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The 2017 Tax Cuts and Jobs Act enacted new 

Section 4960 of the Internal Revenue Code, 

which imposes an excise tax on certain exec-

utive compensation.1 On Dec. 31, 2018, the 

Department of the Treasury and Internal 

Revenue Service released Notice 2019-09, 

which provides interim guidance pending the issuance of pro-

posed regulations. At the time this article was submitted for pub-

lication, proposed regulations had not yet been issued. 

Code Section 4960 imposes an excise tax on applicable tax-

exempt organizations (ATEOs) and “related entities” at the 

corporate tax rate, currently 21 percent, that pay “excess 

remuneration” and “excess parachute payments” to “covered 

employees.” The law provides an important exception from 

the excise tax for amounts paid to licensed medical profes-

sionals and veterinarians. 

The following brief discussion is meant to highlight certain 

aspects of the law, including the medical services exception. 
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Background 
In general, organizations exempt 

from taxation under code Section 501(a) 

are subject to numerous rules, including 

a prohibition on private inurement. If 

an “insider” of a tax-exempt organiza-

tion receives any portion of the income 

or assets of such an organization in an 

amount greater than the value of con-

sideration or services he or she provides 

to the organization, there may be pro-

hibited “private inurement.”2 Addition-

ally, there are potential excise taxes on 

“disqualified persons” for excess benefit 

transactions under code Section 4958 

for public charities. There are also 

potential excise taxes on self-dealing 

transactions under code Section 4941 

with respect to private foundations.3 

These rules often focus on whether com-

pensation is “reasonable.” 

Code Section 4960 imposes an excise 

tax on ATEOs similar to the manner in 

which the golden parachute rules under 

code Section 280G and Section 4999 

operate and the rules disallowing deduc-

tions for “excess compensation over $1 

million” under code Section 162(m) 

apply to for-profit organizations. Effec-

tively, code Section 4960 implements a 

tax on the employer (or related employ-

ers) based on certain bright-line criteria, 

and is in addition to the above-men-

tioned more general rules applicable to 

certain tax-exempt organizations and 

their insiders. 

Mechanics of the Operation of Section 
4960 

The code Section 4960 excise tax is 

on the sum of: 1) remuneration paid 

(other than “excess parachute pay-

ments”) by an ATEO for the taxable year 

“with respect to employment of any 

covered employee” that exceeds $1 mil-

lion, and 2) any excess parachute pay-

ment paid by such organization to a 

covered employee.4 

An ATEO is an organization that: 1) is 

exempt from taxation under code Sec-

tion 501(a); 2) has income excluded 

under code Section 115(1); 3) is a politi-

cal organization under code Section 

527(e)(1); or 4) is a farmers’ cooperative 

organization as set forth in code Section 

521(b)(1).5 Code Section 4960 is effec-

tive for taxable years beginning after 

Dec. 31, 2017. 

A covered employee is a current or 

former employee of an ATEO who is 

among the five highest compensated of 

the ATEO for the taxable year, or was a 

covered employee of the ATEO for any 

prior taxable year beginning after Dec. 

31, 2016.6 

Remuneration of a covered employ-

ee by an ATEO includes “remuneration 

paid with respect to employment of 

such employee by any related person 

or governmental entity.”7 Code Section 

4960 deems a person or governmental 

entity “related” to the ATEO if the per-

son or governmental entity “(1) con-

trols or is controlled by the organiza-

tion; (2) is controlled by one or more 

persons which control the organiza-

tion; (3) is a supported organization (as 

defined in section 509(f)(3)) during the 

taxable year with respect to the organ-

ization; or (4) is a supporting organiza-

tion described in section 509(a)(3) dur-

ing the taxable year with respect to the 

organization.”8 Control is based on 

greater than 50 percent ownership for 

stock corporations or, with respect to 

nonstock organizations, when greater 

than 50 percent of the directors or 

trustees are representatives of or con-

trolled by the other entity.9 If more 

than one entity is liable for the tax, 

then the tax is imposed on the group 

of related entities on a pro rata basis, 

based on the remuneration paid by 

each entity.10 

Remuneration generally includes 

wages and amounts required to be 

included in gross income under code 

Section 457(f).11 As discussed below, 

remuneration does not include amounts 

paid for “medical services.”12 

Excess Parachute Payments 
The rules governing excess parachute 

payments are modeled after the code 

Section 280G rules. For purposes of code 

Section 4960, excess parachute payment 

is defined as “an amount equal to the 

excess of any parachute payment over 

the portion of the base amount allocat-

ed to such payment.”13 

Parachute payment is defined as a 

payment “in the nature of compensation 

to (or for the benefit of) a covered 

employee if (1) such payment is contin-

gent on such employee’s separation from 

employment with the employer, and (2) 

the aggregate present value of the pay-

ments in the nature of compensation to 

(or for the benefit of) such individual 

which are contingent on such separation 

equals or exceeds an amount equal to 3 

times the base amount.”14 The base 

amount is determined under rules “simi-

lar to the rules of 280G(b)(3).”15 There 

are a number of exceptions to parachute 

payments, including, critically, amounts 

for medical services, as discussed in the 

following section.16 

The Medical Services Exception 
Code Section 4960 includes an excep-

tion from the definitions of both remu-

neration and parachute payments for 

certain medical services. In other words, 

if amounts are paid for certain qualify-

ing medical services, then such amounts 

are excepted from the potential code 

Section 4960 excise tax. 

