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The Semantic Anomaly: Maintenance of Qualified
Profit-Sharing Plans by Non-Profit
Organizations-A Concept Whose Time Has
Come
Over the course of the history of American business the area of
employee compensation has undergone vast changes in a relatively
short period of time. In the past it was sufficient to compensate employees commensurate with their contribution to the employer's business during their active years of employment.' However, with the
advent of progressive income tax rates and the advancement of the
standard of living came differing needs in the area of compensation
packages. One of the major objectives of the new compensation
plans was to minimize joint after-tax costs. Employers accomplished
this objective by providing collateral fringe benefits, such as medical,
disability, and life insurance, which qualify for special tax treatment.2 However, there was still a need for incentives for employees
meriting supplemental compensation, which dollar-for-dollar direct
current compensation could not provide. Employers devised special
deferred compensation plans 3 to fill this need. These plans provided
employees with incentives either to increase efficiency 4 or to share in
the profits for which they were directly responsible, 5 while at the
6
same time, the deferred compensation plan minimized tax costs.
The United States Congress encouraged the development of deferred compensation plans by allowing favored tax treatment not
only for the earnings on trust investments 7 used to fund these plans
1 See genyra4'
(1978).
2

C. COLLINS, FEDERAL INCOME TAXATION OF EMPLOYEE BENEFITS

Under long-standing administrative practices "fringe benefits," although conceptually

within the definition of gross income under I.R.C. § 61, have not been subject to tax. Under
the Fringe Benefits Act of 1978, Pub. L. No. 95-427, 92 Stat. 996 (1978), the Treasury Department was precluded from issuing final regulations relating to the treatment of fringe benefits
under § 61 prior to 1980. This effective date was then extended to Dec. 31, 1983. See Pub. L.
No. 97-34, § 801, 95 Stat. 172 (1981); see also I.R.C. § 79 (West Supp. 1981).
3

4
5
6
7
These

For a further explanation of deferred compensation plans, see Part I(A) infra.

For a definition of "incentive compensation plans," see Part I(A) infra.
For a definition of "profit sharing plans," see Part I(A) infra.
See notes 19-21 infra and accompanying text.
To meet the requirements of I.R.C. § 401, a plan must involve contributions to a trust.
contributions will then be invested to earn income over the plan's life. This income
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but also for the employer and the employee." Through the use of
such plans, employers were able to offer more attractive compensation packages and concurrently benefit from the increased productivity and profitability these plans produced.
The Internal Revenue Service ("IRS" or "Service"), however,
has allowed only profit-making businesses to take advantage of these
deferred compensation plans. Tax exempt organizations 9 have been
unable to make use of these plans for two reasons. First, non-profit
organizations do not have "profits" in the traditional sense sufficient
to qualify for tax exempt status under Internal Revenue Code
(I.R.C. or "Code") section 401.10 Second, such a plan would violate
the requirements of I.R.C. section 501(c) (3) which grants tax exempt
status to qualifying organizations."
3
In a recently published' 2 General Counsel Memorandum'
("G.C.M."), however, the IRS reversed its attitude toward these
plans and allowed a section 501(c) (3) hospital to maintain an incentive compensation plan, qualified under section 401(a), without endangering its tax exempt status. Although confined to its facts, this
G.C.M. may reflect a movement within the IRS toward recognizing
the viability of these plans in a tax exempt context. If so, section 501
(c) (3) organizations, such as hospitals and educational institutions,
could begin to take advantage of the tax benefits available to their
profit-making counterparts and allow these organizations to attract
and compete for the more qualified employees in their respective
areas.
Part I of this note discusses the mechanics of I.R.C. section 401
under which most companies may qualify a profit-sharing trust for
tax exempt status. Part I also discusses the IRS' past objections to
allowing a section 501(c)(3) organization to qualify for such plans
under section 401 and analyzes the Service's new G.C.M., which may
will then be exempt from tax under the I.R.C. § 501(a). See I.R.C. §§ 401, 501(a); see also
note 17 infia.
8 See notes 19-21 infa and accompanying text.
9 "Tax Exempt Organizations" as used in this note will be limited to organizations exempt from tax under I.R.C. § 501(c)(3) (West Supp. 1981).
10 See note 17 infra.
11 See Part II(A) infia.
12 General Counsel Memorandums are published pursuant to the Freedom of Information Act.
13 General Counsel Memorandums (G.C.M.) are legal opinions generated by the General Counsel of the IRS for the guidance of the Service's technical staff. The G.C.M.s are
usually prepared in conjunction with Private Letter Ruling requests. Although a G.C.M.
does not have the force of law and is not binding upon the Service, they are generally followed by the technical staff within the IRS.
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signal a movement away from its earlier position. Part II examines
the general requirements for tax exempt status under I.R.C. section
501(c) (3), discusses the IRS' past views toward the impact of a profitsharing plan on that tax exempt status, and analyzes what the Service's new G.C.M. may mean in this area. Finally in Part III, this
note concludes that the new IRS position is correct and that it should
be extended to further benefit tax exempt organizations.
I.
A.

