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The "Tax Cuts and Jobs Act” added a new 21% tax penalty on
“excess compensation” paid by most tax-exempt organizations to
their top-five highest compensated employees. The penalty is
found under section 4960 of the Internal Revenue Code (the
“Code”) and it ties the amount of the penalty to the corporate tax
rate, which is currently 21%. Importantly, this penalty is paid by the
employer. Nothing under new Code section 4960 actually changes
the employee’s tax liability for any compensation paid. For that reason, it will be up to the organi-
zation’s board of directors or trustees to determine what, if any, action should be taken by a tax-
exempt organization to minimize the effects of the tax penalty.

This article explains who is subject to the penalty and how it works. It also explains the standards
boards will need to consider in making these decisions and then outlines strategies that organiza-
tions could implement to minimize the amount of the excise tax.

Applicable Tax-Exempt Organizations

The penalty applies to all “applicable tax-exempt organizations.” Code section 4960 defines this
group very broadly. The group includes any organizations that are exempt from federal income
tax under Code section 501(a), governmental instrumentalities exempt from federal income tax
under Code section 115, Code section 521(b)(1) farmers’ cooperatives and Code section 527(e)(1)
political organizations.

Code section 501(a) exempts from federal income tax all organizations listed in Code sections
501(b) and 501(c). Those listed organizations not only include the widely used exemption for
Code section 501(c)(3) organizations (i.e., public charities and private foundations), but also most
private tax-exempt organizations. Code section 115 governmental instrumentalities are defined
as organizations that perform essential functions of, and whose income accrues to, a state
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government or its political subdivisions. State governments and political subdivisions are not
subject to the excise tax. To be a political subdivision, an organization must have been delegated
authority to exercise one or more of the state’s sovereign powers — taxing authority, police pow-
er or eminent domain. These organizations are the ones you generally think of as being part of
the government, such as counties, townships, cities, police departments, public water and sanita-
tion districts, and school districts. These entities are generally exempt from taxation under the
Constitutional doctrine of intergovernmental immunity, under which states and federal govern-
ments do not typically tax each other.

The new law does not limit the number of organizations subject to the tax penalty based on
whether the organization is part of a “controlled group” or “single employer,” as defined under
Code section 414. Unless the IRS provides guidance to the contrary, it appears the excise tax
could apply at each level of an organization and not just the parent organization. The excise tax
also applies to any compensation paid to a covered employee by certain organizations that are
related to an applicable tax-exempt organization. A “related organization” is defined as any person
or governmental entity that is related to the applicable tax-exempt organization in one of the fol-
lowing ways:

» Controls or is controlled by the applicable tax-exempt organization;

Is controlled by one or more persons that control the applicable tax-exempt organization;

Is a supported organization (as defined in Code section 509(f)(3));
* Is a supporting organization (as defined in Code section 509(a)(3)); or

« In the case of a voluntary employee benefit association (VEBA), establishes, maintains, or
makes contributions to the VEBA.

The statute provides that if more than one employer pays compensation to a covered employee,
which results in excess compensation payments, then each employer pays a pro-rata share of the
tax penalty. It does not provide that the related organizations pay the excise tax (unless, of course,
the related organization is also an employer).

Covered Employee

A “covered employee” is any of the five highest paid employees of an applicable tax-exempt
organization for any taxable year commencing after December 31, 2016. Once an employee is
identified as a covered employee of the organization, he or she will be deemed a covered em-
ployee “forever” with respect to any compensation paid by the organization, or any related orga-
nization, to that employee. For that reason, many tax-exempt organizations will eventually have
more than five covered employees. This is important because post-termination payments to a
covered employee will also be included to determine if the covered employee has received ex-
cess compensation in any taxable year. (Note that distributions from tax-qualified retirement
plans under Code sections 401(a), 403(b), and 457(b) are not counted for purposes of determin-
ing excess compensation, but distributions from a Code section 457(f) plan are included.)

Excess Compensation

“Excess compensation” means any remuneration paid to a “covered employee” that either:
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o Exceeds $1,000,000 in any taxable year of the organization beginning after December 31,
2017, or

¢ |s deemed to be an “excess parachute payment.”

For purposes of determining if the penalty is triggered, remuneration means “wages” as defined
under Code section 3401(a). (These wages are very similar to Form W-2 wages.) The following
types of compensation will not be treated as includible remuneration:

« Payments from tax-qualified plans;

» Benefits paid from a 403(b) or 457(b) plan;

Payments for medical or veterinary services performed by a medical or veterinary
professional; or

» Payments to a non-highly compensated em—ployee (as determined by
Code section 414(q)).

Interestingly, Congress did not grandfather existing written compensation contracts, which it did
do with respect to excess compensation paid at publicly traded for-profit corporations.

