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RELATED TO EXCESS BENEFIT TRANSACTIONS
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Tax-exempt health care entities are prohibited from entering into excess benefit transactions
with disqualified individuals. Such excess benefit transactions include (1) payment of employee
compensation in excess of reasonable amounts and (2) payment in excess of fair market value
for goods and services. In response to such excess benefit transactions, the Service can impose

the Section 4958 intermediate sanctions excise tax on the disqualified individual and on the tax-
exempt entity managers. This discussion recommends practical procedures the tax-exempt entity
can use to avoid the imposition of these "intermediate sanctions."

INTRODUCTION

Officers, directors, trustees, and other persons “exercis-
ing influence” over a tax-exempt health care organization
(TEHCO) are prohibited from receiving an “excess benefit”
from the TEHCO.

If the Internal Revenue Service (the “Service”) deter-
mines that such a person has received an excess ben-
efit from a TEHCO, then a substantial excise tax can be
imposed under Internal Revenue Code Section 4958. The
regulations related to Section 4958 provide detailed guid-
ance related to the imposition of those sanctions.

Section 4958 does not apply to a TEHCO that is:

1. a private foundation,
2. a governmental entity that are not subject to taxation,

3. a foreign organization exempt under Section 501(c)(3)
or 501(c)(4) that receive substantially all of their sup-
port from sources outside the United States, or

4. anorganization with exemptions that have been revoked,
unless the revocation was based on inurement or private
benefits.

This discussion summarizes:

1. the taxation provisions related to alleged “excess ben-
efit” transactions,

2. the excise tax penalties that can be imposed on these
prohibited transactions, and

3. the practical procedures that TEHCO managements/
directors and TEHCO valuation/financial advisors
should consider in order to avoid the imposition of these
sanctions.

The management/board of a TEHCO, its independent
valuation/financial advisor, and its other professional advi-
sors should be aware of:

1. the restrictions related to the conduct of excess benefit
transactions,

2. the specific penalties imposed by Section 4958, and

3. the appropriate procedures to avoid the Section 4958
excess benefit intermediate sanctions.

Of course, the Service may impose Section 4958 sanc-
tions on excess benefit transactions in any tax-exempt enti-
ty. However, in recent years, the Service has paid particular
attention to the investigation of excess benefit transactions
with regard to a TEHCO.

HisTORICAL PERSPECTIVE ON INTERMEDIATE
SANCTIONS

Historically, the revocation of an entity’s tax-exempt status
was the action of last resort with regard to the Service’s
challenge of Sections 501(¢)(3) and 501(c)(4) tax-exempt
organizations. If a TEHCO (1) paid a disqualified person
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an unreasonable amount of compensation or (2) paid more
than fair market value (FMV) for an economic benefit,
then the Service threatened to revoke the entity’s tax-
exempt status. Such questionable transactions are typically
referred to as “private inurement” transactions.

In response to private inurement transactions, effec-
tively, the Service could either:

1. reprimand the tax-exempt organization but effectively
ignore the subject transaction or

2. rescind the subject entity’s tax-exempt status.

Therefore, even relatively minor private inurement
transactions could create the risk of rescission of the not-
for-profit organization’s tax-exempt status.

The Taxpayer Bill of Rights legislation provided the
Service with a less extreme penalty in dealing with private
inurement transactions. This is particularly true when the
private inurement transaction is due to the inappropriate
actions of one, or a few, officers, executives, or directors.

This less extreme penalty is the Section 4958 excise tax
that can be specifically imposed on the offending “person of
influence” in the subject TEHCO. The Section 4958 excise
tax reduces the risk that an excess benefit transaction will
trigger the revocation of the offending TEHCO's tax-exempt
status.

This Section 4958 legislation is often referred to as
“intermediate sanctions.” This is because the intermediate
sanctions represent an alternative between (1) the Service’s
inaction and (2) the Service’s revocation of the offending
entity’s tax-exempt status. Accordingly, these intermediate
sanctions are particularly relevant for a TEHCO that may
be involved with potential private inurement transactions.

A SUMMARY OF INTERMEDIATE SANCTIONS

Section 4958 and the regulations related to Section 4958—
that is, Regulations Section 53.4958—are the primary
authority for the Service’s imposition of intermediate sanc-
tions.

According to the Congressional Committee Reports, the
Section 4958 excise penalty tax should be the only sanction
imposed on a private inurement transaction—if the subject
transaction is not so significant that it brings into question
whether the subject organization is still charitable in its
focus and mission.

