statutory definition of “incidental benefit,” the Joint Committee on Taxation’s interpretation
of this provision states that there is only an incidental benefit if, as a result of a distribution from a Donor Advised
Fund, a donor, donor advisor or related person, receives a benefit that would have reduced a charitable contribution
deduction if the benefit was received as part of the contribution to the Sponsoring Organization. Staff of the Joint
Comm. on Tax’n, 109th Cong., Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” JCX-38-06
(Aug. 3, 2006) at 350.
79
I.R.C. § 4967(a)(1).
80
I.R.C. § 4967(a)(2).
81
I.R.C. § 4967(b).
82
The $10,000 reporting threshold for other employee benefits and compensation paid by related organizations
applies only to compensation reported in Part VII. These items are also required to be reported on Schedule J,
regardless of amount. Accordingly, the amounts reported on Schedule J may exceed the amount of compensation
reported in Part VII for the same person.
83
Tex. Bus. Org. Code § 22.054.
84
Tex. Bus. Org. Code § 22.204(a).
85
See Tex. Bus. Org. Code § 22.232(b).
86
See Tex. Bus. Org. Code § 22.221(a).
87
See Tex. Bus. Org. Code § 22.221.
88
See Tex. Bus. Org. Code § 3.102.
89
See Tex. Bus. Org. Code § 22.225. In addition, loans to officers of a nonprofit corporation are prohibited unless
the loan is “(1) made for the purposes of financing the officer’s principal residence; or (2) set in an original principal
amount that does not exceed: (A) 100 percent of the officer’s annual salary, if the loan is made before the first
anniversary of the officer’s employment; or (B) 50 percent of the officer’s annual salary, if the loan is made in any
subsequent year.” Tex. Bus. Org. Code § 22.055(b).
90
See Tex. Bus. Org. Code § 22.230. Note that the procedure under Texas law for interested director transactions is
not as stringent at the rebuttable presumption of reasonableness procedure for transactions with disqualified persons
under Section 4958 of the Code.
91
See Tex. Bus. Org. Code § 7.001(b).
92
See Tex. Bus. Org. Code §7.001(c).
93
See Yeckel v. Abbott, No. 03-04-00713-CV, 2009 Tex. App. LEXIS 3881 (Tex. App. – Austin June 4, 2009, pet.
denied) (mem. op.).
94
Id.
95
Tex. H.B. 2921, 82nd Leg., R.S. (2011).
96
Id.
97
Id.
98
Tex. S.B. 342, 82nd Leg., R.S. (2011).
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DON’T TAX US, WE’RE EXEMPT
By: Glen A. Yale 1

I.

Introduction.

Real and tangible personal property that the State of Texas has jurisdiction to tax is taxable
unless exempt by law. Texas Tax Code Sec. 11.01.
Recognition of exemption under IRC Sec. 501(c)(3) does not automatically translate into
property tax exemption under the Texas Tax Code. To obtain a property tax exemption, the
exempt organization must:
•

Be a qualified organization as set forth in a section of the Texas Tax Code;

•

Own the type of property that is specified as exempt; 2 and

•

Make proper application for the property to be exempt.

A failure to meet any of these requirements may result in loss of exemption and taxation.
There is not a single definition of exempt organizations that tries to cover all organizations that
are intended to be exempt, much like IRC Section 501(c)(3) does. Rather the Texas Tax Code
has an exemption for Charitable Organizations that is mostly a list of types of charitable
organizations by function, and for religious organizations and for schools. These will be
discussed in that order.
II.

Charitable Organizations.

To obtain an exemption from property taxes most tax exempt organizations, other than churches
and schools, must meet the specific requirements that are set forth in Sec. 11.18, 3 entitled
“Charitable Organizations.” To obtain an exemption the organization must be a qualified
charitable organization, as provided under that section of the code.
A.
Qualified charitable organizations. A qualified charitable organization can be
operated by as individual or as a corporation, foundation, trust, or association. Sec. 11.18 (c).
Nothing is said about a limited liability company in the statute, so that would seem to place that
structure in doubt. Yet, Subsection 11.18(e) provides that with certain specific exceptions, that
the organization be a nonprofit corporation as defined by the Texas Non-Profit Corporation Act,
now the Business Organizations Code.

© 2010, Glen A. Yale. All rights reserved. No copyright is claimed for public laws or regulations.

1

TEXAS TAX LAWYER – SPRING 2011

BACK TO TABLE OF CONTENTS

To be a qualified charitable organization, it must also meet the applicable requirements of
Subsections (d), (e), (f) and (g). Id. Actually only the first three subsections apply to all
charitable organizations, as they are general in nature. Subsection (g) applies to organizations
that collect funds from the general public for other charitable organizations, such as the United
Way.
B.
Organize and perform charitable functions. Not all charitable organizations
qualify for exemption. Subsection (d) requires,
“A charitable organization must be organized exclusively to perform religious, charitable,
scientific, literary, or educational purposes and except as permitted by Subsections (h) and
(l), engage exclusively in performing one or more of the following charitable functions.” The
bold subheadings are the author’s.
1.
Indigent medical care. Providing medical care without regard to the
beneficiaries’ ability to pay, which in the case of a nonprofit hospital or hospital system means
providing charity care and community benefits in accordance with Texas Tax Code Sec 11.1801,
entitled “Charity Care and Community Benefits Requirements for Charitable Hospital.”
2.
Indigent and disaster care. Providing support or relief to orphans,
delinquent, dependent, or handicapped children in need of residential care, abused or battered
spouses or children in need of temporary shelter, the impoverished, or victims of natural disaster
without regard to the beneficiaries’ ability to pay.
3.
Support to elderly and handicapped. Providing support to elderly
persons, including the provision of recreational or social activities and facilities designed to
address the special needs of elderly person, or to the handicapped, without regard to the
beneficiaries’ ability to pay. 4
4.

Historical landmarks. Preserving a historical landmark or site.

a.
Section 11.24, entitled “Historic Sites,” states that the governing
body of a taxing unit by official action of the body adopted in the manner required by law for
official actions may exempt from taxation part or all of the assessed value of a structure or
archeological site and the land necessary for access to and use of the structure or archeological
site, if the structure or archeological site is:
(i)
designated as a Recorded Texas Historic Landmark under
Chapter 442, Government Code, or a state archeological landmark under Chapter 191, Natural
Resources Code, by the Texas Historical Commission; or
(ii)
designated as a historically or archeologically significant
site in need of tax relief to encourage its preservation pursuant to an ordinance or other law
adopted by the governing body of the unit.
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b.
Section 11.24 is the only exemption that is granted not by the
appraisal district but by each taxing unit and application must be made to each taxing unit. That
may make application under Sec. 11.18(d)(4) preferable.
5.
Cultural sites. Promoting or operating a museum, zoo, library, theater of
the dramatic or performing arts, 5 or symphony orchestra or choir.
6.

Humane society. Promoting or providing humane treatment of animals.

7.
Water companies. Acquiring, storing, transporting, selling, distributing
water for public use.
8.
Volunteer fire companies. Answering fire alarms and extinguishing fires
with no compensation or only nominal compensation to the members of the organization.
9.
Youth athletics. Promoting the athletic development of boys or girls
under the age of 18 years.
10.

Wildlife conservation. Preserving or conserving wildlife.