I.R.C. Section 401
GeneralMechanics

In the "for profit" sector of American business, the terms "normal" or "base" compensation are often used to describe a level of
current remuneration paid to an employee concurrently with the employee's performance of services.' 4 Alternatively, the term "deferred
compensation" describes a category of diverse arrangements possessing one distinguishing common feature--actual payment of remuneration is delayed for a period of time after the employee's performance
of the services entitling him to such compensation. 5
A deferred compensation arrangement may take many forms including "incentive compensation plans" and "quaiftied profit-sharing
plans.' 6 A profit-sharing plan is generally a plan in which employees may participate in the company profits. A "qualified" profitsharing plan is a profit-sharing plan that meets the requirements of
section 401(a). 17 A plan fulfilling the requirements may receive spe14 See C. COLLINS, supra note 1, § 201.
15 Id
16 A deferred compensation plan may be nothing more than an employer's unsecured
promise to pay certain amounts to an employee in annual installments for a period of time
after retirement. It may take the form of a contractual or conditionally secure insurance
arrangement. See C. COLLINS, supra note 1, § 2-404. A deferred plan may, unlike the two
forms previously mentioned, be in qualified form under I.R.C. § 401. These forms include
profit-sharing plans, pension plans, stock bonus plans, or cash and deferrred arrangements.
See I.R.C. § 401 (West Supp. 1981).
17 Since only "qualified" plans can enjoy tax exempt status under I.R.C. § 501(a), it is
crucial to comply with the requirements of § 401. The requirements are lengthy and complex. However, §§ 401(a)(1)-(9) embody the general requirements. These include requirements: that a trust be created, and contributions to such trust are for the purpose of
distributing to the employees or their beneficiaries the corpus and income of the fund accumulated by the trust; that under the trust instrument it is impossible, at any time prior to the
satisfaction of all liabilities with respect to employees and their beneficiaries under the trust,
for any part of the income or corpus to be used for purposes other than for the exclusive benefit
of such employees; that the trust must meet the minimum participating standards of I.R.C.
§ 410 and the minimum vesting standards of I.R.C. § 411; that the contributions or benefits
do not discriminate in force of officers, shareholders, or highly compensated employees; that
the plan provides that forfeitures must not be applied to increase the benefits any employee
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cial tax treatment that benefits both employer and employee. First,
an employer who makes contributions to the "qualified" plan may
take a current deduction 1 8 for the contributions when paid even
though the employee does not receive his benefits until a future
time.' 9 Second, the employee is not taxed on his share of plan funds
until he receives the future distributions. 20 This is attractive to employees since they receive the distributions in later years, when they
are usually in lower marginal tax brackets and may qualify for additional tax benefits. 2' Finally, the funds contributed by the employer
to the plan earn income until distribution. During this period, if the
plan is qualified under I.R.G. section 401, all income earned by the
22
funds is tax exempt.
In an incentive compensation plan, a company allows its employees to share in any increased cost savings which the employees
produce. The objective is to provide an incentive for the employees
to increase their efficiency and productivity. An incentive compensation plan may also be a deferred compensation plan. If the employees' share is paid out currently, nothing is deferred. The deferred
element arises, however, if the funds are paid into a deferred plan or
23
qualified profit-sharing trust.
Of course, non-tax managerial factors should be taken into acwould otherwise receive; that the benefits be distributed no later than the times enumerated
in § 401. See I.R.C. § 401(a) (1) (q) (West Supp. 1981).
18 Under § 404(a), if an employer makes a confribution to a plan meeting the requirements of§ 401(a), such contribution will not be deductible under § 162 (relating to trade or
business expenses) or § 212 (relating to expenses for the production of income). However, if
these contributions satisfy the conditions of either of these sections (which allow as deductions
all ordinary and necessary expenses), the amounts contributed are deductible under § 404(a).
I.R.C. Section 401(a) (West Supp. 1981).
19 The general purpose of such qualified plans is to defer the distribution of benefits until
the future when the employee is in a lower marginal tax bracket.
20 Unlike the employer who gets current tax treatment under I.R.C. § 402, the employee,
as beneficiary of the trust qualified under I.R.C. § 401(a), does not include in gross income
amounts contributed to such trust until actually received by him. I.R.C. § 402(a)(1) (West
Supp. 1981).
21 For example, if the amounts contributed by the employer to the trust were currently
includable in the gross income of a highly paid executive in a 50 percent tax bracket, the
employee would only receive 50 cents for every dollar after taxes. However, if that executive
can defer inclusion of that dollar into gross income until he is in a lower tax bracket (i.e. upon
retirement), he will receive more money after taxes. Moreover, at a later age the employee
may qualify for an additional old age exemption or credit for the elderly. See I.R.C. § 37, and
§ 151(c) (West Supp. 1981).
22 Under I.R.C. § 501(a), ifa plan meets the requirements of§ 401(a), such plan shall be
exempt from taxation. I.R.C. § 501(a) (West Supp. 1981).
23 A qualified profit-sharing trust is one meeting the requirements of I.R.C. § 401. See
note 17 supra.
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count when a company considers a compensation package. Tax considerations, however, usually heavily influence the company's
choice, and the minimization of joint after tax costs is usually a primary objective.
Viewed from a tax perspective, then, different situations can exist with respect to a company's compensation package. An incentive
compensation plan, for example, can cause diverse tax consequences
depending on how it is structured. If under the program the company pays out the employee's share currently, then the employer gets
a current deduction 24 while the employee is taxed currently on the
amount received.2 5 If under the program the company makes payments into a deferred compensation plan which fails to qualify under
I.R.C. section 401, then the income earned on those funds is not tax
exempt under I.R.C. section 501. Furthermore, the employer will
generally only be allowed a deduction for contributions to the plan
in the year the contribution is includable in the employee's gross income. 26 If, on the other hand, the plan meets the requirements of
I.R.C. section 401, then the income earned on the funds will be tax
exempt under I.R.C. section 501. Additionally, the employer will get
a current deduction 27 and the employee will not be taxed until the

28
year he receives the distribution.

