
SAMPLE COMPENSATION POLICY 
AS OF MAY 26, 2010
NOTE ON THE SCOPE OF THIS MATERIAL

This material is designed to provide general guidance about an aspect of nonprofit corporate governance in the specific and limited context of the governance questions contained in the new IRS Form 990 (published by the IRS in 2008 and applicable to 990 filers based on a 2009-2011 filing year phase-in period depending on the size of the nonprofit). It is intended to provide some general guidance on the establishment of processes and/or policies to address a specific governance question in the Form. The subject matter of that question implicates a broad array of legal and practical issues ranging far beyond the immediate subject matter of the question itself. This material may address some of those issues but does NOT attempt to review them comprehensively and is NOT intended to be relied on for guidance on how they should be addressed in any specific situation.
Whether or not a nonprofit organization adopts a specific governance process or policy (or modifies an existing one), either in response to the disclosure requirements of the new IRS Form 990 or to change its governance practices for other reasons is a matter to be carefully considered by that organization, with input from its board and advisors and evaluation of its specific circumstances. The IRS has explicitly stated that adoption of the policies and practices about which the new Form 990 asks is not mandatory, although the IRS has also indicated that it attaches significance to the manner in which all tax-exempt nonprofit organizations govern themselves.  These sample policies are not intended to suggest that the policy is appropriate for every nonprofit organization nor that, if a policy on that topic is determined to be appropriate, the formulations in the samples necessarily fit the needs of an individual nonprofit organization. A customized approach, with outside professional advice, is recommended. Accordingly, this material is intended as general information for legal practitioners advising nonprofit organizations as to their governance and does not constitute legal advice for any particular nonprofit organization.

Although the subject matter of this material may have relevance to nonprofit organizations that are not required to file informational tax returns with the IRS or are permitted to file on an IRS form other than Form 990, the focus of this material is 990 filers. While this material is meant to apply to Form 990 filers who are exempt under Section 501(c) of the Internal Revenue Code, certain portions of this material may be applicable only to Section 501(c)(3) organizations. In addition, although this material may be of assistance with respect to nonprofit organizations that are not subject to oversight under California law, there may be portions of this material that are relevant only to nonprofits organized under, or (by reason of their California-related activities) otherwise subject to, California law.

The reader has permission to copy, modify and otherwise use this policy for the reader's or his or her client's use. All other rights are reserved by the copyright holder.

COMPENSATION POLICY FOR OFFICERS, DIRECTORS, 

TOP MANAGEMENT OFFICIAL AND KEY EMPLOYEES

1. Policy and Purposes


This is the policy of ORGANIZATION (the “organization”) with respect to the review and approval of compensation of its officers and employees.  [Alternate introductory sentence for 501(c)(3) and 501(c)(4) organizations: It is the policy of ORGANIZATION (the “organization”) that all compensation paid by the organization is reasonable based upon a review of comparability information.] This policy provides a procedure for the review and approval of the compensation of the officers, directors [trustees], CEO, executive director or top management official, and key employees of the organization (“Compensated Individuals”) consistent with applicable federal tax law and California law.  (The IRS Form 990 definitions for some of the identified positions are included in the Appendix and used in this policy with the same meanings.)

2. Procedure for Approval of Compensation


A.
General.  The board of directors or trustees, or authorized committee (“Governing Body”) shall review and approve the compensation of Compensated Individuals.

[THE FOLLOWING VERSION OF PARAGRAPH B IS FOR FORM 990 FILERS (OTHER THAN 501(c)(3) AND (c)(4) ORGANIZATIONS):]


B.
Specific Requirements.  The Governing Body reviewing and approving compensation for Compensated Individuals shall satisfy the following requirements or procedures:


(1)
Approval by Persons Without a Conflict of Interest.  Compensation shall be reviewed and approved by the Governing Body, provided that persons with a conflict of interest with respect to the compensation arrangement at issue are not involved. Members of the Governing Body do not have a conflict of interest if they (a) are not benefitting from or participating in the compensation arrangement; (b) are not in an employment relationship subject to the direction or control of any person benefitting from or participating in the compensation arrangement; (c) do not receive compensation or other payments subject to the approval of any person benefitting from or participating in the compensation arrangement; (d) have no material financial interest affected by the compensation arrangement; and (e) do not approve a transaction providing economic benefits to any person participating in the compensation arrangement, who in turn has or will approve a transaction providing economic benefits to the member.  (Form 990, Part VI, Line 15, 2009 Instructions; Treas. Reg. § 53.4958-6(c)(1)(iii).)