11.
Student scholarships. Promoting educational development through loans
or scholarships to students.
12.
Halfway houses.
Provide halfway house services pursuant to a
certification as a halfway house by the parole division of the Texas Department of Criminal
Justice.
13.
Housing for the elderly. Providing permanent housing and related social,
health care, and educational facilities for persons who are 62 years of age or older without regard
to the residents’ ability to pay.
14.
Art collection. Promoting or operating an art gallery, museum or
collection in a permanent location or on tour, that is open to the public.
15.
United Way type organizations. Providing for the organized solicitation
and collection for distributions through gifts, grants, and agreements to nonprofit charitable,
educations, religious, and youth organizations that provide direct human, health, and welfare
services.
a.
Section 11.18(g) provides that a charitable organization that
performs a charitable function specified by Subsection (d)(15) must:
(i)
be affiliated with a state or national organization that
authorizes, approves, or sanctions volunteer charitable fundraising organizations;
(ii)

qualify for exemption under IRC 501(c)(3);
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(iii)

be governed by a volunteer board of directors;

(iv)
distribute contributions to at least five other associations to
be used for general charitable purposes, with all recipients meeting the following criteria: (A) be
governed by a volunteer board of directors; (B) qualify for exemption under IRC 501(c)(3); (C)
receive a majority of annual revenue from private or corporate charitable gifts and government
agencies; and (D) provide services without regard to the ability of persons receiving the services
to pay for the services.
16.
Biomedical and scientific research. Performing biomedical or scientific
research or biomedical or scientific education for the benefit of the public.
17.
Public television station. Operating a television station that produces or
broadcasts educational, cultural, or other public interest programming and that receives grants
from the Corporation for Public Broadcasting under 47 U.S.C. Section 396, as amended.
18.
Low income housing. Providing housing for low-income and moderateincome families, for unmarried individuals 62 years of age or older, for handicapped individuals,
and for families displaced by urban renewal, through the use of trust assets that are irrevocably
and, pursuant to a contract entered into before December 31, 1972, contractually dedicated on
the sale or disposition of the housing to a charitable organization that performs charitable
functions described by Subdivision (9).
19.
Retirement communities. Providing housing and related services to
persons who are 62 years of age or older in a retirement community, if the retirement community
provides independent living services, assisted living services, and nursing services to its residents
on a single campus: (A) without regard to the residents’ ability to pay, or (B) in which at least
four percent of the retirement community’s combined net resident revenue is provided in
charitable care to its residents. See special definitions in Section 11.18(k) that apply to retirement
communities.
a.
Special definitions for retirement communities.
Subsection
11.18(k) gives special definitions that apply to nursing homes or retirement communities under
Subsection 11.18(d).
(i)
"Assisted living services" means responsible adult
supervision of or assistance with routine living functions of an individual in instances where the
individual's condition necessitates that supervision or assistance.
(ii)
"Charity care," "government-sponsored indigent health
care," and "net resident revenue" are determined in the same manner for a retirement community
or nursing home as for a hospital under Section 11.1801(a)(2).
(iii) "Nursing care services" includes services provided by
nursing personnel, including patient observation, the promotion and maintenance of health,
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prevention of illness or disability, guidance and counseling to individuals and families, and
referral of patients to physicians, other health care providers, or community resources if
appropriate.
(iv)
"Retirement community" means a collection of various
types of housing that are under common ownership and designed for habitation by individuals
over the age of 62.
(v)
"Single campus" means a facility designed to provide
multiple levels of retirement housing that is geographically situated on a site at which all levels
of housing are contiguous to each other on a single property.
20.
Cooperative university housing. Providing housing on a cooperative
basis to students of an institution of higher education if: (A) the organization is exempt under
IRC Sec. 501(c)(3); (B) membership in the organization is open to all students enrolled in the
institution and is not limited to those chosen by current members of the organization; (C) the
organization is governed by its members; and (D) the members of the organization share the
responsibility for managing the housing.
21.
Urban land bank demonstration program. Acquiring, holding and
transferring unimproved real property under an urban land bank demonstration program
established under Chapter 379C, Local Government Code, as or on behalf of a land bank.
22.
Urban land bank program. Acquiring, holding, and transferring
unimproved real property under an urban land bank program established under Chapter 379E,
Local Government Code, as or on behalf of a land bank.
23.
Public radio station.
Operating a radio station that broadcasts
educational, cultural, or other public interest programming, including classical music, and that in
the preceding five years has received or been selected to receive one or more grants from the
Corporation for Public Broadcasting under 47 U.S.C. Section 396, as amended. 6
24.
Housing for homeless. Providing housing and related services to
individuals who: (A) are unaccompanied and homeless and have a disabling condition; and (B)
have been continuously homeless for a year or more or have had at least four episodes of
homelessness in the preceding three years. 7
C.

Not Operated for Private Gain. Subsection (e) requires,

“A charitable organization must be operated in a way that does not result in accrual of
distributable profits, realization of private gain resulting from payment of compensation in
excess of a reasonable allowance for salary or other compensation for services rendered, or
realization of any other form of private gain and, if the organization performs one or more of
the charitable functions specified by Subsection (d) other than a function specified by
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Subdivision (1), (2), (8), (9), (12), (16), or (18), be organized as a nonprofit corporation as
defined by the Texas Non-Profit Corporation Act.”
D.

Dissolution. Subsection (f) requires, “A charitable organization must:

1.
use its assets in performing the organization’s charitable functions or the
charitable functions of another charitable organization; and
2.
by charter, bylaw, or other regulation adopted by the organization to
govern its affairs direct that on discontinuance of the organization by dissolution or otherwise:”
a.
the assets are to be transferred to this state, the United States, or an
educational, religious, charitable, or other similar organization that is qualified as a charitable
organization under IRC Sec. 501(c)(3);
b.
if required for the organization to qualify as a tax-exempt
organization under IRC Sec 501(c)(12), [benevolent life insurance associations of a purely local
character, mutual ditch or irrigation companies, mutual or cooperative telephone companies, or
like organizations], the assets are to be transferred directly to the organization’s members, each
of whom, by application for an acceptance of membership in the organization, has agreed to
immediately transfer those assets to this state or to an educational, religious, charitable, or other
similar organization that is qualified as a charitable organization under IRC Sec. 501(c)(3), as
designated in the bylaws, charter, of regulation adopted by the organization.
Exclusively, not so much. There are two exceptions to the “exclusively function”
E.
requirement that apply generally and one that applies to organizations that provides services to
the elderly.
1.
Generally. Subsection 11.18(h) states that performance of noncharitable
functions by a charitable organization that owns or uses exempt property does not result in loss
of an exemption authorized by Section 11.18 if those other functions are incidental to the
organization’s charitable functions.
Subsection (h) also provides that the division of responsibilities between an
organization that qualifies as a charitable organization under Subsection (c) and another
organization will not disqualify the organizations or any property owned or used by either
organization from receiving an exemption under section 11.18 if the collaboration furthers the
provision of one or more of the charitable functions described in Subsection 11.18(d) and if the
other organization:
a.

is exempt from federal income taxation under IRC Sec 501(c)(3);

b.

meets the criteria for a charitable organization under Subsections

(e) and (f); and
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c.
is under common control with the charitable organization
described in this subsection.
2.
Services to elderly. Subsection 11.18(l) provides that a charitable
organization described in Subsection 11.18(d)(3) that provides support to elderly persons must
engage primarily in performing charitable functions described by Subsection (d)(3), but may
engage in other activities that support or are related to its charitable functions.
III.

