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The Tax-Exempt
Million Dollar Compensation Limit
The 2017 tax reform reconciliation act (the Act) significantly affects taxexempt organizations in numerous ways. The Act creates a new ‘excise
tax on excess tax-exempt organization executive compensation’ effective
for tax years beginning after December 31, 2017.
The Act creates Section 4960 of the Internal Revenue Code, which
imposes a 21-percent excise tax on (i) annual remuneration in excess of
$1 million paid by an applicable tax-exempt organization to a covered
employee, and (ii) certain separation payments deemed excessive in
relation to historic compensation (excess parachute payments) to a
covered employee. Employers, not the covered employees, are liable for
the excise tax. Section 4960 is effective for taxable years beginning after
December 31, 2017.
An ‘applicable tax-exempt organization’ includes any organization
exempt from tax under Section 501(a) as well as certain other types of
tax-exempt entities.
A 'covered employee' is one of the top five most highly compensated
employees of an applicable tax-exempt organization for the taxable year,
plus any person who was a covered employee in any preceding taxable
year beginning after December 31, 2016.
In adding Section 4960 Congress attempts to create parity between taxexempt organizations and certain taxable corporations. Section 162(m)
disallows a deduction by certain taxable corporations for compensation
over $1 million paid to certain top executives and the highest
compensated officers. Section 4960 imposes on tax-exempt organizations
an excise tax equal to the corporate tax rate of 21 percent on similar
compensation payments. Section 280G generally imposes a loss of tax
deduction for excess parachute payments resulting from a change in
control.
The excise tax on compensation over $1 million and the excise tax on
excess parachute payments operate independently. One may apply even
if the other does not. However, no more than one 21percent excise tax
may apply to a particular payment.
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