With minimization of joint after tax costs as the main objective,
the last situation is clearly preferable. Moreover, qualifying a plan
under section 401 may also be preferable since section 401(k), and
the proposed regulations thereto, allow companies to take advantage
29
of salary reduction features available only to qualified plans.
24 I.R.C. § 162 (West Supp. 1981).
25 I.R.C. § 61 (West Supp. 1981).
26 When employers make contributions to deferred compensation plans not qualifying
under § 401, the timing of the inclusion into the employee's income as well as the employer's
deduction are subject to more complex rules. Under § 404(a)(5), if a plan is not qualified
under § 401 (a), contributions by the employer are not deductible until the year in which the
contribution is includable in the gross income of the employee. The year of inclusion by the
employee is usually controlled by § 402(b), which provides that such contributions shall be
included in the gross income of the employee in accordance with § 83, except that the value
of the employee's interest in the trust is substituted for fair market value for purposes of
applying such section. I.R.C. §§ 404(a)(5), 402(b) (West Supp. 1981).
27 See note 17 supra.
28 See note 20 supra.
29 I.R.C. § 401(k) allows employers to qualify cash or deferred arrangements under
§ 402(a). Cash or deferred arrangements allow an employee to choose whether his employer
should contribute a certain amount to a qualified profit-sharing plan on the employee's behalf or should instead remit that amount directly to him in cash. Generally, the right to
choose between immediate receipt of payment and deferral would result in loss of tax deferral
under the constructive receipt doctrine. However, under § 401(k) cash or deferred arrange-
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B. IR. C Section 401 "Proflts" Requirement
The foregoing analysis has focused on the tax advantages accruing to employees and employers in the profit-making sector of American business. However, non-profit tax exempt organizations desiring
to attract qualified employees and to provide those employees with
incentives to increase efficiency may wish to accomplish these same
objectives by also utilizing an incentive compensation or profit-shar30
ing plan.
Until recently, the IRS has been unsympathetic to non-profit
organizations wishing to adopt such plans under I.R.C. section 401.
The IRS' principal argument was that a non-profit organization cannot have "profits" in the traditional sense and that the term "profitsharing" as used in section 401 refers to distributable gains or "for
3
profit" enterprises. '
In 1980, in response to a request for a private letter ruling by a
non-profit hospital3 2 wishing to qualify an incentive compensation
plan3 3 under I.R.C. section 401, the IRS reconsidered its previous
position. In G.C.M. 38283, the Service made a distinction between
"profit" in the ordinary commercial sense and "profit" in a broad
general accounting sense. The Service determined that profit in an
ordinary commercial sense meant the amount available for discrements, this election does not destroy the tax deferral. See I.R.C. § 402(a)(8) (West Supp.
1981); seealso 12 RIA FEDERAL TAx COORDINATOR 2d at 27,482A (1984). These plans are
made even more attractive under the proposed regulations, which allow a cash or deferred
arrangement to be in the form of a salary reduction agreement between the employee and
employer. Under such an agreement, a plan contribution will be made by the employer only
if the employee elects to reduce his compensation or to forgo an increase in compensation.
Treas. Reg. § 1.40 1(k)- I (a)(1) (proposed 1981). The use of such plans is attractive also because they permit the company to set up a profit-sharing plan where all contributions are
made with untaxed employee dollars. See 12 RIA FEDERAL TAX COORDINATOR 2d, supra, at
H-9002.
30 The tax-exempt organization does not benefit, as does a profit-making enterprise, from
the current deduction feature of a qualified plan. However, under a qualified plan, the income earned on funds is exempt from tax and the employees can take advantage of the deferral privilege. Thus, the tax-exempt organization can use these plans, as do profit enterprises,
to attract better employees to enable them to provide services on a comparable basis.
31 In G.C.M. No. 35865 (1974), the Service addressed a request for a private letter ruling
by an exempt educational institution and municipality attempting to qualify a profit-sharing
plan under § 401. The Service, citing Rev. Rul. 66-174, 1966-1 C.B. 61, stated that the term
"profit-sharing" as used in § 401 refers to distributable gains of for profit enterprises. Thus,
since an exempt organization does not have "profits" as that term is used in § 401, it cannot
maintain a qualified profit-sharing plan under that section.
32 G.C.M. No. 38283 (1980). For information concerning the hospital and incentive plan
under consideration in this G.C.M., see notes 58-61 infta and accompanying text.
33 For a description of the incentive compensation involved, see notes 58-61 infra and
accompanying text.
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tionary distribution to those with a proprietary interest 34 (i.e shareholders). Profit in a general accounting sense, however, meant an
excess of. revenues over expenditures. 35 Therefore, the Service reasoned, a "profit" (in an accounting sense) could be produced by a
non-profit organization, since a non-profit organization can have an
excess of revenues over expenditures. The Service also pointed out
that although the legislative history of the profit-sharing plan provisions of I.R.C. section 401 indicate that they were considered only in
the context of business enterprises for profit, it was appropriate to
apply general accounting principles and definitions developed in a
commercial setting to non-profit organizations. Responding to this
private letter ruling, then, the IRS withdrew from its previous position and acknowledged that a tax exempt charitable organization
(hospital) can have "profits" as defined in I.R.C. section 401. Thus,
a charitable organization could set up an incentive compensation
plan under section 401 and gain the tax advantages such a plan
provides.
Moreover, the Service, in G.C.M. 38283, recognized that while a
non-profit organization may produce a "profit," it did not become a
"for profit" enterprise as long as the excess is used to further the organization's exempt purpose. 36 Even assuming that a non-profit organization can meet the requirements of "profits" in I.R.C. section
401, that alone is a pyrrhic victory for the exempt organization. The
34 The IRS, in G.C.M. No. 38283, stated that the hallmark of nonprofit organizations is
that no part of its net earnings or other receipts is distributable to its members, directors, or
officers except as reasonable compensation for services rendered. Thus, if the term "profits" is
defined as those amounts available for distribution, as in Rev. Rul. 66-174, this hallmark
would crumble, and a non-profit organization could never qualify a plan under I.R.C. § 401.
35