Religious Organizations.

Religious organizations are covered under a separate section, Sec. 11.20.
A.

Qualified religious organizations.

To qualify for an exemption as a religious organization, an organization (whether
operated by an individual, as a corporation, or as an association) must; Sec. 11.20(c):
1.
be organized and operated primarily for the purpose of engaging in
religious worship or promoting the spiritual development or well-being of individuals.
“Religious worship” means individual or group ceremony or meditation,
education, and fellowship, the purpose of which is to manifest or develop reverence, homage,
and commitment in behalf of a religious faith; Sec. 11.20(e);
Evidence was legally sufficient to support jury finding that entire 64-acre tract
owned by the church and used as a church camp site was an actual place of worship, thereby
qualifying for property tax exemption. Kerrville Independent School Dist. v. Southwest Texas
Encampment Ass’n, 673 S.W. 2d 256 (Texas App. 4th 1984 writ ref’d n.r.e). A building used by a
minister to prepare religious radio programs was exempted in Highland Church of Christ v.
Powell, 644 S.W.2d 177 (Tex. App. – Eastland 1983, writ ref’d n.r.e.). Church owned parking
lots also may be exempted from taxation even if they are leased out during the week 8. First
Baptist Church of San Antonio v. Bexar County Appraisal District, 833 S.W.2d 108 (Tex. 1992).
2.
be operated in a way that does not result in accrual of distributable profits,
realization of private gain resulting from payment of compensation in excess of a reasonable
allowance for salary or other compensation for services rendered, or realization of any other
form of private gain;
3.
use its assets in performing the organization’s religious functions or the
religious functions of another religious organization;
4.
by charter, bylaw, or other regulation adopted by the organization to
govern its affairs direct that on discontinuance of the organization by dissolution or otherwise the
assets are to be transferred to this state, the United States, or a charitable, educational, religious,
or other similar organization that is a qualified IRC Sec. 501(c)(3) organization.
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B.
Exempt property. There are eight types of exempt property for a qualified
religious organization; Sec. 11.20(a) and (b). The bold subheadings are the author’s.
1.
Place of regular religious worship. The real property that is owned by
the religious organization, is used primarily as a place of regular religious worship, and is
reasonably necessary for engaging in religious worship; Sec. 11.20(a)(1).
2.
Tangible personal property. The tangible personal property that is
owned by the religious organization and is reasonably necessary for engaging in worship at the
place of regular religious worship; Sec. 11.20(a)(2).
3.
Residence for clergy. The real property that is owned by the religious
organization and is reasonably necessary for use as a residence (but not more than one acre of
land for each residence) if the property: (A) is used exclusively as a residence for those
individuals whose principal occupation is to serve in the clergy of the religious organization; and
(B) produces no revenue for the religious organization; Sec. 11.20(a)(3).
4.
Tangible personal property in residence. The tangible personal property
that is owned by the religious organization and reasonably necessary for use of the residence
specified in (3); Sec. 11.20(a)(4).
5.
Incomplete improvement. The property owned by the religious
organization consisting of: (A) an incomplete improvement that is under active construction or
other physical preparation and that is designed and intended to be used by the religious
organization as a place of regular religious worship when complete; and (B) the land on which
the incomplete improvement is located that will be reasonably necessary for the religious
organization’s use of the improvement as a place of regular religious worship. A property may
not be exempt under this provision for more than three years; Sec. 11.20(a)(5).
6.
Expansion land. The land that the religious organization owns for the
purpose of expansion of the religious organization’s place of regular religious worship or
construction of a new place of regular religious worship if: (A) the religious organization
qualifies other property, including a portion of the same tract or parcel of land, owned by the
organization for an exemption under (1) or (5); and (B) the land produces no revenue for the
religious organization. A tract of land that is contiguous to the tract of land on which the
religious organization’s place of regular religious worships is located may not be exempted
under the provisions for more than six years and a tract of land that is not contiguous to the tract
of land on which the religious organization’s place of regular religious worship is located may
not be exempted under this provisions for more than three years; a tract of land is considered to
be contiguous with another tract of land if the land if the tracts are divided only by a road,
railroad track, river, or stream; Sec. 11.20(a)(6).

© 2010, Glen A. Yale. All rights reserved. No copyright is claimed for public laws or regulations.

8

TEXAS TAX LAWYER – SPRING 2011

BACK TO TABLE OF CONTENTS

7.
School property. The real property owned by the religious organization
that is leased to another person and used by the person for the operation of a school that qualifies
as a school under Section 11.21(d); Sec. 11.20(a)(7).
8.
Endowment funds. Endowments funds the organization owns that are
used exclusively for the support of the religious organization and are invested exclusively in
bonds, mortgages, or property purchased at a foreclosure sale for the purpose of satisfying or
protecting the bonds or mortgages; foreclosure sale property that is held by an endowment fund
for longer than the two year period immediately following purchase a the foreclosure sale is not
exempt from taxation. Sec. 11.20(b).
C.
Occasional secular use. Use of property that qualifies for exemption as a religious
organization for occasional secular purposes other than religious worship does not result in loss
of the exemption if the primary use of the property is for religious worship and all income from
the other use is devoted exclusively to the maintenance and development of the property as a
place of religious worship.
D.
Increased tax on sale of expansion land. For a sale of land that is exempt under
Section 11.20(a)(6) to another person, an additional tax is imposed on the land equal to the tax
that would have been imposed on the land had the land been taxed for each of the five years
preceding the year in which the sale or transfer occurs in which the land received an exemption
under that subsection, plus interest at an annual rate of seven percent calculated from the dates
on which the taxes would have become due.
These sanctions do not apply if the sale or transfer occurs as a result of :
1.

a sale for right-of-way:

2.

a condemnation;

3.
a transfer of property to the state or a political subdivision of the state to
be used for a public purpose;
4.
a transfer of property to a religious organization that qualifies the property
for an exemption under Section 11.20 for the tax year in which the transfer occurs. Sec.
11.201(e).
This caution is addressed to purchasers of land from churches:
[W]hen buying land from a church, it is important to determine whether or not the land
is expansion land. If it is, it will be necessary to estimate the taxes that would have been
imposed on the land for the prior 5 years and escrow the same until the roll back is
assessed. This may impose a challenge, because in contrast to ag use exempt land, for
which the appraisal district makes an annual valuation determination, land held by a
church is listed as exempt on the tax rolls, so there is no annual determination of value
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by the appraisal district. As such, it may be safest for the buyer to insist that the parties
utilize the current sale price of the land for tax estimation purposes, as it is unlikely that
the appraisal district could prevail in an argument that the land was worth more during
any of the 5 previous years than the buyer is currently paying for the land. D. Becker,
“Avoiding Malpractice – Property Tax Pitfalls, 2008 State Bar College “Summer
School”, p. 7.
A caution could also be addressed to a church selling expansion land to make sure that the
sales contract does not place the increased taxes upon the church.
IV.

Schools.

