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On December 22, 2017, H. R. 1 was signed into law, imposing a new excise tax of 21% on
two categories of executive compensation paid by certain tax-exempt organizations. The
new tax found in Internal Revenue Code (*I1RC") Section 4960 appliesto compensation
paid to “covered employees’ in excess of $1 million per year and “ excess parachute
payments’ paid to covered employeesthat are contingent upon their separation of
employment.

Since the passage of the act in late December, we have been fielding a number of questions
from our tax-exempt clients about this new excise tax. Below are some of the questions
we'vereceived.

What types of tax-exempt organizations are subject to the new excise tax?

Tax-exempt organizations subject to the excise tax generally include all tax-exempt
organizations under 1RC Section 501(a), exempt farmers' cooper ative or ganizations,
certain state or local governmental entities, and certain political organizations.

Why was IRC Section 4960 enacted and when are the rules effective?

IRC Section 4960 was enacted as an attempt to provide parity between the limitation on
the deductibility of compensation by taxable publicly traded cor porations and the
treatment of executive compensation paid by tax-exempt organizations. Similar tothe IRC
Section 162(m) modifications, which eliminated deductions for any compensation which is
performance-based in excess of $1M for covered employees, the new rules ar e effective for
taxable year s beginning after December 31, 2017.

Notably, the legislation did not incor porate thetransition rule provided for in IRC Section
162(m), under which compensation paid pursuant to a written binding agreement in effect
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on November 2, 2017 is excluded from the new rules, so long asthe agreement isnot later
modified.

Who is considered a “covered employee” under IRC Section 49607

A covered employeeincludes:

= Anyonewho isone of thetop five (5) highest paid employees of the tax-exempt
organization; and

= Anyone considered a covered employee of the organization in a preceding year
beginning after December 31, 2016.

What compensation is subject to the $1,000,000 limit?

Therules apply to all wages (excluding designated Roth contributions), and compensation
that isrequired to beincluded in income under the deferred compensation rules under
IRC Section 457(f) (i.e., when the compensation is no longer subject to a substantial risk of
forfeiture).

Compensation paid to a licensed medical professional (e.g., a doctor, nurse, or
veterinarian) for the performance of medical or veterinary services (but not administrative
services) by that professional, is excluded from the excise tax. However, compensation paid
to the medical professional in any other capacity istaken into account under therules.

What is an “excess parachute payment”?

Therules and conceptsfor determining “ excess parachute payments’ are similar tothe

rulesoutlined in IRC Section 280G covering paymentsthat are contingent upon a change-
in-control (“CIC”) of a corporation, except that the tax-exempt ruleswill generally apply
to severance or severance-related compensation (i.e.,, aCIC isnot required for theruleto

apply).

An “excess parachute payment” isthe amount by which any “ parachute payment” exceeds
a covered employee’'s “base amount.”

= A “parachute payment” isgenerally any severance or severance-type compensation
paid to (or for the benefit of) a covered employee for which the aggregate present
value equals or exceedsthreetimesthe employee’'s* base amount.”

= A covered employee’s“ base amount” is generally the aver age annualized
compensation includiblein the employee' s grossincome for the five taxable years
ending before the date of the employee’ s separ ation from employment.

What types of compensation are not captured under the new rules?
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Parachute paymentsdo not include:

= Paymentsfrom variousretirement plans and accounts:

e Qualified retirement plans, simplified employee pension plans, simple
retirement accounts, tax-deferred annuity contracts under 1RC Section 403(b),
and eligible deferred compensation plans under IRC Section 457(b) are
excluded;

= Paymentsto a covered employee who isnot a highly compensated employee (within

the meaning of IRC Section 414(q)); and

= Paymentsto licensed medical professionals as described above.

Who is responsible for paying the excise tax?

Unlike IRC Sections 280G and 4999, wher e the excise tax isimposed upon the executive
receiving the excess par achute payments, |RC Section 4960 excise tax appliesto the
employer and related organizations. If a covered employee' s compensation ispaid by more
than one employer, then each employer isresponsiblefor its pro-rata share of the excise

tax.

Asaresult of the provision’s broad definition of related organizations, it appearsthat it
may be possible for a taxable entity to be subject to the excise tax.

What steps should tax-exempt organizations take now to begin preparing for the new
excise tax rules?

Whilethelaw is still fresh and further guidance on a number of technical topicsis
necessary, organizations and their compensation committees or boar ds should begin now
to better understand their exposures under |RC Section 4960. Some action stepsinclude:

I dentify covered employeesfor 2018 and 2017; the covered employee status per sists
into subsequent years.
Inventory existing compensation arrangements that may become subject to the excise
tax.
¢ All existing employment agreements, annual and long-ter m incentive plans,
sever ance arrangements, deferred compensation plans, and any other
compensation arrangements should be reviewed.
Estimate the annual financial impact on the organization of excise tax payments for
cover ed employees’ compensation in excess of $1 million.
Deter mine whether any adjustments should be made to annual compensation
programsfor covered employeesto reduce or eliminate the payment of the excise
tax—without jeopar dizing executive retention and the competitiveness of executive
pay because of compensation program changes.
In anticipation of terminations and/or retirements, organizations should evaluate
whether any excess parachute paymentsarelikely to betriggered.
e Until further guidanceisprovided, the IRC Section 280G golden parachute
rules, which are similar in concept to IRC Section 4960, may be helpful to
under standing how the rules practically should be applied.
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= Consider how the new rules will apply when structuring new compensation
arrangements.

e For example, an employer may consider including protective language in any
new executive compensation arrangement that would allow it to unilaterally
modify or reduce compensation to the extent needed to avoid the excise tax
(similar to clauses used by many taxable corporations for handling the golden
parachute excise taxes under I|RC Section 4999). Given the excise tax is applied
on the employer, it will likely be much mor e difficult to negotiate reductions at
the time of terminations when the excise tax applies.
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