Excess Parachute Payments

A "parachute payment” is any payment in the nature of compensation to (or for the benefit of) a
covered employee if:

e The payment is contingent on the employee’s separation from employment with the
employer (ho change of control is needed), and

e The present value of the contingent payment equals or exceeds three times the base
amount (as defined under Code section 280G(b)(3)).

The base amount is the covered employee’s average taxable wages for the past five years (or if
shorter, then the shorter period). If the severance pay exceeds three times this base amount, then
the amount of severance that exceeds the base amount is subject to the excise tax. For example,
if a covered employee were receiving $2,000,000 in severance pay and the employee’s base
amount (average compensation) was $600,000, then the severance would exceed three times
the base amount and the severance pay in excess of the base amount ($1,400,000) would be
subject to the tax penalty.

Fiduciary Duties

Members of an organization’s board of directors or trustees owe fiduciary duties to the organiza-
tion. These duties vary from state to state, but generally include the duties of care and loyalty.
These duties generally require that when the board makes a decision on behalf of the organiza-
tion, it must act in an informed manner, in good faith, and based on the honest belief that the
action taken was in the best interest of the organization. If the board decision was well informed
and taken in good faith, then a court will apply the business judgment rule to determine whether
the board'’s decision was proper. The business judgment rule provides that the board decision and
action will be considered to be made in the best interest of the organization if there is any rational
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basis for the directors’ decision or action. In order for a board to establish that it acted on an in-
formed basis and in good faith, the board should obtain appropriate information to:

« |dentify current and potential covered employees;
» Determine potential penalties for the organization;

« |dentify potential compensation restructuring to minimize excess compensation and
parachute payments; and

» Balance the costs of the penalties against recruiting and retention needs of the organization
and the costs of implementing any compensation restructuring.

If the harm to the organization’s recruiting and retention needs are too great, then the excise
taxes may become part of the cost of doing business. However, boards will want to demonstrate
that they were well informed and considered these issues in good faith.

Minimizing Tax Penalties

There are a number of ways that affected organizations can minimize the new tax penalty. For
example:

* Maximize benefits under tax-qualified retirement plans. Organizations should review
whether implementing a defined benefit plan, defined contribution, QSERP, or Code
sections 403(b) or 457(b) plans can reduce the amount of compensation that would have
been treated as excess compensation in a taxable year.

» Consider alternative methods of deferring compensation, such as a Code section 457(f)
plan or a split-dollar life arrangement.

A traditional problem with Code section 457(f) plans has been that the entire benefit is
included in income in a single lump sum when the benefit vests. However, the proposed
Code section 457(f) regulations (which can currently be relied on) now provide several meth-
ods that can be used to spread these payments out over time, which could enable the
organization to avoid accruing post-termination payments in excess of $1,000,000. These
methods include:

o Post-Termination Non-Compete Periods. For example, some not-for-profit hospitals
have an interest in their executives not competing for talent and fundraising after
termination of employment. A post-termination non-compete provision may be
treated as a period during which the compensation is unvested, and could vest in
tranches to spread payments over time. The tax penalties do not apply to compensa-
tion until it is vested. Also, because Code section 457(f) plans are covered by the
Employee Retirement Income Security Act (ERISA), even California’s laws against
non-compete provisions are preempted.

o Rolling Vesting. Another way to control the timing of payments from a Code section
457(f) plan is by implementing vesting extensions, sometimes referred to as "rolling”
vesting. The proposed regulations now permit an organization to extend a current
vesting date if (1) an agreement extending the vesting date is entered into 90 days
before the original vesting date, (2) the vesting date is extended by no less than two
years, and (3) the employer adds a contribution to the plan that is greater than 25% of
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the current value of what the employee’s benefit would have been on the original
vesting date.

o Short-Term Deferral Exception. Lastly, an organization can take advantage of the
addition of a short-term deferral exemption now available under the Code section
457(f) proposed regulations. By using the short-term deferral exemption, the pay-
at-vesting rule does not apply and the organization can better control when the
payments are made and taxed.

We will be monitoring future IRS guidance regarding how the excise tax is to be applied to ap-
plicable tax-exempt organizations, and we will post updates as they become available. At this
time, applicable tax-exempt organizations should begin the diligence process of determining who
will be a covered employee beginning with the 2017 taxable year and how much the potential
excise tax could be. Then, the difficult work will begin: to determine if the organization can
minimize the cost of the excise tax while maintaining its recruiting and retention needs for top
executives to run the organization. These discussions may require modeling of deferred com-
pensation to later years to see if the amounts can be spread out in an acceptable manner to avoid
the excise tax while providing value to the executive.

We would be happy to discuss with your organization this diligence process and potential strate-
gies to reduce compensation that will be subject to the excise tax. Please don't hesitate to con-
tact the firm with any questions you may have.

EMAIL MARC FOSSE
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