Schools and exemption from taxation are covered in Sec. 11.21, entitled “Schools.”
A.
Qualified schools. To be a school qualified for an exemption, an organization
(whether operated by an individual, as a corporation, or as an association) must:
1.
be organized and operated primarily for the purpose of engaging in
educational functions;
2.
normally maintain a regular faculty and curriculum and normally have a
regularly organized body of students in attendance at the place where its educational functions
are carried on;
3.
be operated in a way that does not result in accrual of distributable profits,
realization of private gain resulting from payment of compensation in excess of a reasonable
allowance for salary or other compensation for services rendered, or realization of any other
form of private gain and, if the organization is a corporation, be organized as a nonprofit
corporation as defined by the Texas Non-Profit Corporation Act;
4.
use its assets in performing the organization’s educational functions or the
educational functions of another educational organization; and
5.
by charter, bylaw, or other regulation adopted by the organization to
govern its affairs direct that on discontinuance of the organization by dissolution or otherwise the
assets are to be transferred to this state, the United States, or an educational, charitable, religious,
or other similar organization that is qualified as a charitable organization under IRC Sec.
501(c)(3).
B.

School exemptions. A person is entitled to an exemption from taxation of:

1.
the buildings and tangible personal property that the person owns and that
are used for a qualified school in Section (d) if: (A) the school is operated exclusively by the
person owning the property; (B) the buildings and tangible personal property are used
exclusively for educational functions; use of exempt tangible property for functions other than
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educational functions does not result in loss of an exemption authorized by this section if those
other functions are incidental to use of the property for educational functions and benefit the
students or faculty of the school; (C) the buildings and tangible personal property are reasonably
necessary for the operation of the school;
2.
the real property owned by the person consisting of: (A) an incomplete
improvement that: (i) under active construction or other physical preparation; and (ii) is designed
and intended to be used for a school that is a qualified school in Section 11.21(d); but not for
more than three years, Sec. 11.21(g).
C.
Endowment funds. Endowments funds that are used exclusively for the support of
the school and are invested exclusively in bonds, mortgages, or property purchased at a
foreclosure sale for the purpose of satisfying or protecting the bonds or mortgages; foreclosuresale property that is held by an endowment fund for longer than the two-year period immediately
following purchase at the foreclosure sale is not exempt from taxation.
V.

Miscellaneous Organization Exemptions.

Other sections of the Tax Code, Section 11.23 in particular, contain miscellaneous
provisions, applicable to specific types of organizations and to specific named organizations.
Some provisions of general application are:
A.
Veteran’s Organizations. A nonprofit organization that is composed primarily of
members or former members of the armed forces of the United States or its allies and that is
chartered or incorporated by the United State Congress is entitled to an exemption from taxation
of each of the buildings (including the land that is reasonable necessary for use of, access to, and
ornamentation of the buildings) and other property owned and primarily used by the organization
if the property is not used to produce revenue or held for gain. Occasional renting of the post or
chapter property for other nonprofit activities does not result in loss of the exemption provided
by this subsection if the rental proceeds are used solely for the maintenance and improvement of
the property. An organization is a nonprofit organization if it is organized and operated in a way
that does not result in the accrual of distributable profits, realization of private gain from
payment of compensation in excess of a reasonable allowance for salary or other compensation
for services rendered, or realization of any other form of private gain. Section 11.23 (a).
B.
Private Enterprise Demonstration Associations. An association that engages
exclusively in conducting nonprofit educational programs designed to demonstrate the American
private enterprise system to children and young people and that operates under a state or national
organization that is organized and operated for the same purpose is entitled to an exemption from
taxation of the tangible property that it owns and uses exclusively if it is reasonably necessary for
the association’s operation. Section 11.23(e).
C.
Theater Schools. The provisions of Section 11.23(g) are so detailed they appear
to have been to qualify one specific taxpayer.
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A corporation that is organized to promote the teaching and study of the dramatic
arts is entitled to an exemption from taxation of the property it owns and uses in the
operation of a school for the dramatic arts if:
1.
the corporation is organized as a nonprofit corporation as defined by the
Texas Non-Profit Corporation Act;
2.
the corporation is not self-sustaining in any fiscal year from income other
than gifts, grants, or donations;
3.

the corporation is exempt from federal income taxes;

4.
the school maintains a theater-school program with regular classes for at
least four grades, formal textbooks and curriculum, an enrollment of 150 or more students during
each of at least two semesters every calendar year, and a faculty substantially all of whom hold
degrees in theater arts from an accredited school of higher education;
5.
the school offers apprenticeship or other practical training in theater
management and operation for college students or offers similar training for playwrights, actors,
and production personnel; and
6.
more than one-half of each season's theatrical productions for which
admission is charged have significant literary merit of the character that contributes to the
educational programs of secondary schools and schools of higher education.
D.
County Fair Associations. A county fair association organized to hold
agricultural fairs and encourage agricultural pursuits is entitled to an exemption from taxation of
the land and building that it owns and uses to hold agricultural fairs. Section 11.23(h).
E.
Community Service Clubs. Section 11.23(i) provides that an association that
qualifies as a community service club is entitled to an exemption from taxation of the tangible
property the club owns that qualifies under Article VIII, Section 2, of the constitution and that is
not used for profit or held for gain. To qualify as a community service club for the purposes of
this subsection, an association must:
1.
be organized to promote and must engage primarily in promoting: (A) the
religious, educational, and physical development of boys, girls, young men, or young women;
(B) the development of the concepts of patriotism and love of country; and (C) the development
of interest in community, national, and international affairs;
2.

be affiliated with a state or national organization of similar purpose;

3.

be open to membership without regard to race, religion, or national origin;

and
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4.
be operated in a way that does not result in accrual of distributable profits,
realization of private gain resulting from payment of compensation in excess of a reasonable
allowance for salary or other compensation for services rendered, or realization of any other
form of private gain.
F.
Youth Spiritual, Mental and Physical Development Associations. Property that is
owned by an organization that is organized and operated primarily for the purpose of promoting
the threefold spiritual, mental, and physical development of boys, girls, young men, or young
women, and operates in conjunction with a state or national organization may be exempt. Sec.
11.19.
G.

Limited Organizations

There are exemptions granted for organizations that are granted for organizations of
very limited application.
1.

2.

Exemptions for Specific Organizations.
a.

Federation of Women’s Clubs. 11.23(b).

b.

Nature Conservancy of Texas. 11.23(c)

c.

Congress of Parents and Teachers. 11.23(d)

Specific Types of Organizations;
a.

Medical Center Development. 11.23(j)

b.

Medical Center Development in Populous Counties. 11.23(j-1)

c.

Scientific Research Corporations. 11.23(k)

3.
There are several Sections that are limited in their application to specific
types of organizations:
a.

Section. 11.30 Nonprofit Water Supply or Wastewater Service

b.

Section 11.32 Certain Water Conservation Initiatives.

Corporation.

VI.

Date of ownership.

To qualify for an exemption, one must normally own the property on January 1 to qualify
for the exemption for that year. 11.42(a).
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But a charitable organization that acquires property after January 1 of a tax year may
receive an exemption authorized by Section 11.17, 11.18, 11.19, 11.20, 11.21, 11.23, 11.231, or
11.30 for the applicable portion of that tax year immediately on qualification for the exemption.
Sec. 11.42(d).
VII.

Application for Exemption.