Definition of Private Inurement and Excess
Benefit Transactions

Section 4958(¢)(1)(A) specifically defines an excess benefit
transaction as follows:

[A]ny transaction in which an economic benefit
is provided by an applicable tax-exempt organiza-
tion directly or indirectly to or for the use of any
disqualified person, if the benefit’s value exceeds
the value of the consideration (including the per-
formance of services) received for providing such
benefit.

The regulations related to Section 4958 (i.e., Regulations
53.4958-4 and 5) describe three broad categories of excess
benefit transactions. These three categories are:

1. unreasonable level of compensation payments,

the tax-exempt organization purchase of assets from a
“disqualified person” for an amount greater than the
assets’ FMV, and

3. a payment to a “disqualified person” that violates the
private inurement provisions, such as certain revenue-
sharing transactions.

Definition of a Disqualified Person

Section 4958(f)(1)(A) defines a disqualified person as an
insider (e.g., an officer, employee, director, or trustee)
who exercises “substantial influence” and control over the
TEHCO. A person is an insider if he or she can potentially
deal with the TEHCO on a non-arm’s-length basis because
of that “substantial influence.”

This “substantial influence” would allow the disquali-
fied person to reap “excess benefits” normally not possible
for a person without such influence. It is noteworthy that,
according to the Service, a person does not need to actually
exercise "substantial influence." He or she needs only be in
a position where it is possible to do so.

Under Regulation 53.4958-3(c), a person is considered
to exercise “substantial influence” over the TEHCO if he
or she is:

1. a voting member of the tax-exempt entity’s governing
body;

2. the president, CEO, or chief operating officer;

3. the treasurer or CFO; or

4. a person with a material financial interest in a provider-
sponsored organization.

According to Regulation 53.4958-3(E), entity-specific
facts and circumstances may suggest that a person can
exercise substantial influence if that person:

1. founded the tax-exempt organization;
2. is a substantial contributor to the tax-exempt entity;
3.

is compensated based primarily on the organization’s
revenue;
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4. has or shares authority to control the tax-exempt enti-
ty’s capital expenditures;

5. manages a discrete segment of the tax-exempt entity
that represents a substantial portion of its activities,
assets, income, or expenses;

6. owns a controlling interest in the subject tax-exempt
entity; or

7. is a nonstock tax-exempt organization that is controlled
by a disqualified person.

Certain family members of a disqualified person are also
disqualified under Section 4958(f)(1)(B). Under Regulation
4958-3(b), a disqualified person’s family is limited to (1) a
spouse; (2) brothers, sisters, and their spouses; (3) ances-
tors; (4) children and their spouses;
and (5) grandchildren, great-grand-
children, and their spouses.

Also under Section 4958(f)(1)(C),
an entity that is 35 percent con-
trolled by a disqualified person is
also disqualified. In addition, any
person who has met any of these def-
initions at any time during the five
years preceding the alleged excess
benefit transaction is also a disqualified person.

In contrast, the following entities and/or individuals are
considered to have no “substantial influence” for purposes
of Section 4958:

1. Section 501(c)(3) tax-exempt organizations,
2. certain Section 501(c)(4) tax-exempt organizations, or

3. an employee who is not a person of influence listed
above and is not considered highly compensated under
Section 414(q).

PRIVATE INUREMENT AND THE
REASONABLENESS OF COMPENSATION OF A
DiSQUALIFIED PERSON

To determine if there is an excess benefit related to a dis-
qualified person, the valuation/financial advisor may have
to assess the reasonableness of that person’s compensation
under Regulation 53.4958-4(b)(1)(ii). In this regard, the
typical procedures for testing the reasonableness of execu-
tive/employee compensation apply. The test for determin-
ing the reasonableness of executive/employee compensa-
tion include compensation comparisons with persons who
perform similar functions at similar organizations.

According to Regulation 53.4938-6(c)(2), the subject
disqualified person's compensation may be compared (1) to
current salary surveys compiled by independent consulting
firms or (2) to actual written hire offers from similar insti-
tutions for the subject disqualified person.

"The Service has formulated a
'rebuttable presumption checklist'

for both compensation levels and
property transfers as a guide. . . ."

If property transfers are part of the employee compen-
sation, then the property’s FMV may be compared (1) to
independent property appraisals or (2) to purchase offers
for the property that are received as part of a competitive
bidding process.

As there are with regard to a for-profit entity reasonable-
ness of compensation dispute, there are several factors that
tend to support the reasonableness of compensation with
regard to a TEHCO. For example, a disqualified person’s
compensation package that involves a maximum limit or
cap supports the presumption of reasonableness.