See E. KOHLER, A DICTIONARY FOR ACCOUNTANTS 345 (4th ed. 1970) where "prof-

its" is defined as "[a] general term for the excess of revenue, proceeds or selling price over
related costs"; see also In re Lett's Estate, 200 Cal. App. 2d 708, 19 Cal. Rptr. 502 (2d Dist.
1961); Citizens Nat'l Bank v. Col, 225 N.C. 96, 33 S.E.2d 613 (1945); Clifford v. Gabbard, 305
S.W.2d 668 (Tex. Civ. App. 1957) (state law defining profits as gain from transactions or
operations or the excess of revenue over expenditure); H. OLECK, NON-PROFIT CORPORATIONS, ORGANIZATIONS AND ASSOCIATIONS

16 (3d ed. 1974).

36 Financial gain accruing to an organization does not make it a for profit organization
as long as those gains are devoted to its exempt purpose. See Debs Memorial Radio Fund,
Inc. v. Commissioner, 148 F.2d 948 (2d Cir. 1945); Griesman v. Newcomb Hosp., 76 N.J.
Super. 149, 183 A.2d 878 (1962); Burton Potter Post No. 185 v. Epstein, 219 N.Y.S.2d 224
(Sup. Ct. 1961). Thus, the test of whether or not an organization is non-profit is not whether
the organization had an excess of revenues over expenses, but rather whether or not that
excess or other pecuniary gain is distributable to its owners or those with a private interest.
See also Trinidad v. Saguade Orden de Predicadores, 263 U.S. 578 (1924) (where this proposition was recognized 60 years ago); People ex. rel. County Collector v. Hipedate Med. Found.,
46 Ill. 2d 450, 264 N.E.2d (1970); Associated Hospital Serv., Inc. v. Milwaukee, 13 Wis. 2d
447, 109 N.W.2d 271 (1961). See generally H. OLECK, note 35 supra.
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question remains whether the maintenance of such a plan will violate
the requirements of I.R.C. section 501 (c) (3), endangering the organization's tax exempt status.
II.

I.R.C. Section 501(c) (3)
A.

GeneralFramework

I.R.C. section 501(a) provides that any organization described
in section 501(c) or (d), or section 401(a), will be exempt from taxation.37 To meet the requirements of section 501(c)(3), an organization must be organized and operated exclusively for its exempt
purpose and no part of its net earnings may inure to the benefit of
any private individual.38 To be "organized" exclusively for charitable or exempt purposes means "created to perform" or "established
to promote" charitable purposes, and not merely "incorporated"
39
with powers limited solely to charitable purposes.
A section 501(c) (3) organization must also in fact "operate" exclusively for charitable or exempt purposes (operational test). The
Code does not define "exclusively." Although its meaning would appear to be self-evident, the term has been interpreted to mean "primarily" or "substantially" 4° in furtherance of an exempt purpose.
Thus, insubstantial non-exempt activities do not destroy the
41
exemption.
Closely associated with the operational test is the Code's prohibition against inurement of the organization's net earnings to any
private individual. 42 The proscription against inurement can be vio37 I.R.C. § 502(a) (West Supp. 1981).
38 I.R.C. § 501(c)(3) explicitly states these tests as follows: "Corporations, and any community chest, fund, or foundation, organized and operated exclusively for religious, charitable,
scientific, testing for public safety, literary, or educational purposes. . . no partof the net earnings of which inures to the benefit of anp ivate shareholderor individual..
39 See Samuel Friedland Found. v. United States, 144 F. Supp. 74 (D.C.NJ. 1956); see
also MERTENS, LAW OF FEDERAL INCOME TAXATION § 34.07 (1983).