No exemptions are automatic, but result after application for the exemption by filing an
exemption application for with the chief appraiser for each appraisal district in which the
property subject to the claimed exemption has situs. Sec. 11.43(a).
Most individual exemptions must be claimed annually, but charitable exemptions once
allowed need not be claimed in subsequent years, until the property changes ownership or the
organization’s qualification for the exemption changes. Sec. 11.43 (c). The chief appraiser may
require an organization allowed one of the exemptions in a prior year to file a new application to
confirm the organization’s current qualification for the exemption by delivering a written notice
that a new application is required, accompanied by an appropriate application form. Id.
1

Glen Yale is with Yale Law Firm PC in San Antonio, Texas.

2

Op. Atty. Gen. 1999 No. JC-0134 held that Cameron County may not waive taxes, penalties, and interest on real
property owned by an individual that houses a nonprofit organization. To be exempt, the property must be owned by
the charitable organization; leasing is not sufficient.

3

Unless otherwise specified all Sections are from the Texas Tax Code.

4

There is a slight wording difference in the text of this subsection as reenacted by Acts 2009, 81st Leg., R.S., Ch.
1246, Sec. 1 and Acts 2009, 81st Leg., R.S., Ch. 1314, Sec. 1.
5

See the discussion below on Sec. 11.23(g) on Theater Schools.

6

Text of Subsection 11.18(d)(23) as reenacted by Acts 2009, 81st Leg., R.S., Ch. 1246, Sec. 1.

7

Text of Subsection 11.18(d)(23) as reenacted by Acts 2009, 81st Leg., R.S., Ch. 1314, Sec. 1.

8

Under Sec. 11.20(d), all income from such leasing must be devoted exclusively to the maintenance and
development of the property as a place of religious worship.
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EMPLOYMENT TAX AND EMPLOYEES ON THE OUTER
CONTINENTAL SHELF
By: Karen E. Hughes and Shawn R. O’Brien 1
On March 30, 2011, the Internal Revenue Service (the “IRS”) released Industry
Director’s Directive #2 – Employment Tax and the Employees on the U.S. Outer Continental
Shelf (“Directive #2”). Directive #2 provides notice and field direction on the application of
section 3402 of the Internal Revenue Code, 2 the Federal Insurance Contributions Act (“FICA”)
and the Federal Unemployment Tax Act (“FUTA”) to remuneration for work performed by
nonresident alien employees on the Outer Continental Shelf in the Gulf of Mexico (the “OCS”).
Directive #2 draws from the legal conclusions reached in Chief Counsel Advice 201027046
released on July 9, 2010. CCA 201027046 concluded that services performed by a nonresident
alien employee on structures permanently or temporarily attached to the OCS, or on vessels or
other devices engaged in activities related to the exploration for, or exploitation of, natural
resources on the OCS are performed within the U.S. and that any remuneration paid for such
services is subject to withholding of income tax, FICA and FUTA.
The IRS has determined that many employers fail to comply with their withholding
obligations for nonresident alien employees working on the OCS. An OCS compliance steering
committee has been established to help identify, develop, resolve and improve IRS coordination
of issues related to OCS activities.

Income Tax Withholding
Employers that employ nonresident alien individuals on the OCS have withholding
obligations with respect to compensation paid to those employees if the employees provide
services in the United States. The definition of the “United States” for federal income tax
purposes is very broad when analyzing whether personal services provided on the OCS are
provided in the U.S. 3 Nonresident alien employees who perform services on structures
permanently or temporarily attached to the OCS, or on vessels or other devices engaged in
activities related to the exploration for, or exploitation of, natural resources on the OCS, are
generally engaged in a U.S. trade or business. 4 Accordingly, the compensation paid to such
nonresident alien employees is effectively connected with the conduct of a U.S. trade or
business 5 and subject to withholding of income tax by the employer.
Section 1441 requires a 30% withholding tax on the gross amount of salaries, wages,
compensation, remuneration, or other fixed or determinable annual or periodic income derived
by a nonresident alien employee from U.S. sources. The withholding under section 1441 is not
required, however, to the extent that withholding is required under section 3402. 6 Section 3402
simply requires that every employer making a payment of wages must withhold income tax.
Although wages generally include all remuneration for services performed by an employee for
an employer, 7 wages subject to withholding do not include remuneration for services performed
in the U.S. by a nonresident alien employee if the remuneration is (or will be) exempt from
income tax under a provision of the Code or an income tax treaty to which the U.S. is a party. 8
1
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A nonresident alien employee claiming an exemption from withholding under an income tax
treaty must provide the employer with a Form 8233, Exemption from Withholding on
Compensation for Independent (and Certain Dependent) Personal Services of a Nonresident
Alien Individual.
If no income tax treaty exemption from U.S. federal income tax withholding applies, a
nonresident alien employee may claim withholding allowances on Form W-4, Employee’s
Withholding Allowance Certificate. Notice 2005-76, 2005-2 CB 947, provides special rules for
nonresident alien employees to use in completing Form W-4 and for employers to determine how
much income tax to withhold from wages. Modified rules applied for wages paid to nonresident
alien employees during calendar year 2010, 9 but Notice 2005-76 continues to be fully in effect
for wages paid on or after January 1, 2011. 10 If the nonresident alien employee does not furnish
a fully completed Form W-4 to the employer, the employer is required to withhold as if the
employee were a single person with no withholding allowances.

FICA and FUTA Withholding
For purposes of FICA and FUTA, wages include all remuneration for employment.
Employment generally includes any service performed by an employee for an employer within
the U.S. regardless of the citizenship or residence of either. For example, the employee and
employer may be citizens and residents of a foreign country and the contract of service may be
entered into in a foreign country, but if the services under the contract are performed within the
U.S., such services may be deemed “employment” for FICA and FUTA purposes. 11 Section
3121(b)(4) provides an exception for FICA from the definition of “employment” if: (A) the
services provided by an individual are on or in connection with a vessel that is not an American
vessel, (B) the individual is employed on and in connection with such vessel when outside the
U.S., and (C) either: (i) such individual is not a U.S. citizen, or (ii) the employer is not an
American employer. Section 3121(h) defines an “American employer” for FICA purposes to
include an individual who is a resident of the U.S., a partnership, if two-thirds or more of the
partners are residents of the U.S., and a corporation organized under the laws of the U.S. or of
any State. Section 3306(c)(4) provides a similar exception for FUTA from the definition of
“employment,” but the FUTA exception requires only that the services be performed on or in
connection with a vessel that is not an American vessel as long as the individual is employed on
and in connection with such vessel when outside the U.S.
FICA is calculated as a percentage of wages and imposed in addition to other taxes on
those wages; 12 whereas, an employer is liable for FUTA in an amount equal to a certain
percentage of total wages paid by the employer during the calendar year. 13 Wages that are
covered by a totalization agreement, as evidenced by a certificate of coverage issued by a foreign
country, are exempt from FICA. 14 An employer is never exempt from FUTA, however, under a
treaty or totalization agreement. Additionally, an employer is subject to FUTA without regard to
whether it is required to make contributions to, or its employees are eligible to receive benefits
under, a state unemployment compensation law. 15

