
 

 

Six Tax Reform Issues Impacting Nonprofit Organizations 

Continued… 

 

2. IRC Section 4960: Tax on excess tax-exempt organization executive 

compensation. 
 

Tax-exempt organizations that pay an executive considered a “covered employee” more than $1 million will 

be subject to a 21 percent tax on the excess amount over $1 million. A covered employee is any current or 

former employee of a tax-exempt organization who is either (a) one of the five highest compensated 

employees in the organization for the tax year, or (b) was a covered employee of the organization, or any 

predecessor of the organization, for any tax year after Dec. 31, 2016. So, once an individual is a covered 

employee, he or she is always considered a covered employee. 

  

In addition, the new provision imposes the same tax on certain parachute payments (which may be less than 

$1 million). This provision applies not only to typical 501(c) tax-exempt organizations, but to all organizations 

that derive their income tax exemption from Internal Revenue Code section 501(a), including pension trusts. 

It also applies to non-501(c) exempt organizations, such as state and local government entities, which 

includes state colleges, so that highly-compensated athletic coaches would be on equal footing as coaches 

from private universities (although some believe that a technical correction is needed to impose the tax on 

state institutions). There is also a special carve-out for licensed medical professionals, including veterinarians, 

for the performance of medical or veterinary services, to the extent that the compensation received is for the 

provision of medical services and not for other services, such as administration or business development. 

 

Most significantly, it is not only the compensation from the tax-exempt organization that counts towards the 

$1 million, but also the compensation paid from both tax-exempt and taxable related organizations. A related 

organization is an organization that controls, or is controlled by, the organization (parent/subsidiary); is 

controlled by one or more persons that control the organization (brother/sister); and/or is a supported or 

supporting organization. If compensation from more than one employer is used to calculate the excise tax, 

then each employer is liable for its proportionate share of the tax. 

  

Because of its complexity, the Treasury Department has added this provision to its list of Priority Guidance 

items. It’s important to note that there is no relationship between this new provision and the intermediate 

sanctions provisions; for example, just because a person makes over $1 million does not mean the 

compensation is unreasonable. However, we expect that those who are subject to the provision will undergo 

greater scrutiny. Thus, it’s important that organizations establish the rebuttable presumption of 

reasonableness when it comes to executive compensation. An independent authorized body can help by 

reviewing the proposed compensation based on comparable data and documenting both the independence 

and the basis for the decision.  

 

The effective date of this provision is for all tax years beginning after Dec. 31, 2017. 

https://www.irs.gov/charities-non-profits/charitable-organizations/rebuttable-presumption-intermediate-sanctions

