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Tax bill would make major changes for exempt organizations

The news coverage regarding the recently 
released House and Senate tax bills has fo-
cused on their impact on tax-paying entities. 

However, the bills would also have a very signif-
icant impact on exempt organizations.

This article reviews the key areas of the bill 
affecting tax exempts. A disclaimer: the legis-
lative process is moving very fast, and between 
this writing and publication, the landscape may 
change. However, the major themes outlined be-
low are likely to be part of any reform bill that 
may ultimately emerge.

Deductibility of contributions 

First, the bad news: As has been covered in de-
tail in the press, both the House and Senate bill 
would increase the standard deduction. While this 
will simplify tax filings, it will make charitable 
giving more costly for most Americans, by effec-
tively eliminating their ability to deduct the gift. 
In addition, the House bill provides for a repeal 
of the estate tax, and the Senate bill proposes to 
increase the estate tax exemption, both of which 
would eliminate a major incentive for gifts at the 
time of death. Commentators have indicated that 
together, these provisions could have a major 
negative impact on charitable giving. 

Second, a small bit of good news: both the 
House and Senate bills would increase the 
amount of gifts to charities that would be cur-
rently deductible. While many people think of 
all charitable contributions as deductible, there 
are actually limits on the amount of charitable 
gifts that individuals can deduct each year. The 
amount depends on the type of gift, but max out 
at 50 percent of income for gifts to operating 
charities. Any income that is not deductible is 
carried forward. Both bills would increase this 
percentage from 50 percent to 60 percent for gifts 
to public charities, modestly expanding the cur-
rent tax benefit from certain giving. 

Investment excise tax 

There are two types of 501(c)(3) organizations: 
public charities and private foundations. Private 
foundations, which do not draw their support from 
the broad public, are subject to a host of special 
rules and are required to pay an excise tax on their 
annual income. This excise tax is set at 2 percent, 
but can be decreased to 1 percent if certain cir-
cumstances are met. Planning to make sure that 
this tax is met can be a burden for exempt organi-
zations, and reform and simplification have been 
proposed for many years.

The House bill would decrease the tax to a flat 
1.4 percent, but the Senate bill would leave things 
alone. Significantly, both bills would apply this 
same tax to endowments or private colleges and 
universities — which, as public charities, have 
not historically been subject to the tax. The tax is 
limited, however, to universities that have an en-
dowment per student of at least $250,000.  

Political activities 

Under current law, 501(c)(3)s are completely 
barred from political activity. While this rule ap-
plies to all charitable, religious and educational 
organizations, elements of the faith community 
have been particularly vociferous in opposing 
it. Specifically, religious organizations have ar-
gued that the amendment restricts freedom of 
religion by unconstitutionally limiting the ability 
of ministers to preach from the pulpit on issues 
of the day. 

A number of bills to repeal or change this law 
have been introduced in recent years. If the rule 
were completely repealed, however, charities 
could become a back door to making tax-deduct-
ible contributions to political campaigns. The 
House bill proposes a solution that would avoid 
this. It would allow political statements only 
when made in the ordinary course of the organi-
zation’s activities, and resulting in de minimis 
additional expenses. This would allow political 
preaching from the pulpit, but stop charities from 
being used as a conduit for political fundraising. 
Commentators worry whether this change would 
cause exempt organizations to become political 
pawns. The Senate bill would leave the law un-
changed.

Executive compensation

 The bills could make major changes to the law 
regarding deferred compensation for nonprofit 
executives, compensation that accrues currently 
but is paid in the future. 

Currently there are two ways for nonprofits 
to pay deferred compensation to their employ-
ees. Under a 457(b) plan, the nonprofit may set 
aside up to $18,000 for employees. Under a 
457(f) plan, nonprofits can set aside an unlimit-
ed amount each year, as long as it remains sub-
ject to a vesting condition. 

The Senate bill would eliminate both sections 
for nongovernmental employers. While this was 
in the original House bill as well, it was removed 
from the marked up version. In general under the 
Senate bill, nonprofit executive compensation 
would be treated under the same rules as execu-
tive compensation of for-profits.

In addition, both bills would impose a tax on 
compensation in excess of $1 million paid to any 
of the five most highly compensated employees 
of an exempt organization. 

Unrelated business income tax

While exempt organizations are by definition 
exempt from tax, they are subject to a tax on their 
income from unrelated businesses. The Senate 
bill would make significant technical changes 
to the computation of unrelated business taxable 
income. Specifically, if an organization has more 
than one unrelated trade or business, it would 
provide that deductions from one business may 
not offset income from another business. This 
would increase tax on organizations that make 
money in one unrelated line of business but lose 
money in other unrelated lines of business. 

Excess benefit transactions

 Current law imposes an excise tax on public 
charities so that they do not engage in transac-
tions that inappropriately benefit insiders. The 
Senate bill would make significant changes to this 
on so-called “excess benefit” transactions. Most 
significantly, it would eliminate a widely used ex-
ception that provides an organization with a pre-
sumption of reasonableness if certain standards 
are followed in approving the transaction. This 
exception is commonly used by Rochester-area 
organizations for approval of compensation paid 
to executives. Instead, these provisions would be 
treated as minimum due diligence procedure that 
do not create a presumption. 

Next, it would toughen the tax, by imposing it 
on the exempt organization itself (not just on the 
insider and the managers) and eliminate rules that 
allowed managers to avoid the tax by relying on 
professional advice.  It would also expand the tax 
to apply to labor unions and trade groups in ad-
dition to charities. Finally, the Senate bill would 
apply the tax to excess compensation paid by the 
organization to investment advisors. While this 
last change could be quite significant, the con-
ceptual draft doesn’t flesh out the details. 

“Newman’s Own” exception

 Yes, you read it right. In addition to the chang-
es outlined above, the House bill contains a spe-
cial provision that is at least inspired by a prob-
lem faced by Newman’s Own Inc. The issue is 
that, as defined under technical rules, private 
foundations are not permitted to own operating 
businesses. The law would make an exception 
for independently operated philanthropic busi-
nesses, whose profits are donated to the charity, 
and which are 100 percent owned by a charity. 
In other words, Paul Newman’s Foundation can 
own stock in Newman’s Own. With all of the 
complexity and change in the two bills, at least 
the House thought about some of this author’s 
favorite snack foods. Time will tell if the Senate 
sees the light as well.
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