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The Internal Revenue Service recently released a Chief Counsel Memorandum,
CCM 200823001, that addresses whether retired employees, who did not receive promised
nonqualified deferred compensation benefits because of the bankruptcy of the employer,
were entitled to refunds of their FICA taxes paid on those benefits. The Memorandum
also deals with the determination of the appropriate period during which an employee can,
in general, claim a refund of FICA taxes paid.

FICA (i.e., employment) taxes are assessed under a regime which is different from that governing
federal income taxes. FICA taxes consist of two separate parts, one for the social security tax and one for
the medicare tax. The social security component is subject to a wage cap (which changes each year), but
the medicare portion is not so subject. In most other respects the two portions are responsive to the same
rules.

Normally FICA taxes are imposed when the wages are paid to an employee. However, special rules
apply in the case of nonqualified deferred compensation. Under section 3121(v)(2) of the Internal Revenue
Code, nonqualified deferred compensation is not includable in wages, i.e., subject to FICA tax, until the
later of when the services are performed or there is no longer a substantial risk of forfeiture. For vested
amounts, this often means that the employee must include deferred compensation in wages before the year
in which payment is made. This early inclusion (referred to in the IRS regulations as the “special timing
rule”) is largely advantageous to employees since most of the wages subject to FICA tax are limited by the
social security cap. Consequently, if the employee’s wages are above the cap, no FICA tax is paid on the
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deferred compensation. However, since the medicare portion is not subject to a cap, the special timing rule
will have the effect of accelerating the payment of FICA taxes on that portion.

For FICA tax purposes, deferred compensation plans are divided into two categories: (1) account
plans and (2) nonaccount plans. Account plans are of the defined contribution type in which an employee
has a separate account. In contrast, defined benefit types of plans are referred to as nonaccount plans and
are subject to an additional rule which can result in the deferral of the inclusion of the nonqualified
deferred compensation in wages. Under this rule, nonqualified deferred compensation is not includable as
part of an employee’s wages until the amount is “reasonably ascertainable.” Thus, even though the special
timing rule under section 3121(v)(2) might otherwise require that the amount be taken into account when
the services are performed, if the plan is a nonaccount plan the FICA taxation of the deferred compensation
amount is further deferred until the amounts are reasonably ascertainable (which is referred to by the IRS
in its regulations as the “resolution date™).

In CCM 200823001, the IRS considered a situation in which a group of employers provided
nonaccount nonqualified deferred compensation benefits to employees. Apparently these benefits were
provided in the form of life annuities that were used to wrap around the qualified plan benefits provided by
the employers. The employers followed the practice of treating these amounts as subject to FICA tax in the
year that the employee retired, i.e., it treated the year of retirement as the resolution date for these amounts.
The employers withheld from the benefits under the plan the employee’s portion of the FICA taxes
payable. The full amount of the life benefits was taxable at the resolution date based on the present value
of those lifetime benefits. Under the Service’s regulations, the risk that the amounts will not be paid cannot
be taken into account in determining the present value of the benefits.

The employers in question filed for bankruptcy after having paid FICA taxes on these nonqualified
deferred compensation benefits for a number of its retired employees. The Bankruptcy Court apparently
permitted the employer to terminate the plan with the result that the retired employees did not receive any
further payments from the nonqualified plan. The employees (not the employers) filed claims for refund
for the FICA taxes that were paid at the resolution date with respect to the portion of their lifetime benefits
that they would not receive.

The Revenue Service concluded that the retired employees were not entitled to a refund of the
FICA taxes even though they would never receive the amounts in question. The IRS pointed out that there
was no provision in the regulations for any refund of FICA taxes due to nonpayment. It also relied on the
legislative history in connection with the enactment of section 3121(v)(2) in 1983.

In CCM 200823001 the IRS also dealt with the question of the date by which the claims for refund
had to be filed with respect to employees seeking a refund of FICA taxes paid. The general rule (in section
6511) for claims for refund is that they must be filed by the later of the end of the three-year period after
the tax return is filed or the two-year period after the taxes are paid. Employment taxes are generally paid
on a quarterly, or more frequent, basis. The Revenue Service determined, based on its regulations, that the
period for determining when refund claims could be filed would commence on the April 15 following the
calendar year in which the quarterly returns were filed and the taxes were paid. In this case, that meant that
the April 15 after the year in which each retired employee had his or her resolution date would be the date
that would begin the running of the refund period.

While the CCM does not break any new ground, it is helpful in emphasizing how the FICA tax
rules apply to nonqualified deferred compensation, especially defined benefit type (nonaccount) plans. It
also illustrates the fact that nonqualified deferred compensation is subject to the claims of creditors and that



the employee remains at risk on nonpayment. CCM 200823001 is also instructive in clarifying the time
period for filing FICA tax refund claims.

Any AALU member who wishes to obtain a copy of CCM 200823001 may do so through the
following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at
www.aalu.org and enter the Member Portal and select Current Washington Report for linkage to source
material or (3) email Erik Ruselowski at ruselowski@aalu.org and include a reference to this Washington
Report.

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as
distributed or as re-circulated by our members, please be advised of the following:

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE
IMPOSED BY THE INTERNAL REVENUE SERVICE.

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning
of the IRS guidance, then, as required by the IRS, please be further advised of the following:

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK

ADVICE FROM AN INDEPENDENT TAX ADVISOR.
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The mission of AALU is to promote, preserve and protect advanced life insurance planning
for the benefit of our members, their clients, the industry and the general public.

For more information about how AALU’s advocacy efforts help protect your business and the
advanced life insurance marketplace, visit our website at www.aalu.org, or
call toll free 1-(888)-275-0092.
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