2
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IRS Enforcement of Noncompliance
The IRS’ newly created OCS compliance steering committee is designed to help identify,
develop, resolve and improve IRS coordination of issues related to OCS activities. In addition,
the IRS advises employers subject to these withholding rules to provide all information related to
OCS employment tax obligations directly to the examiner instead of filing delinquent returns
with the Campus Centers, which will facilitate the proper calculation of employment tax. Some
specific requirements under Directive #2 for OCS employers include: (A) accounting for
quarterly employment tax periods during which an OCS employer had no employees working on
the OCS by placing zeroes on the appropriate report; and (B) for employers with a continuing
presence on the OCS, filing future quarterly employment tax return Forms 941 by using zeroes
for any quarterly period during which they had no employees actually working in the OCS.
Examiners have been directed to notify the OCS compliance steering committee if the
examiners are contacted by employers with questions about employment tax obligations for
individuals employed on the OCS. With respect to planning and examination risk analysis,
Directive #2 instructs examiners to address all relevant issues, including an employer’s
solicitation of Forms W-4, withholding, reporting, and payment of employment tax, and claims
for tax exemption under an income tax treaty or totalization agreement and to challenge
arguments by taxpayers who have not complied with the provisions of the Code relating to
employment tax.
In conclusion, employers that employ nonresident alien individuals on the OCS should
focus on their withholding obligations and should be prepared for potential IRS inquiries. OCS
employers may also need to consider making adjustments to their tax compliance protocol going
forward to ensure that the proper forms are filed with the IRS.
IRS CIRCULAR 230 NOTICE: Statements in this communication (1) are not intended to
be, and are not, an opinion as to any tax or other matter; and (2) are not intended or written
to be used, and may not be used, by you or any other person to avoid penalties that may be
imposed under federal tax or other laws.
1

By Karen E. Hughes, Senior Counsel at Jackson Walker L.L.P. (khughes@jw.com), and Shawn R. O’Brien, a
Partner at Jackson Walker L.L.P. (sobrien@jw.com).
2
All section references herein are to the Internal Revenue Code of 1986, as amended (the “Code”).
3
See Andrius R. Kontrimas & Robert C. Morris, Where is the “United States” for Federal Tax Purposes?, 36 TEX.
TAX LAW. 9 (2009).
4
IRC sections 864(b) and 638(1); Treas. Reg. sections 1.638-1(a) and (c).
5
IRC section 871(b).
6
IRC section 1441(c)(4); Treas. Reg. section 1.1441-4(b)(1).
7
IRC section 3401(a).
8
Treas. Reg. section 31.3401(a)(6)-1(f).
9
Notice 2009-91, 2009-48 IRB 717.
10
Notice 2011-12, 2011-8 IRB 514.
11
Treas. Reg. sections 31.3121(b)-3(b) and 31.3306(c)-2(b).
12
IRC sections 3101, 3111 and 3121(a).
13
IRC section 3301 and 3306.
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14

The Social Security Administration’s website provides a list of countries with which the U.S. has entered into a
totalization agreement: http://www.ssa.gov/international/agreements_overview.html.
15
Rev. Rul. 75-87, 1975-1 CB 325.
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R E POR T I NG UNC E R T A I N T A X POSI T I ONS H E I G H T E NS PR E SSUR E
ON PR I V I L E G E C ONC E R NS
By: Marcus Brooks i
The Internal Revenue Service (IRS) in 2010 set forth a draft “Schedule UTP” requiring certain
taxpayers to disclose with their tax return “uncertain tax positions.” The determination of what
exactly constitutes an uncertain tax position is driven largely by Financial Accounting Standards
Board Interpretation No. 48, "Accounting for Uncertainty in Income Taxes," (FIN 48) which
imposes various assurance requirements on companies who issue financial statements in
compliance with GAAP.
The disclosure of “uncertain tax positions” created by FIN 48, the opinion of the First Circuit
Court of Appeals in Textron, discussed below, and now Schedule UTP have created much handwringing and analysis among large public companies and those who represent them. Up to this
point, these issues may not have received as much attention from more moderately-sized private
companies. However, for midsized private companies that will fall under the purview of
Schedule UTP, Schedule UTP puts more pressure on these issues.
Early considerations of attorney-client privilege, attorney work product doctrine, and related
issues will help mitigate the increased exposure resulting from these new developments.
FIN 48
FIN 48 provides the GAAP-required process for estimating potential tax liabilities that may arise
from uncertainty associated with tax positions. This process requires the exercise of careful
judgment, can be highly subjective, and often involves the consideration of sensitive taxpayer
information. FIN 48 is full of complexity and nuance but a simple overview will suffice for
present purposes.
The application of FIN 48 involves two major steps. First, a tax position is measured against a
more likely than not standard. If it does not meet this threshold, the taxpayer must reserve on its
financial statements all benefits associated with the position. Second, even where the more
likely than not threshold is met, where a position is not “highly certain” the financial statement
issuer must determine the likely settlement value of the tax position claimed and establish a
partial reserve based on that number. Note: no reserve is required for immaterial positions.
This process often involves the creation of very sensitive tax analyses that consider the most
significant weaknesses in a taxpayer’s reported tax positions and may include a review of the
analyses by an outside auditor, which may waive any attorney-client privilege that might
otherwise have been associated with such documents and, more broadly, the subject matter they
cover. Further, the discovery of these tax analyses would often provide the IRS with its best
possible audit ammunition, as it is the type of information that is very difficult and timeconsuming for an IRS auditor to develop.
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United States v. Textron, 577 F.3d 21 (1st Cir. 2009) (en banc)
The First Circuit’s opinion in Textron, combined with FIN 48, has caused a great deal of
consternation, especially within the world of large public companies and their tax professionals.
The First Circuit’s en banc decision in Textron generally holds that there is no attorney-client
privilege associated with tax accrual workpapers containing risk assessments of tax positions
when those assessments are disclosed to the CPA firm auditing the issuer's financial statements;
such disclosure waives any attorney-client privilege that may have existed. Textron also holds
that these tax accrual workpapers are not entitled to attorney work product protection (which is
stronger than attorney client privilege in the respect that it is not waived by mere disclosure to
any third party) because the Court reasoned that these documents did not meet the Court’s work
product test of having been prepared in anticipation of litigation. Rather, the Court reasoned,
these assessments were prepared for financial accounting purposes.
Textron thus effectively makes all of the tax position analyses developed in furtherance of the
FIN 48 process subject to discovery by the IRS. Textron is technically binding only within the
First Circuit (Maine, Massachusetts, New Hampshire, Rhode Island, and Puerto Rico). The
United States Supreme Court has declined the opportunity to review the First Circuit’s decision
in Textron. See Textron, Inc. v. United States, 2010 U.S. LEXIS 4373 (U.S. May 24, 2010)
(denying Textron’s petition for writ of certiorari). There is significant debate regarding whether
it was correctly decided and whether other circuits will follow suit, but it has received a great
deal of discussion and attention as the seminal case regarding the discovery of tax accrual
workpapers and will no doubt continue to be influential.
United States v. Deloitte, LLP, 610 F.3d 129 (D.C. Cir. 2010)
The U.S. Court of Appeals for the District of Columbia Circuit subsequently issued an opinion
that gives taxpayers further reason to hope that Textron is not the categorical victory that the IRS
hopes it to be. In United States v. Deloitte, LLP, 610 F.3d 129 (D.C. Cir. 2010), the D.C. Circuit
ruled that a memorandum prepared by an outside auditor could constitute protected attorney
work product to the extent that the memorandum contained thoughts and analysis by the client’s
attorney with respect to potential litigation. The D.C. Circuit remanded to the district court for a
determination of whether, and to what extent, the memorandum did constitute work product.
The D.C. Circuit also held that work product protection was not waived by disclosure to a
financial auditor with respect to the memorandum in question as well as two other documents,
which were conceded by the government to constitute work product – one a memorandum and
flow chart prepared by an in-house attorney and an accountant and the other a tax opinion
prepared by outside counsel. The Deloitte opinion, as it currently stands, supports (i) a broader
interpretation of work product protection and (ii) the position that such protection is not waived
by FIN 48-related disclosures to financial auditors.
Schedule UTP
Adding insult to the injuries from FIN 48 and Textron, the IRS announced in IRS Announcement
2010-9, 2010-7 IRB 408, that it will require from certain taxpayers the disclosure of “uncertain
tax positions” on a schedule to be filed with a taxpayer’s tax return. IRS Announcement 201030, 2010-19 IRB, included a draft “Schedule UTP” and draft instructions.
2
T E X A S T A X L A W Y E R – S PR I NG 2011