Remuneration that is paid to a 

licensed medical professional or veteri-

narian for the direct performance of 

medical services (including nursing 

services) or veterinary services, is not 

counted toward the excess remunera-

tion amount or the excess parachute 

payment. Payments for administrative 

and management services performed by 

the professional, however, are not 

excluded and, therefore, count toward 

the code Section 4960 excise tax. Notice 

2019-09 defines a licensed medical pro-
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fessional as an “individual who is 

licensed under state or local law to per-

form medical services (including nurs-

ing services) or veterinary services.”17 

Medical services must fall within the 

definition of medical care, as defined in 

code Section 213(d)(1)(A) and the corre-

sponding Treasury Regulations. 

Notice 2019-09 provides that “medical 

services are services for the diagnosis, 

cure, mitigation, treatment, or preven-

tion of disease, including services for the 

purpose of affecting any structure or 

function of the body.” Teaching or 

research services are generally not consid-

ered medical services.18 Notice 2019-09 

further explains that while documenting 

the care and condition of a patient is “the 

direct performance of medical services,” 

performance of administrative duties, 

such as managing the operations of an 

organization, including scheduling and 

staffing, are not the performance of med-

ical services.19 

A reasonable, good faith allocation 

must be made by the employer for those 

employees who perform both medical 

services and other services, such as 

administrative services. If an employ-

ment agreement or other agreement sets 

forth an allocation of remuneration for 

particular services, then that allocation 

must be respected, “unless the facts and 

circumstances demonstrate that the 

amount allocated for medical services is 

unreasonable for those services or that 

the allocation was established for pur-

poses of avoiding application of the 

excise tax under section 4960.”20 

Notice 2019-09 provides examples to 

help illustrate these rules (assume there 

is no employment or other agreement 

setting forth an allocation of remunera-

tion for services for the below example). 

 

C is a medical doctor who is employed by 

a university hospital that is an ATEO. C’s 

duties include overseeing and teaching a 

group of resident physicians who have a 

restricted license to practice medicine. C’s 

duties include supervising and instructing 

the resident physicians while they treat 

patients. C’s other duties include instruct-

ing the resident physicians in a classroom 

setting. To the extent that C, in conjunc-

tion with the resident physicians, performs 

services directly related to the diagnosis, 

cure, mitigation, treatment or prevention 

of a patient’s disease, or affecting a struc-

ture or function of the patient’s body, 

those services constitute “medical care” 

for purposes of section 213(d), and, thus, C 

directly performs medical services. 

Accordingly, any remuneration allocable 

to those medical services is not remunera-

tion for purposes of the excise tax. Howev-

er, because classroom instruction does not 

involve actual patient treatment, those 

activities are not medical care for purpos-

es of section 213(d), and, thus, do not con-

stitute the direct performance of medical 

services. Accordingly, any remuneration 

allocable to those services is remuneration 

for purposes of section 4960.21 

 

Organizations potentially subject to 

the code Section 4960 tax employing 

professionals providing medical services 

must be mindful of the above rules and 

implement procedures to capture the 

necessary information needed to com-

ply with these rules. 

Reporting 
An excise tax imposed pursuant to 

code Section 4960 is reported and paid 

using IRS Form 4720, titled “Return of 

Certain Excise Taxes Under Chapters 41 

and 42 of the Internal Revenue Code.” 

The tax must be paid by the 15th day of 

the fifth month after the end of the 

employer’s taxable year. An employer 

may file a Form 8868, titled “Applica-

tion for Automatic Extension of Time to 

File an Exempt Organization Return,” to 

request an automatic extension to file 

Form 4720; however, the extension does 

not extend the time to pay the tax. If the 

tax is paid late, then interest and penal-

ties will accrue.22 

Conclusion 
Organizations subject to code Section 

4960 must consider these rules when 

determining compensation for their 

employees and when filing returns. In 

addition, tax-exempt organizations must 

continue to comply with other existing 

rules, such as the prohibition against pri-

vate inurement, the excess benefit rules 

and the self-dealing rules for private 

foundations. Notice 2019-09 specifically 

states that code Section 4960 and the 

excess benefit and self-dealing rules are 

not linked. For instance, if an excise tax is 

due pursuant to Section 4960, that does 

not necessarily mean an excise tax is due 

under the code Section 4958 excess ben-

efit or the code Section 4941 self-dealing 

rules. Finally, although Notice 2019-09 

does address certain questions, tax advi-

sors still lack some guidance until pro-

posed regulations are issued. � 

 

Endnotes 
1. Section 13602 of the Tax Cuts and 

Jobs Act, Pub. L. No. 115-97. 

2. “An organization is not operated 

exclusively for one or more exempt 

purposes if its net earnings inure in 

whole or in part to the benefit of 

private shareholders or individu-

als.” Treas. Reg. § 1.501(c)(3)-

1(c)(2). 

3. Code Sections 4958 and 4941 also 

provide for excise taxes on certain 

“managers.” 

4. Code Section 4960(a). 

5. Code Section 4960(c)(1). 

6. Code Section 4960(c)(2). Notice 

2019-09 Q&A 10 provides addition-

al guidance on how the five high-

est-compensated employees are 

determined and includes a “limited 

services exception.” 

7. Code Section 4960(c)(4)(A). 

8. Code Section 4960(c)(4)(B). There is 
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