The fact that a state or local legislative agency or inde-
pendent board approves the disqualified person’s compensa-
tion package supports the reasonableness of compensation
paid by the TEHCO. For example,
Regulations 53.49538-6(a) through
(¢) outline a rebuttable presumption
that a compensation arrangement
with a disqualified person is reason-
able if the following three factors are
present:

1. The compensation package is
approved in advance by an authorized body of the
TEHCO (e.g., by a board of directors or trustees or a
special committee). This is true as long as this body is
staffed with individuals who do not have personal con-
flicts of interest (e.g., they will not personally benefit
from a transaction or are not subordinates of the subject
disqualified person).

2. The authorized body investigates the compensation lev-
els of persons who perform similar functions in similar
organizations.

3. The authorized body documents the comparability of
the subject disqualified person’s compensation level
with similar organizations.

Pursuant to Regulation 53.4958-6(b), the Service can
rebut the presumption of reasonableness only if there is
sufficient evidence to indicate that the information the
authorized body relied upon was not reliable. The Service
has formulated a “rebuttable presumption checklist” for
both compensation levels and property transfers as a guide
to meet the requirements for establishing the Regulation’s
rebuttable presumption.

In addition, a TEHCO with average annual gross receipts
under 81 million during the three prior tax years may use
a special rule when reviewing a disqualified person’s com-
pensation levels. In this circumstance, Regulation 53.4958-
6(c)(2)(ii) indicates the following:

[t]he authorized body will be considered to have
appropriate data as to comparability if it has data
on compensation paid by three comparable orga-
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nizations in the same or similar communities for
similar services.

THE DISQUALIFIED PERSON EXCESS
COMPENSATION AND THE SECTION 4958
Excise TAX

Virtually all forms of cash and noncash compensation are
subject to the Section 4958 excise tax. For purpose of the
Section 4958 excise tax, compensation includes employee
benefits (including employee benefits that are not consid-
ered taxable income to the employee).

However, under Regulation 53.4958-4(a)(4), certain
specified forms of compensation are not considered for
Section 4958 excise tax purposes. These excluded forms of
employee compensation include:

1. most nontaxable employee fringe benefits under Section
132,

2. employee expense reimbursements under an account-
able plan, and

3. benefits of 875 or less provided to the tax-exempt orga-
nization volunteers or board members.

Section 4958(a) and (b) impose an excise penalty tax on
each excess benefit transaction that involves (1) a TEHCO
and (2) a disqualified person. Under Section 4958, a dis-
qualified person may be subject to two tiers of excise tax.
Under Section 6501, a disqualified person is subject to this
excise tax only during a three-year statute of limitations.
The three-year statute of limitations applies unless the
Service finds that fraud is involved.

Section 4958(a)(1) imposes an initial 25 percent excise
tax to the total amount of excess benefit. In addition, the
disqualified person is subject to an additional excise tax
under Section 4958(b). This additional excise tax is 200
percent of the excess benefit received if the excess benefit
transaction is not corrected within the tax period. Also, if
a disqualified person pays less than the full excess benefit
correction amount, Regulation 53.4958-7 provides that
the 200 percent excise tax will only be applied against the
unpaid correction amount.

The subject disqualified person is not the only person
who may be liable for the Section 4958(a)(2) and (f)(2)
excise tax. A TEHCO manager (e.g., the tax-exempt entity’s
officers/director/trustee or anyone with similar authority
over the tax-exempt entity) who knowingly participates in
an excess benefit transaction also faces a 10 percent excise
tax. This 10 percent excise tax is based on (1) the amount
of the excess benefit received over (2) the FMV of the ben-
efits received.

Under Regulation 53.4958-1(d)(7), this managerial
excise tax cannot be greater than $10,000. Also, under

Regulation 53.4958-1(a), the TEHCO manager may be
liable for a 25 percent excise tax if he or she also personally
received an excess benefit.

A TEHCO manager may escape the 10 percent excise
tax if he or she can show that participation in the subject
excess benefit transaction (1) was not willful and (2) was
due to reasonable cause. Willful participation is defined in
Regulation 53.4958-1(d)(5) as “voluntary, conscious, and
intentional.” Under Regulation 53.4958-1(d)(6), participa-
tion in the excess benefit transaction is considered to be
due to “reasonable cause” as long as the TEHCO manager
exercised ordinary business responsibility, care, and pru-
dence.