(2)
Use of Comparability Data.  In its review and approval of compensation, the Governing Body shall review and use data and surveys of comparable compensation for similarly qualified persons in functionally comparable positions at similarly situated organizations. (Form 990, Part VI, Line 15, 2009 Instructions.)


(3)
Recording Compensation Deliberations.  The Governing Body shall contemporaneously document and maintain records with respect to the deliberations and decisions regarding the compensation arrangement.  (Form 990, Part VI, Line 15, 2009 Instructions.) 

[IF THE ORGANIZATION HOLDS PROPERTY FOR CHARITABLE PURPOSES AND THEREFORE MAY BE SUBJECT TO CALIFORNIA GOVERNMENT CODE § 12586(g), THE FOLLOWING LANGUAGE SHOULD BE ADDED:]


(4)
Review and Approval for Certain Executive Officers.  In addition to the requirements of this policy applicable to all Compensated Individuals, any compensation set for the CEO or president, and CFO or treasurer, (or individuals with equivalent powers, duties or responsibilities comparable to these positions), must also be determined to be just and reasonable. The Governing Body’s review and approval shall occur initially upon hiring, whenever the term of employment, if any, is renewed or extended, and whenever the compensation is modified.  Separate review and approval shall not be required if a modification of compensation extends to substantially all employees.

[THE FOLLOWING ALTERNATIVE VERSION OF PARAGRAPH B IS FOR 501(c)(3) AND 501(c)(4) ORGANIZATIONS, WHICH ARE SUBJECT TO INTERMEDIATE SANCTIONS FOR EXCESS BENEFITS UNDER 26 U.S.C. § 4958.  (NOTE: COMPLIANCE WITH DETAILED REGULATIONS MAY CREATE A REBUTTABLE PRESUMPTION THAT THE COMPENSATION IS REASONABLE AND NOT AN EXCESS BENEFIT PURSUANT TO TREAS. REG. § 53.4958-6):]


B.
Specific Requirements.  The Governing Body reviewing and approving compensation for Compensated Individuals shall satisfy the following requirements or procedures:


(1)
Approval by Persons Without a Conflict of Interest.  Compensation shall be reviewed and approved by the Governing Body, provided that persons with a conflict of interest with respect to the compensation arrangement at issue are not involved. Members of the Governing Body do not have a conflict of interest if they (a) are not benefitting from or participating in the compensation arrangement; (b) are not in an employment relationship subject to the direction or control of any person benefitting from or participating in the compensation arrangement; (c) do not receive compensation or other payments subject to the approval of any person benefitting from or participating in the compensation arrangement; (d) have no material financial interest affected by the compensation arrangement; and (e) do not approve a transaction providing economic benefits to any person participating in the compensation arrangement, who in turn has or will approve a transaction providing economic benefits to the member.  (Form 990, Part VI, Line 15, Instructions; Treas. Reg. § 53.4958-6(c)(1)(iii).)


(2)
Use of Comparability Data.  In its review and approval of compensation, the Governing Body shall affirmatively determine that compensation is reasonable to the organization based upon information sufficient to determine whether 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.  Relevant information includes, but is not limited to, compensation levels paid by similarly situated organizations, both taxable and tax exempt, for functionally comparable positions; the availability of similar services in the geographic area of the organization; current compensation surveys compiled by independent firms;  and actual written offers from similar institutions competing for the services of the compensated person. If the organization has average annual gross receipts of less than $1 million for the prior three tax years, the Governing Body will have appropriate comparability information if it has information on compensation paid by three comparable organizations in the same or similar communities for similar services. (Form 990, Part VI, Line 15, 2009 Instructions; Treas. Reg. §§ 53.4958-4(b), 53.4958-6(c)(2)).  


(3)
Recording Compensation Deliberations.  The Governing Body’s review and approval of compensation shall be promptly recorded in the minutes of its meetings and contain: (a) the terms of the compensation and the date approved; (b) the names of the members of the Governing Body who were present during the discussion and those who voted on the approved compensation; (c) the comparability data obtained and relied upon, and how it was obtained; (d) any action taken with respect to consideration of the compensation by a member of the Governing Body who had a conflict of interest with respect to the compensation; and (e) if the reasonable compensation is higher or lower than the range of comparability data obtained, the basis for the decision.  Such minutes shall be reviewed and approved by the Governing Body as reasonable, accurate and complete within a reasonable time after the review and approval of the compensation.  (Form 990, Part VI, Line 15, 2009 Instructions; Treas. Reg. § 53.4958-6(c)(3).)