BACK TO TABLE OF CONTENTS

Under Announcement 2010-9, for 2010, Schedule UTP was to be filed with Form 1120, U.S.
Corporation Income Tax Return, by taxpayers with total assets in excess of $10 million and who
issue financial statements audited in accordance with GAAP or a foreign equivalent (for
example, International Financial Reporting Standards). The initial instructions for Schedule
UTP required, inter alia, a concise description of each uncertain tax position for which the
taxpayer or a related entity has recorded a reserve in its financial statements, including the
rationale for the position and a general statement of the reasons for determining that the position
is an uncertain tax position. Those instructions also required disclosure of the maximum amount
of potential federal tax liability attributable to each uncertain tax position in the event that the
IRS completely prevails on the issue (i.e. with no credit for a taxpayer’s view of the merits of its
position).
Uncertain tax positions that must be reported were also to include positions related to the
determination of any United States federal income tax liability for which a taxpayer or a related
entity has not recorded a tax reserve because (i) the taxpayer expects to litigate the position, or
(ii) the taxpayer has determined that the IRS has a general administrative practice not to examine
the position (“administrative practice tax positions”). Tax positions that are reasonably
conservative and well-founded can fall into this category.
It first appeared unlikely that any significant IRS pull-back would result from the comments
received with respect to draft Schedule UTP and its draft instructions. In announcing the
upcoming Schedule UTP proposal at the January 26 meeting of the New York State Bar
Association Tax Section, IRS Commissioner Douglas Shulman stated: "We could've asked for
more. A lot more. But we chose not to." The IRS has not yet asked for all of the discoverable
information in the workpapers, Shulman granted, but he reminded his audience that the IRS has
court decisions allowing it to subpoena workpapers whenever it wants.
Despite a deluge of negative comments regarding Schedule UTP – including by the American
Bar Association’s (ABA) Standing Committee on Governmental Affairs, the ABA Tax Section,
and the Tax Executives Institute, among others – the IRS initially stood its ground. IRS Chief
Counsel William J. Wilkins on June 18 stated that, while the IRS was reviewing a large volume
of public comments on the draft UTP schedule, it did not anticipate releasing a second draft of
the proposal for additional comment and was actually close to becoming publicly silent on
Schedule UTP while shifting focus to determining its final form.
Nevertheless, in Announcement 2010-75, 2010-41 IRB, issued on September 24, the IRS made
some changes to its draft Schedule UTP requirements in response to a number comments. The
principle changes are
(i)

(ii)

(iii)

instituting a five-year phase-in of the reporting requirement based on a corporation's
asset size ($100 million asset threshold for 2010; $50 million for 2012, $10 million
for 2014);
replacing the requirement to report maximum tax adjustments for positions with
rankings of those positions based on the sizes of their respective tax reserves
(taxpayers are required to “designate” positions exceeding 10% of the aggregate
reserve);
eliminating the requirement to report the rationale and nature of uncertainty as part of
the “concise description” of the position; and
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(iv)

eliminating the requirement to report administrative practice tax positions.

The final (or at least current) version of Schedule UTP and its instructions are currently available
on the IRS website. The IRS is also evaluating additional options for penalties or sanctions to be
imposed when a taxpayer fails to make adequate disclosure of the required information regarding
its uncertain tax positions. The IRS has mentioned opening exams based on apparent failures to
appropriately complete Schedule UTP. Another option being considered is to seek legislation
imposing a penalty for failure to file Schedule UTP or to make adequate disclosure. The IRS is
still considering when to require the filing of Schedule UTP by pass-through entities and taxexempt organizations.
Schedule UTP may significantly raise the stakes regarding the ramifications of FIN 48 for
private companies that in the recent past have generally not expected to be subject to an IRS
audit. Having potentially discoverable materials where there is little expectation of an IRS audit
is one thing; affirmatively reporting all related “uncertain tax positions” with your tax return is
quite another.
In short, the combination of FIN 48, Textron, and Schedule UTP means that the IRS will now
require covered taxpayers to disclose uncertain tax positions on a going-forward basis (i.e., tax
positions taken in years before 2010 need not be reported) taken, the relative value to the
government of the issue, and an explanation of the issue. The IRS can then, based on this
disclosure with the tax return, request all of the taxpayer’s detailed analyses of the issue, all of
which under Textron is ostensibly freely discoverable by the IRS. While the decision in Deloitte
and the IRS’s own policy of restraint will hopefully mitigate these issues to some extent, this
level of self reporting combined with fully discoverable taxpayer materials is a sea change from
the level of self reporting in which most taxpayers expect to be required to engage.
Public Company Dynamic Contrasted with Midsized Private Companies
Public companies and the largest private companies that issue financial statements under GAAP
or similar international reporting standards frequently receive pre-return advice from law firms
or their tax departments. Further, many of these entities live under perpetual IRS audit or are at
least frequently audited and view an IRS audit as a likely occurrence requiring planning and
preparation.
However, smaller and midsized private companies that issue audited financial statements face a
very different scenario. Many do not have in-house tax departments and only receive tax advice
from the CPA firm that prepares their tax returns. Further, many of these companies rely solely
on a single CPA firm for both tax and attestation functions. In those situations, the firm will be
performing an attest function on its own tax decisions regarding FIN 48 and will be detailing, for
filing with the client’s tax return, its own tax advice. These professionals are put in a more
difficult position than those firms that are performing financial statement audits for large public
companies who have generated most of their tax planning either in-house or through third party
law firms or tax advisors.
In addition, many of these moderately-sized private companies view the likelihood of an IRS
audit as low. For companies under perpetual audit or under pre-filing scrutiny by the IRS
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through the Compliance Assurance Program, Schedule UTP is not a minimal consideration, but
it is somewhat mitigated by the fact that it will often be reporting information which has already
to some extent been brought to the attention of the IRS. For private companies that have not had
any significant contact with an IRS auditor in a long time, if ever, the information contained on
Schedule UTP will be the initial exposure to the IRS of these companies’ most sensitive tax
positions.
At an April 22 tax lecture co-sponsored by New York University and KPMG LLP, J. Richard
"Dick" Harvey Jr., senior adviser to the IRS commissioner, spoke in response to the question of
whether IRS auditors will examine every uncertain tax position identified on Schedule UTP.
Harvey repeated the answer that Heather Maloy, commissioner of the IRS Large and Midsize
Business Division, gave at a recent Tax Executives Institute meeting, saying that all issues
identified on Schedule UTP will be evaluated, but that does not mean they will be challenged.
Taxpayers likely took no comfort from this statement. The fact that the IRS may decide that a
taxpayer's treatment of an uncertain item is correct underscores that private companies who have
heretofore been largely flying under the radar will, through Schedule UTP, be inviting a level of
scrutiny that they have not to this point experienced.
The combined effect of FIN 48 and Schedule UTP presents new potential challenges to the
Attorney-Client Privilege and Attorney Work Product Protections..
A number of attorney-client privilege and attorney work product doctrine issues may be relevant
in mitigating the increased tax risk exposure to companies stemming from the preparation of
financial statements in accordance with FIN 48 and the preparation of Schedule UTP.
The IRS has stated in Announcement 2010-76, 2010-41 IRB that, under its “policy of restraint,”
if documents that are otherwise privileged or attorney work product were disclosed to an auditor
as part of an audit of the taxpayer’s financial statements, the IRS will not argue that such
disclosure waived the privilege, unless unusual circumstances exist or the taxpayer has claimed
the benefits of a listed transaction. While it is not clear what constitutes “unusual
circumstances,” and while this policy is an internal IRS policy that is not enforceable against the
IRS, this position is some nod to the result reached in Deloitte. Under Deloitte and this policy of
restraint, there will be a premium on making certain that any sensitive materials are originally
entitled to claims of privilege or work product protection.
Most recently, on March 4, 2011, the IRS issued additional information in the form of seven
Frequently Asked Questions on Schedule UTP. Interestingly, Question #6 asks whether the
changes to the IRS’s policy of restraint from Announcement 2010-76 apply to document requests
by IRS counsel in Tax Court. The IRS answers that “In general, Counsel attorneys will not issue
discovery requests for documents or information that the IRS would not seek under its policy of
restraint,” and states that the application of the policy of restraint in Tax Court litigation will be
addressed in a revision to the Chief Counsel Directives Manual.
Depending on the circumstances, there are a number of ways in which early attention from a
contested tax / privilege perspective might mitigate a company’s increased exposure from the
application of FIN 48, Textron, and Schedule UTP.
5
T E X A S T A X L A W Y E R – S PR I NG 2011