Pursuant to Regulation 53.4958-1(d)(4), the TEHCO
manager knowingly participates in the excess benefit trans-
action only if he or she:

1. has actual knowledge of the facts regarding the excess
benefit transaction,

2. is aware that the excess benefit transaction may violate
the federal tax law, and

3. fails to reasonably attempt to determine whether the
subject transaction results in an excess benefit, or
knows that the subject transaction is an excess benefit
transaction.

A TEHCO manager is deemed to participate in an excess
benefit transaction if he or she is actively involved in that
transaction. In addition, under Regulation 53,4958-1(d)(3),
a manager is deemed to participate in the excess benefit
transaction:

1. if he or she does nothing about the excess benefit trans-
action or

2. remains silent when under a duty to speak or act based
on his or her management function in the TEHCO.

However, a TEHCO manager who is opposed to the
excess benefit transaction is not considered to be a par-
ticipant and should carefully document his or her opposi-
tion (e.g., by way of a memorandum to the subject entity’s
board).

THE APPROPRIATE CORRECTION OF AN
Excess BENEFIT TRANSACTION

A disqualified person may avoid the 200 percent second-
tier excise tax if he or she ensures that the excess benefit
transaction is corrected. The timing of the transaction cor-
rection is important. The excess benefit transaction cor-
rection must be implemented in the same tax period as the
subject private inurement. Section 4958(f)(5) defines the
tax period as the period:
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1. beginning with the date of the excess benefit transaction
and

2. ending on the earlier of the (a) mailing of the deficiency
notice or (b) date of the 25 percent excise tax assess-
ment.

Regulation 53.4958-7(a) defines an excess benefit trans-
action correction as follows:

[Ulndoing the excess benefit to the extent possible,
and taking any measures necessary to place the
applicable tax-exempt organization involved in the
excess benefit transaction in a financial position
not worse than that in which it would be if the
disqualified person were dealing under the highest
fiduciary standards.

According to Regulation 53.4958-7(c), the appropriate
correction amount equals the sum of (1) the excess benefit
amount and (2) the associated interest. Under Regulation
53.4958-7(b), a disqualified person corrects the excess ben-
efit transaction only by “making a payment in cash or cash
equivalents, excluding payment by a promissory note.” A
disqualified person may also agree with the subject TEHCO
to “make a payment by returning specific property previ-
ously transferred in the excess benefit transaction.”

SECTION 4958 EXxcISE TAX REPORTING
REQUIREMENTS

Both the disqualified person and the TEHCO manager sub-
ject to the Section 4958 excise tax have to file Form 4720,
“Return of Certain Excise Taxes on Charities and Other
Persons under Chapters 41 and 42 of the Internal Revenue
Code.” These individuals may file Form 4720 jointly with
the TEHCO if the individuals and the entity have the same
tax year. The subject individuals should file a separate
Form 4720 if their tax year differs from the tax year of the
TEHCO.

Form 4720 is due by the 15th day of the fifth month
after the close of the disqualified person’s—or the entity
manager’'s—tax vear (i.e., May 15 for all calendar-year tax-
payers). If the TEHCO can show that the subject private
inurement is due to “reasonable cause” and not due to
“willful neglect,” then the entity can petition the Service to
abate the associated excise taxes.

According to Regulation 301.6724-1, "reasonable cause"
exists if:

1. there are significant mitigation factors with respect to
the failure,

2. the failure arose from an event beyond the filer's con-
trol, or

3. the filer acted in a responsible manner both before and
after the failure.

In addition, the TEHCO must also act with "reasonable
care." "Willful neglect" exists if there is "a conscious, inten-
tional failure or reckless indifference."!

PRACTICAL PROCEDURES FOR TAX-
EXeEmMPT ENTITY MANAGERS TO AVOID
INTERMEDIATE SANCTIONS

The Service’s imposition of intermediate sanctions often
creates economic trauma both for the disqualified person
and for the TEHCO. Independent financial advisors (and
other legal/accounting professionals) should explain the
Section 4958 excise tax issues to the tax-exempt officers
and directors.

The TEHCO advisors should also explain to entity offi-
cers and directors exactly how the intermediate sanctions
may apply to each individual’s facts and circumstances.
Such professional advice may increase the awareness of the
TEHCO officers/directors with regard to the risks of non-
compliance with the excess benefit transaction rules.

One practical procedure that valuation/financial advi-
sors can use to educate TEHCO officers and directors is the
benchmarking process. The benchmarking process is often
used to develop internal documentation with regard to pos-
sible excess benefit transactions.