[IF THE ORGANIZATION HOLDS PROPERTY FOR CHARITABLE PURPOSES AND THEREFORE MAY BE SUBJECT TO CALIFORNIA GOVERNMENT CODE § 12586(g), THE FOLLOWING LANGUAGE SHOULD BE ADDED:]


(4)
Review and Approval for Certain Executive Officers.  In addition to the requirements of this policy applicable to all Compensated Individuals, any compensation set for the CEO or president, and CFO or treasurer, (or individuals with equivalent powers, duties or responsibilities comparable to these positions), must be determined to be just and reasonable. The Governing Body’s review and approval shall occur initially upon hiring, whenever the term of employment, if any, is renewed or extended, and whenever the compensation is modified.  Separate review and approval shall not be required if a modification of compensation extends to substantially all employees.

APPENDIX

2009 IRS FORM 990 INSTRUCTIONS

DEFINITIONS

Director or trustee. A “director or trustee” is a member of the organization’s governing body, but only if the member has voting rights. A director or trustee that served at any time during the organization’s tax year is deemed a current director or trustee. Members of advisory boards that do not exercise any governance authority over the organization are not considered directors or trustees.  An “institutional trustee” is a trustee that is not an individual or natural person but an organization. For instance, a bank or trust company serving as the trustee of a trust is an institutional trustee.

Officer. An officer is a person elected or appointed to manage the organization’s daily operations. An officer that served at any time during the organization’s tax year is deemed a current officer. The officers of an organization are determined by reference to its organizing document, bylaws, or resolutions of its governing body, or as otherwise designated consistent with state law, but, at a minimum, include those officers required by applicable state law. Officers can include a president, vice-president, secretary, treasurer and, in some cases, a Board Chair. In addition, for purposes of Form 990, including Part VII, Section A, and Schedule J (Form 990), treat as an officer the following persons, regardless of their titles.


1. Top management official. The person who has ultimate responsibility for implementing the decisions of the governing body or for supervising the management, administration, or operation of the organization.


2. Top financial official. The person who has ultimate responsibility for managing the organization’s finances. 


If ultimate responsibility resides with two or more individuals (for example, co-presidents or co-treasurers), who can exercise such responsibility in concert or individually, then treat all such individuals as officers. 

Key employee. For purposes of Form 990, a current key employee is an employee of the organization (other than an officer, director or trustee) who meets all three of the following tests, applied in the following order: 


1. $150,000 Test: Receives reportable compensation from the organization and all related organizations in excess of $150,000 for the calendar year ending with or within the organization’s tax year. 


2. Responsibility Test: At any time during the calendar year ending with or within the organization’s tax year:


a. Has responsibilities, powers, or influence over the organization as a whole that is similar to those of officers, directors, or trustees; 


b. Manages a discrete segment or activity of the organization that represents 10% or more of the activities, assets, income, or expenses of the organization, as compared to the organization as a whole; or 


c. Has or shares authority to control or determine 10% or more of the organization’s capital expenditures, operating budget, or compensation for employees. 


3. Top 20 Test: Is one of the 20 employees other than officers, directors, and trustees who satisfy the $150,000 Test and Responsibility Test with the highest reportable compensation from the organization and related organizations for the calendar year ending with or within the organization’s tax year. 


If the organization has more than 20 individuals who meet the $150,000 Test and Responsibility Test, report as key employees only the 20 individuals that have the highest reportable compensation from the organization and related organizations. Note that any others, up to five, might be reportable as current highest compensated employees, with over $100,000 in reportable compensation. Use the calendar year ending with or within the organization’s tax year for determining the organization’s current key employees. 


An individual that is not an employee of the organization (or of a disregarded entity of the organization) is nonetheless treated as a key employee if he or she serves as an officer or director of a disregarded entity of the organization and otherwise meets the standards of a key employee set forth above. See Disregarded Entities, later [on page 24 of the Instructions], for treatment of certain employees of a disregarded entity as a key employee of the organization. 


If an employee is a key employee of the organization for only a portion of the year, that person’s entire compensation for the calendar year ending with or within the organization’s tax year, from both the filing organization and related organizations, should be reported in Part VII, Section A. Management companies and similar entities that are independent contractors should not be reported as key employees. The organization’s top management official and top financial official are deemed officers rather than key employees.

� 	The definitions in this Appendix are taken from the IRS 2009 Instructions for Form 990 at page 22.
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