40 See Squire v. Students Book Corp., 191 F.2d 1018 (9th Cir. 1951); Estate of Philip K.
Thayer, 24 T.C. 384 (1955); Alan Levin Found., 24 T.C. 15 (1955); Marian Found., T.C.M.
(PH) 1 60,018; Rev. Rul. 77-366, 1977-2 C.B. 192. The Regulations provide that an organization is not operated exclusively for an exempt purpose if more than an insubstantial part of its
activities is not in furtherance of an exempt purpose. Treas. Reg. § 1.501(c)(3)-1(c)(1)(1959).
41 See Better Business Bureau v. United States, 326 U.S. 279 (1945); Northern Cal. Cent.
Serv. v. United States, 591 F.2d 620 (Ct. Cl. 1979); see also Note, Has the Supreme Court Laid
FertileGroundforInvalidatingthe Regulatoy InterpretationoflnternalRevenue Code Section 501(c) (3)?,
58 NOTRE DAME L. REV. 564, 575 (1983).
42 The Regulations specifically provide that an organization is not operatedexclusivey for
one or more exempt purposes if its net earnings inure in whole or in part to the benefit of a
private shareholder or individual. Treas. Reg. § 1.501(c)(3)-1(c)(2)(1959). The words "pri-
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lated in a number of ways. 43 Charitable organizations, however,
may pay employees "reasonable compensation" for their services,
without violating either the exclusive operation requirement or the
44
prohibition against private inurement.
B.

The IRS' Position

1. Incentive Compensation Plans
As previously discussed, incentive compensation plans are generally used by a company to increase efficiency, improve quality and
vate shareholder or individual" have been defined as "persons having a personal and private
interest in the activities of the organization." Treas. Reg. § 1.501(a)-1(c)(1959). This proscription, however, does not apply to unrelated third parties. Goldsboro Art. League v. Commissioner, 75 T.C. 337 (1980).
43 If profits, whether direct or indirect, are distributed, then net earnings inure to a private interest. Horace Height Found. v. United States, 170 F. Supp. 634 (Ct. Cl. 1959); John
Joseph Cranley, Jr., T.C.M. (PH) 1 61,004; Wells & Wade, Inc. v. United States, 280 F.2d 828
(Ct. Cl. 1960); Bubbling Well Church v. Commissioner, 670 F.2d 104 (9th Cir. 1981), afg 74
T.C. 531 (1980); Rev. Rul. 77-70, 1977-1 C.B. 150. The payment of personal or living expenses of the founder will also constitute prohibited inurement. See William H. Kenner,
T.C.M. (PH) 161,037, aftd, 318 F. 2d 632 (7th Cir. 1963);see also John Marshall Law School
v. United States, 1981-2 U.S. Tax. Cas. 9514 (Ct. Cl. 1981),afdper curiam, 1981-2 U.S. Tax
Cas. 9745 (Ct. Cl. 1981), where shareholder received interest free loans, a home, furniture,
educational expenses for his children, personal travel expenses, insurance and health benefits,
automobiles, health spa memberships, and even season tickets to sporting events. Mabee Petroleum Corp. v. United States, 203 F.2d 872 (5th Cir. 1953), where "excessive" salaries paid
to officers constituted prohibited inurement; Loraine Ave. Clinic, 31 T.C. 141 (1958), where
the court held that a compensation plan for services which predominantly compensated its
physicians on the basis of the ratio of his fees and activities to the whole constituted in reality
a joint venture between the physicians and the clinic and therefore was prohibited. But see
Rev. Rul. 69-383, 1969-2 C.B. 113, where the IRS distinguished a situation where, after arms
length negotiation the hospital and a hospital based radiologist entered into an agreement to
compensate him on a fixed percentage of departmental income from that involved in Lorain
Ave. Clinic, 31 T.C. 141 (1958).
44 See Birmingham Business College, Inc. v. Commissioner, 276 F.2d 476 (5th Cir. 1960)
(payment of reasonable salaries or even anticipated expectation of such payment does not
constitute earnings inuring to the benefit of those who created the organization); Enterprise
Railway Equip. Co. v. United States, 161 F. Supp. 590 (Ct. Cl. 1958) (where salary paid to
officer in the form of pension fund contributions if not excessive or unreasonable as an expense deduction from gross income would not constitute inurement); Mabee Petroleum Cyr'p.
v. United States, 203 F.2d 872 (5th Cir. 1953) (where although salaries were excessive and
therefore constituted inurement, the court stated that payment of reasonable salaries does not
constitute inurement). An exempt organization can also incur ordinary and necessary expenditures in its regular activities without losing its exempt status, as in St. German Foundation, 26 T.C. 648 (1956), where the payment of reasonable personal living expenses of its staff
who did not receive regular salaries did not constitute inurement. Accord Golden Rule
Church Ass'n, 41 T.C. 719 (1964), and A.A. Allen Revivals, Inc., T.C.M. (PH) 1 63,281.
What constitutes "reasonable" compensation or salary is a question of fact to be resolved in
light of all the facts and circumstances. Bubbling Well Church v. Commissioner, 74 T.C. 531
(1980), aj'd, 670 F.2d 104, (9th Cir. 1981).
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productivity, and reduce costs, by making incentive payments to employees based upon the cost savings the employees produce. Although an incentive compensation plan can take on characteristics of
a profit-sharing plan, 45 they are usually fundamentally different from
profit-sharing plans used by "for profit" businesses (which customarily provide deferred compensation for employees based upon a share
of the company's profits).4 6 For example, since the realization of
profits is not a prerequisite, an incentive compensation plan based on
employee generated cost savings 47 can provide benefits even if the
48
organization has incurred a net loss from one year to the next.
However, for over ten years, the IRS has failed to distinguish between incentive compensation plans based upon sharing cost savings
and profit-sharing plans based upon a sharing of earnings or profit.
As a result, the Service has refused to issue rulings that incentive
compensation plans would not violate the proscription against private inurement.
Then in 1974 and again in 1976, the IRS responsed to requests
for private letter rulings from two section 501(c)(3) hospitals. The
requests generated two G.C.M.s49 approving incentive compensation
plans. The hospital incentive plan reviewed in G.C.M. 35638 (1974)
rewarded participating employees for their contribution to increased
productivity on the basis of qualitative measurements of both the
quality and quantity of services performed. Benefits were paid out
on a quarterly basis. 50 Most components of the formulas used to
compute the incentive compensation were controllable expenses, generally based on savings of supplies, working hours, or a combination
of the two.
In distinguishing the incentive compensation plan at issue from
45 For example, if the contributions are paid into a trust which the company wishes to
qualify under § 401 (a), it must be in profit-sharing form, or if the plan's formulas for calculating the employee's share are dependent upon net income in whole or in part, the plan looks
more like a profit-sharing plan as opposed to a traditional incentive compensation plan based
on efficiency improvement or cost savings.
46 For a discussion of incentive compensation plans in a health care context, see R.
BROMBERG, TAX PLANNING FOR HosPrrALS AND HEALTH-CARE ORGANIZATIONS