This benchmarking process is typically implemented
by a series of analytical procedures. The typical analytical
procedures will be summarized below.

Analytical Procedure #1: Obtain Data from
Similar TEHCOs

This procedure involves identifying guideline tax-exempt
organizations that are similar to the subject entity based
on comparability criteria. These comparability criteria may
include: size (i.e., historical revenue, budgeted revenue,
assets, number of employees, etc.), mission, and location.

Valuation/financial advisors often obtain relevant
financial information on guideline TEHCOs from Internal
Revenue Service Form 990, “Return of Organizations
Exempt from Income Tax,” and the respective entity’s
audited financial statements. The financial information
reported on Form 990 for the guideline TEHCO is available
at www.guidestar.org, the Web site of The National Database
of Nonprofit Organizations. In addition, a TEHCO's Form
990 may be obtained from the Service’s Web site or directly
from the guideline TEHCO itself.
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Analytical Procedure #2: Compare the Financial
Metrics of the Guideline TEHCOs to the Subject
TEHCO

The basic financial ratios of the guideline TEHCOs (or of
the subject entity) may not explicitly identify a specific
excess benefit as a transaction that is subject to Section
4958. However, comparative financial ratio analysis may
be used by the subject entity officers/directors or by their
valuation/financial advisors to identify potential excess
benefit transactions.

One common comparative financial ratio analysis con-
trasts over time (1) the guideline entity ratios to (2) the
subject entity ratios. A second common comparative
financial ratio analysis contrasts (1) subject entity current
financial/operating results to (2) subject entity historical
financial/operational results.

These various comparative financial ratio analyses
should allow the subject TEHCO officers/directors (and/or
their valuation/financial advisors) to identify potential
excess benefit transactions.

Analytical Procedure #3: Review the
Compensation and Employee Benefits Paid by
the Guideline TEHCOs

An analysis of the compensation levels actually paid to
similar employees at similar TEHCOs is an important
procedure in avoiding excess benefit transaction allega-
tions. Valuation/financial advisors often obtain such salary
information from published industry-specific salary surveys
related to TEHCOs.

In addition, Internal Revenue Service Form 990,
Schedule A, “Organizations Exempt Under Section
501(c)(3),” reports the compensation, employee benefits,
and expense allowances for officers, directors, trustees, and
the five highest-paid employees of the TEHCO.

Analytical Procedure #4: Document Guideline
TEHCO Compensation

Valuation/financial advisors should document compensa-
tion data related to the guideline TEHCOs. Valuation/
financial advisors should assemble actual compensation
amounts paid to persons who perform similar functions
in similar TEHCOs, adjusted for any relevant local and
regional differences.

The authorized body of the subject TEHCO may approve
the compensation level for the disqualified persons based
on a documented analysis of the empirical compensation
levels of the guideline TEHCO. (“Small” TEHCOs with
annual average gross receipts of less than $1 million dur-
ing the last three years should be aware of the Regulation
53.4958-6(¢c)(2) provisions.)

Insights

Analytical Procedure #5: Review of All Incentive
or Contingent Compensation Agreements

Currently, TEHCOs commonly use incentive (or contin-
gent) compensation plans with regard to officers and other
senior executives. This is particularly true as TEHCOs have
to compete with for-profit industrial and commercial firms
to recruit senior executive talent.

There is no clear implication that incentive or contin-
gent compensation packages result in private inurement.
Nonetheless, the subject TEHCO board or a special com-
pensation committee should carefully review such incen-
tive compensation plans. In particular, the directors should
document how such compensation plans support the sub-
ject TEHCO's mission. In addition, the board or special
compensation committee should document how the subject
incentive plan is supported by compensation levels paid by
similar TEHCOs for similar executives.

The subject TEHCO officers/directors should be aware
that such contingent compensation or revenue-sharing
arrangements with a disqualified person increases the
entity’s exposure to intermediate sanctions. This is because
these contingent arrangements generally involve a person
of influence receiving compensation based directly or indi-
rectly on the subject TEHCOs revenue.

According to several Service general counsel memo-
randums, TEHCO revenue-sharing compensation arrange-
ments do not necessarily constitute private inurement.
Nonetheless, the subject TEHCOs valuation/financial advi-
sor (or other professional advisors) should carefully inves-
tigate the details of each revenue-sharing compensation
agreement.