BACK TO TABLE OF CONTENTS

For example, the retention of separate tax controversy counsel to evaluate uncertain tax issues in
anticipation of litigation, separate and apart from tax planning and from the FIN 48 framework,
may bolster attorney work product protection arguments. Schedule UTP may actually bolster
attorney work product claims in this regard, as it makes it more reasonable for a taxpayer to
expect a controversy with respect to certain matters disclosed on Schedule UTP. In light of
Textron, however, it will be important to make clear that such engagement was undertaken
primarily because of the expectation of a controversy – not for the purposes of FIN 48
compliance. The D.C. Circuit’s opinion in Deloitte may provide some support and guidance
along this line.
Additionally, it is important to remember that anything reported on a tax return is effectively an
admission by the taxpayer that is difficult to overcome in any resulting controversy. Thus,
careful attention must be paid to the disclosures required by Schedule UTP to ensure that items
are made sufficiently clear that the IRS’s interest will not be piqued where it is not justified but
also that disclosures use an economy of words so as not to result in a controversy where none
need exist or to create unnecessary difficulties in any resulting controversy.
Also, in the preparation of materials to be used in supporting FIN 48 figures or Schedule UTP, it
is intuitive that the less shown to third parties the better, with respect to preserving privilege over
documents containing any detailed tax analysis. However, tax sensitivity must be balanced with
the requirements of FIN 48 and Schedule UTP, and in some circumstances added disclosures
may actually be more protective of client interests.
For example, Schedule UTP and its draft instructions include in the definition of “uncertain tax
positions” not only positions that have given rise to a tax reserve under FIN 48 but also positions
for which a taxpayer or a related entity has not recorded a tax reserve because the taxpayer
expects to litigate the position. As previously mentioned, the application of the attorney work
product doctrine hinges on a determination of whether the material in question was prepared “in
anticipation of litigation.” Thus, in the absence of a disclosure on Schedule UTP, the IRS may
argue that no attorney work product doctrine protection applies to the materials in question.
Taxpayers could respond either by stating that the position was highly certain or immaterial, thus
providing an alternate explanation for the absence of a tax reserve, but depending on the facts
these arguments might not be supportable.
The initial proposed instructions to Schedule UTP included one example of the expectation to
litigate:
A corporation takes a position that it can exclude certain income from its 2010 tax
return. On September 30, 2010, the corporation determines that, if the IRS had
full knowledge of the tax position, there is less than a 50% probability of settling
the issue with the IRS. The corporation also determines that, if the tax position
were litigated, it has a 60% probability of prevailing in the litigation. Based upon
these determinations, the corporation did not record a reserve for the tax position.
Because the corporation made a decision not to record a reserve with respect to its
2010 tax position based on a determination, consistent with applicable accounting
standards, that it will litigate, rather than settle, the issue with the IRS and that the
corporation will prevail in the litigation, and because that decision was made
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more than 60 days before filing its 2010 tax return, the corporation must report
this tax position on the Schedule UTP filed with its 2010 tax return.
Without opining on the propriety of the IRS’s interpretation of FIN 48 here, the rule appears to
be that a taxpayer who does not record a reserve for a position under FIN 48 because it expects
to litigate the position and to prevail in such litigation must still report such position on Schedule
UTP where such position is not highly certain. Announcement 2010-75 confirms this view.
While there will be a natural inclination for private companies unfamiliar with IRS audits to
report as little as possible to the IRS (and while this may well be a correct instinct), in this
situation a failure to report the position in question on Schedule UTP might very well result in no
work product doctrine protection for any underlying materials. “If litigation were anticipated,
this issue would have been disclosed on Schedule UTP. Since it was not, you must not have
anticipated litigation, and thus the attorney work product doctrine is inapplicable,” so the
argument would go.
This could be a particularly difficult question to analyze in a situation where the taxpayer is
confident that its tax position is correct (such that it is arguably highly certain), but there is still
some colorable chance that the IRS will challenge it. One example of such a situation would be
where the IRS has lost this issue in another jurisdiction but not yet challenged it in the taxpayer’s
jurisdiction, and it is not clear whether the IRS has given up on the issue.
Decisions related to the execution of FIN 48 or the preparation of Schedule UTP will be very
fact specific and require careful thought. Early consideration of contested tax issues and the
attendant privilege and work product questions could prove to be quite beneficial. Consideration
of these issues after-the-fact may be too late to be of significant value.

i

Marcus J. Brooks is an attorney whose practice focuses on tax controversies and tax litigation at the federal and
state levels. He is a Member of the law firm of Naman, Howell, Smith & Lee, PLLC, with offices in Austin, Fort
Worth, San Antonio, Temple, and Waco. Marcus also serves as an Adjunct Professor at Baylor Law School. He
can be contacted at mbrooks@nhsl.com.
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