7.8

(1977).
47 Usually these cost savings will be based upon expenses within the employee's control
such as man hours, wages, or supplies, and not depreciation, rent, and the like.
48 For example, if the organization incurred a net loss in year one of $100 and a net loss
in year two of $20, the $80 decrease in the net loss may be the result of increased efficiency or
cost savings generated by the employees, allowing them to share in such increase even though
the organization has no profits.
49 See G.C.M. No. 35638 (1974) and G.C.M. No. 36918 (1976).
50 Therefore, no deferral element existed with the plan. See note 52 infra.
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a prohibited profit-sharing plan, the IRS issued a favorable ruling
based upon several factors. First, the plan's formulas contained maximums to ensure that compensation was not unreasonable. Second,
management personnel such as the hospital administrator did not
participate in the plan. 5t Third, the benefits were paid quarterly so
52
that no amounts were deferred through a profit-sharing trust.
Fourth, the employee's benefits were not dependent upon a realization of net profits.5 3 Moreover, the plan provided that any deterioration in the quality of services would trigger termination of all
benefits.
In G.C.M. 36918, the IRS was asked to rule on a plan virtually
the same as the one involved in G.C.M. 35638. The plan payments
were based on the saving of working hours, supplies, or a combination of the two. Again impressed by the fact that the plan was not
dependent upon a realization of net earnings and that the impermissible features of a true profit-sharing plan were absent, the IRS issued a favorable ruling.
These private letter rulings may represent a retreat from the
IRS' prior position on incentive compensation plans of non-profit organizations. However, the IRS distinguished these compensation
plans from true profit-sharing plans, thereby giving no intimation
that they would issue favorable rulings for true profit-sharing plans.
2.

Profit-Sharing Plans

I.R.C. section 501(c)(3) explicitly prohibits inurement of net
earnings to any private individual. In 1956, in Revenue Ruling 5651 Compensation arrangements with persons in control of an organization will be closely
scrutinized due to the danger that those in control will utilize it to further their private interests. Such arrangements may take on the characteristics of a joint venture, which will endanger the organization's exempt status. Lorain Ave. Clinic, 31 T.C. 141 (1958). However, in the
plan involved in G.C.M. No. 35638, the exclusion of general management personnel from
participation in the plan provided the IRS with assurance that the plan would not take on
the characteristics of a joint venture. Rather, since it was reasonable to assume that the
hospital management would deal at arm's length with participating employees, the case
would fall within the ambit of Rev. Rul. 69-383, see note 43 supra.
52 Since no part of the contributions were paid into a profit-sharing trust, there were no
problems of having to meet the § 401(a) requirements. Thus, the Service did not address the
question in this case of whether the non-profit organization involved had "profits" sufficient
to qualify under § 401(a).
53 The Service felt that a plan where benefits were dependent upon a realization of net
profits is incompatible with tax exempt status in that the plan has the purpose and objective
of providing incentive for greater income producing efforts at the expense of the organization's charitable or exempt purpose. This would make the plan inimical to the operational
requirement of § 501 (c) (3).
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185, 5 4 the IRS labeled division of profits as one of the more blatant

forms of inurement. Therefore, when faced with requests for private
letter rulings with respect to true profit-sharing plans by tax exempt
organizations, the Service has maintained a strict position disallowing these plans. For example, in 1963 a section 501(c) (3) educational
institution requested a private letter ruling for a profit-sharing plan.
This plan called for the segregation and allocation to a trust, for the
exclusive benefit of the participating employees, of fifteen percent of
the organization's net income. 55 The IRS disallowed this profit-sharing plan. The IRS reasoned that the plan would conflict with the
accomplishment of the educational institution's exempt purpose, violating both the proscription against inurement and the exclusive operation test.
In 1974, the same type plan was again examined, along with a
similar plan by a municipality which called for the city to contribute
a fixed percentage of its net revenues to an employee retirement
plan.5