For example, a revenue-sharing compensation arrange-
ment is a common arrangement between physicians and
not-for-profit hospitals. For excess benefit purposes, the
Service has ruled that all physicians in such situations are
insiders. Nonetheless, Congress has decided that a physi-
cian will only be considered a disqualified person if he or
she “exercises substantial influence” over the TEHCO. For
example, if a physician's compensation is based on revenue
from activities the physician controls, the physician may be
considered to have "substantial influence" on the TEHCO
by the Service.

In any event, the TEHCO valuation/financial advisor
should be prepared to prove that the contingent fee com-
pensation arrangement is the only way the TEHCO can
obtain the services (e.g., the physician services) it needs to
accomplish its mission.

Analytical Procedure #6: Consider the Use of
Employee Benefit and Reimbursement Plans

The subject TEHCO management should consider the use
of Section 132 employee fringe benefits for insider compen-
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sation arrangements. This is because Section 132 employee
fringe benefits are generally not included in the definition
of compensation subject to private inurement.

Common examples of Section 132 fringe benefits
include: (1) no-additional-cost entity services, (2) quali-
fied employee discounts, (3) “working condition” fringe
benefits, (4) de minimis fringe benefits, (5) qualified
transportation benefits, and (6) qualified moving expense
reimbursements.

In addition, many TEHCOs make use of accountable
reimbursement plans. This is because such accountable
reimbursements are also excluded from the definition of
private inurement. The valuation/financial advisors can
help set up and implement these accountable reimburse-
ment plans.

Analytical Procedure #7: Review the Amounts
Paid for Products or Services from a
Disqualified Person to the Subject TEHCO

Valuation/financial advisors to a TEHCO should review all
business services provided by board members, trustees, or
related parties to the TEHCO. This review is appropriate
because this is an area the Service often looks at when
identifying excess benefit transactions.

It is not uncommon for individuals who work for for-
profit industrial or commercial companies to sell products
or services to the TEHCO for which they serve as board
members. Sometimes, the products or services are substan-
tially discounted or donated to the not-for-profit organiza-
tion.

However, if the products or services are sold to the
TEHCO, then the valuation/financial advisor should review
the consideration paid. This review should ensure that the
consideration compares to the FMV of similar products or
services received. When these consideration amounts are
material and when the FMV for such goods or services is
difficult to ascertain, it may be appropriate for the TEHCO
to obtain an independent appraisal before entering into
such transactions.

Analytical Procedure #8: Valuation/Financial
Advisor Should Review the Amount of
Compensation Paid to Board Members

The compensation and reimbursement amount paid to
TEHCO directors or trustees must be disclosed on the sub-
ject entity’s Form 990. Many TEHCOs avoid the reasonable-
ness of compensations issue altogether as to their board
members. This is because these TEHCOs do not compen-
sate their all-volunteer board of directors.

However, many TEHCOs have to compensate board
members in order to attract the time and talent of appropri-

ately qualified individuals. In such instances, the TEHCO
valuation/financial advisor should attempt to find a similar
TEHCO that pays its board compensation and to document
that comparison. This comparative analysis is intended to
demonstrate that the subject TEHCO director’s compensa-
tion is not unreasonable.

SUMMARY AND CONCLUSION

TEHCO officers and directors (particularly those related
to health care institutions) should be generally concerned
with all corporate governance issues. These health care
entity officers and directors should also be concerned with
transactions that may be considered excess benefit transac-
tions.

To allay these concerns, the TEHCO management
should periodically engage independent consultants (such
as independent valuation/financial advisors) to review
the entity’s written policies and procedures. In particular,
independent valuation/financial advisors should review the
TEHCO's policies and procedures (1) for compensation and
(2) for transactions with disqualified persons.

For example, the valuation/financial advisor may rec-
ommend that the TEHCO board adopt a written conflict-of-
interest policy that prohibits any actions that could trigger
the imposition of intermediate sanctions.

The TEHCO officers and directors should periodically
review all compensation arrangements and financial trans-
actions with potentially “disqualified persons.” The objec-
tive of such a periodic review is to identify areas of possible
exposure to “private inurement.”

The objective of the above-described practical proce-
dures is to minimize the risk that the Service will impose
intermediate sanctions on the subject health care entity.

In addition, the TEHCO officers, directors, and trustees
(and their valuation/financial advisors) should (1) be on
the lookout for and (2) avoid private inurement situations
and excess benefit transactions. This level of officer/direc-
tor/advisor awareness and avoidance should minimize the
risk that the Service will impose intermediate sanctions on
the subject TEHCO.

Note:
1. United States v. Boyle, 469 U.S. 241 (1985).
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