6

The IRS again expressed its disapproval of these plans and

disallowed both. Thus, although certain non-deferred incentive compensation plans5

7

may be compatible with a section 501 (c) (3) organi-

zation's exempt purpose, after these rulings any attempt to qualify a
true profit-sharing plan seemed unlikely to succeed.
In 1961, Memorial Hospital Medical Center of Long Beach,
California, a section 501 (c) (3) organization, 58 inaugurated the Merit
Plan (Memorial Employees Retirement Incentive Trust) as an incentive compensation plan for its employees. Under this program, the
hospital was required to make annual contributions to a trust 59 determined by applying an efficiency improvement percentage 6° to the
54 Rev. Rul. 56-185, 1956-1 C.B. 202. This Ruling set forth four general requirements a
nonprofit hospital must meet to qualify for exempt status; the fourth criterion is: "[An exempt hospital's] net earnings must not inure directly or indirectly to the benefit of any private
shareholder or individual. This includes the use by or benefit to its members of its earnings
by way of a dirtibution of prq/ltr, the payment of excessive rents or excessive salaries ..
(emphasis added). Id
55 This contribution was further limited in that it could not exceed five percent of the
basic compensation paid for that year to the employees. G.C.M. No. 32518 (1963).
56 G.C.M. No. 35865 (1974).
57 See note 49 supra and accompanying text.
58 The hospital was recognized as an exempt organization under I.R.C. § 101(b) (1939
predecessor to § 501(c)(3)). See G.C.M. No. 38283 (1980).
59 By determination letter issued by the District Director, the trust was held to qualify
under § 401(a). See G.C.M. No. 38283 (1980).
60 In calculating the efficiency improvement percentage, the hospital uses a base period
consisting of a three year average of the hospital's performance; the efficiency percentage is
then calculated for the three year period by dividing controllable expenses by operating revenues. Factors over which the employees have no control, such as depreciation, debt, debt
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hospital payroll. 61 The Merit Plan, however, unlike the productivity
incentive plans in G.C.M. 35638 and 36918,62 involved contributions
into a trust rather than payment of benefits on a quarterly basis. In
addition, since the IRS categorized this plan as a profit-sharing plan,
they first had to address the section 401 issue. 63 Once the IRS determined that a non-profit organization, such as the one involved, could
have "profits" of a type sufficient to qualify under section 401, it had
to decide whether maintenance of this profit-sharing plan would violate the prohibited inurement or exclusive operation test of section
501(c) (3).
The IRS, in a complete shift in perspective, held that the maintenance of a profit-sharing plan under section 401 may be compatible with the mandates of section 501(c) (3), provided certain
safeguards exist. In discussing whether the plan violated the prohibition against private inurement, the IRS reasoned that, in the context
of "for profit" organizations, amounts contributed to qualified profitsharing plans are deductible under section 404(a), as long as the
amounts constitute "reasonable compensation. '64 Moreover, the
Service reiterated that tax exempt organizations may also pay reasonable compensation for services received. 65 Therefore, since the
I.R.C. requires compensation, including compensation received
through profit-sharing plans, to be "reasonable," a non-profit organization should be allowed to characterize contributions to such profitsharing plans as ordinary and necessary deductions, so that net income does not inure to the benefit of any private individual.
Normally, satisfying the prohibited inurement requirement will
interest, and taxes, are excluded from this percentage. The efficiency percentage for the base
period is then compared to the efficiency percentage for the current year. If the current year's

percentage is lower, it is subtracted from the efficiency percentage for the base period to get
the efficiency improvement percentage. The hospital's contribution is then determined by multiplying the year's payroll by the efficiency improvement percentage. See Bromberg, The Efect
of Tax Policy on the Delivery and Cost of Health Care, 53 TAXEs 452, 469 (1975).
61 The plan is subject, however, to the following qualifications: The plan is open to any
employee less than 65 years of age who has completed six months of full time employment
who must apply and authorize a payroll deduction of not less than 10% of his salary or wage
as an employee contribution to the trust. The efficiency improvement percentage is limited to
a 5% maximum. The hospital's contribution to the trust may not be less than 1% of the
payroll, but may also not exceed the lesser of 50% of the hospital's net operating gain or 15%
of participating employee contributions. See G.C.M. No. 38283 (1980).
62 See note 49 supra and accompanying text.
63 See Part I(b) supra.
64 See LaMastro v. Commissioner, 72 T.C. 35 (1979); Branch v. Commissioner, 66 T.C.
324 (1976). Although both involved pension and not profit-sharing plan contributions,
§ 401(a) is applied similarly in both situations.
65 See note 44 supra.
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not automatically satisfy the exclusive operation test. 66 In this situation, however, the Service decided that satisfaction of the former is
necessarily dispositive of the latter. The Service so decided because,
if it is determined that there is no inurement due to the amount constituting reasonable compensation for services rendered, then the
plan is serving the organization's exempt purpose rather than a private interest.
Significantly, the IRS acknowledged, in G.C.M. 38283, the efficacy of incentive compensation and profit-sharing plans, in both "for
profit" and non-profit organizations, as a means of increasing employee productivity. The IRS stated that, in the past, they felt that
profit-sharing plans were inherently incompatible with the accomplishment of a charitable purpose because of the potential conflict
between the personal interest of the employees, in the form of greater
profit making efforts, and the organization's exempt purpose. However, the IRS now believes that in the past they placed too strong an
emphasis on the benefit that the employee derives. The IRS determined that more consideration should be given to the significant
benefit accruing to the employer's exempt function through incentive
compensation plans. 67 As long as the benefits to the employees con66 For example, an exempt organization could be involved in activities which do not
further an exempt purpose but require no expenditures of resources, thus violating the exclusive operation test but not the proscription against inurement.
67 For example, the major benefit accruing to the non-profit organization, in a health
care or hospital/medical context, is the dampening effect on costs and daily rates. Although
relatively few health care institutions or hospitals utilize such plans, due to the uncertainty of
such plans on their tax exempt status, those that have utilized them have had enormous
success. Referring to the plan involved in G.C.M. No. 38283, in a 1975 article on health care
incentive plans, the potential impact of employee incentive compensation plans on inflation
in hospital costs was illustrated by the following quote: "[T]he expenses in U. S. hospitals for
1970 could have been reduced by $3.9 billion if the average per cent increase in expense per
patient day for the nation's voluntary hospitals had been as low as that of Memorial Hospital
of Long Beach." See R. Bromberg, The Ejfct of Tax Poliy on the Delive y and Cost of Health Care,
53 TAXES 452, 473 (1975). The following examples of the savings generated by the employees
of Memorial Hospital of Long Beach and Baptist Hospital of Pensacola, Florida, (using a
plan similar to Memorial Hospital's) illustrate the benefit which can accrue to the non-profit
organization's exempt function with the public as ultimate beneficiary:
(1) Employees of Memorial Hospital rebottled antiseptics in three and five ounce containers, eliminating waste in the housekeeping department and saving $2,579 a year.
(2) By finding a more efficient method of storing, handling, and washing glasses used for
juice and water, the nursing and food service departments saved $2,000 in labor costs while
improving sanitation and inventory control.
(3) By modifying equipment used to vacuum water from floors, employees saved two
hours per day netting to $1,386 per year.
(4) The exchange of special mattresses took eight janitor hours per week until an employee suggested storing two hard and two foam mattresses in the linen closets on each floor
as opposed to constantly moving them from the ground floor storeroom. $1,485 a year in
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stitute reasonable compensation, such benefits are merely incidental
to the organization's exempt purpose. Therefore, the Service stated
that its efforts should now be aimed at devising rules to ensure the
realization of the benefit to the exempt function.
Regarding the plan under consideration in G.C.M. 38283, the
Service's main concern was that the plan be properly conceived and
administered. 68 The Service also stated that, at the present time, the
limitation imposed upon profit-sharing plans by sections 401-418 of
the I.R.C., along with those imposed by the Employee Retirement
Income Security Act of 1974 (ERISA) as amended, should provide
assurance that the plan is properly administered. The Service left
open the possibility of formulating independent standards if
problems arise under the system.
It is unclear how G.C.M. 38283 will affect other exempt organizations. Although G.C.M. 38283 has no precedential value, it does
represent the first substantial authority for the proposition that an
exempt organization may have a profit-sharing plan (or at least an
incentive compensation plan) qualifying under section 401. Moreover, the plan involved in G.C.M. 38283 included the hospital administrator as an eligible participant. Thus, it appears that it may
now be possible to allow senior management to participate in these
plans, thus giving non-profit organizations the ability to compete
more effectively for highly qualified management personnel.
The limitations of G.C.M. 38283, however, must not be ignored.
The plan involved was an incentive compensation plan and not a
traditional profit-sharing plan. Thus, today no authority exists for
the proposition that a non-profit organization may institute a true
profit-sharing plan without endangering its exempt status.
III.

Conclusion

If the IRS follows its own reasoning, it should only be a matter
of time before it approves a true profit-sharing plan for a non-profit
organization. The same justifications for allowing the incentive compensation plan in G.C.M. 38283 apply with equal force to profitsharing plans. As long as the compensation paid to employees under
either an incentive compensation or a true profit-sharing plan is
"reasonable," then no earnings inure to the benefit of a private indilabor was saved. Although only a small example, the potential benefit to the hospital's exempt function is clearly illustrated.
Id.
68 G.C.M. No. 38283 (1980).
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vidual. Therefore, it is not necessary to distinguish between incentive
compensation and true profit-sharing plans. Moreover, with the attractiveness of the salary reduction features of cash or deferred arrangements under Section 401(k) and the proposed regulations, the
time has come for a more liberal federal tax policy in this area. Such
a policy could pave the way for enormous improvements in competition between non-profit and for profit organizations. In fact, the
time is ripe for the Treasury Department to adopt regulations which
give more guidance to exempt organizations wishing to adopt qualified profit-sharing plans.
Frank A. Peraino

