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THE BortTOM LINE

the date on which the right to the compensa-
HiGHLIGHTS OF THIS ISSUE tion is no longer subject to a substantial risk
of forfeiture. This rule applies to deferred

LSS VSTl (R compensation that is voluntarily deferred by the

Just THE FAQs employee and to defined contributions made by

ELectronic Top HAT PLaN FILINGS employers, such as matching and profit sharing
contributions.

LeGisLATION INTRODUCED TO LimiT EXECUTIVE

Pav DebucTions For defined benefit deferred compensation

NonNqQuALIFIED DererrAL PLAN 1s ERISA plans, FICA taxation on vested benefits can be

PEnsiON PLAN delayed until the amount of deferred compensa-

tion to be paid is “reasonably ascertainable.”
Most often the amount of the benefit will
become “reasonably ascertainable” when the
participant retires or terminates employment.

FICA TAXATION OF
NONQUALIFIED DEFERRED

For both types of benefit, defined contribution

C OMPENSATION and defined benefit, once the contribution
or benefit is taxed, a “nonduplication rule”

Two recent cases illustrate the perils, to both eliminates additional FICA tax when benefit

the employer and the employee, of the special payments are made.

rules governing FICA taxation of nonqualified

deferred compensation. The two cases below offer examples of what can
go awry in the application of these rules. The

FICA Taxation of first case, Balestra v. United States, demonstrates

- r- that it is possible for an employee to be FICA
Non qua lified Deferred taxed on income that he or she will never

Com pensa tion receive. In the second, Davidson v. Henkel, we
see that an employer who doesn't properly
withhold under these rules may become liable
for the employee’s FICA taxes.

The general rule of Internal Revenue Code
Section 3102(a) requires that employers deduct
FICA taxes from an employee’s wages when they
are actually or constructively paid. However, . .
Code Section 3121 and Treasury Regulations FICA Taxati 0 n of Benefits
promulgated under it provide a “special timing Never Received
rule” applicable to FICA taxes on contributions
to nonqualified deferred compensation plans. BALESTRA [ssuE

The question presented in Balestra v. United
In general, for a defined contribution nonquali- States, 2014 U.S. Claims LEXIS 448, 2014-1

fied deferred compensation plan, the special U.S. Tax Cas. (CCH) P50,303, was a simple
timing rule provides that FICA tax is due on
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one: whether Mr. and Mrs. Balestra should have to
pay FICA taxes on deferred compensation to which
Mr. Balestra had a vested right but, due to the bank-
ruptey of his employer, he would never receive.

CouURT’s ANSWER

The court’s answer was equally simple. The statute

and regulations both call for taxation of nonqualified
deferred compensation wages before they are received
by employees and do not provide for an adjustment
mechanism in the event the wages are, in fact, not paid.
The Balestra’s were properly taxed on Mr. Balestra’s
deferred compensation even though he never received
the majority of his promised benefit.

BALESTRA FACTS

Mr. Balestra was employed as a pilot by United Airlines
from 1979 until his retirement in October 2004.
United had entered bankruptcy proceedings in 2002.
At the time of Mr. Balestra’s retirement, the full present
value of Mr. Balestra’s future retirement benefits was
included in his FICA tax base. He paid Medicare tax
of $4,200 on these benefits but received only $63,000
of the $290,000 of the benefits on which he paid tax.
The remaining benefits were discharged in bankruptcy.
Mr. Balestra sued for a refund of $3,300 in Medicare
taxes.

THE BALESTRAS” ARGUMENTS
The Balestras primarily argued:

1. The FICA wage base is limited to items that would
be considered income. The deferred compensation
Mr. Balestra never received never became income
and cannot be FICA taxed.

2. Even if Section 3121(v)(2) is permitted to tax
deferred compensation before it is reduced to
income, accrual accounting principles must apply to
defer the taxation when the realization of the benefits
is doubtful and to provide for an adjustment when
amounts included in the FICA tax based are never
received.

www.mben.com/bank

THE CoURT’s REASONING IN REJECTING THE
BALESTRAS” ARGUMENTS

1. The tax code is the creation of Congress and it
can define terms as it sees fit. The plain meaning
of Section 3121(v)(2) is to treat certain benefits as
taxable FICA wages before they have become part of
an employee’s income. Section 3121(v)(2) would be
meaningless unless its taxes are imposed on wages
prior to the time they are considered income.

2. There is no reason to believe that by taxing deferred
compensation under a provision that references
income that Congress intended to silently incorpo-
rate the features of accrual accounting. Congress
knows how to incorporate accrual principles when
it desires and it did not do so here. In addition,
Congress knows how to provide relief when an early
inclusion leads to taxation of an item which is never
paid. Again, it did not do so here. In addition, the
Court did not find it unreasonable of the Treasury
Department not to provide for a refund of taxes on
benefits that were based on deferred benefits not
received. (The Court noted that because the present
value was included in Mr. Balestra’s last working
year, he did not have to pay Social Security taxes on
any of the benefits, which represented a substantial
savings to him.) The Court also found it rational of
the Treasury Department “to avoid the complicated
and strategic-behavior-enabling use of risk-adjusted
discount rates” being applied to calculate present
value of benefits in favor of minimizing administra-
tive costs and complexities.

ConcLusIioN

This is a harsh result and, perhaps, a company that

is in bankruptcy or near bankruptcy could take the
position that a participant’s benefits are not “reasonably
ascertainable” at retirement because there is significant
uncertainty as to whether all benefits will ultimately be
paid and tax the participant on a pay-as-you-go basis.
Consideration should be given to the result of Davidson
v. Henkel below before such a decision is made.

(Continued on next page)
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Employer Who Fails to Properly
Withhold Nonqualified Plan
FICA Taxes May Be Liable to
Employee

In Davidson v. Henkel, 2013 U.S. Dist. LEXIS 103185;
112 A[ET.R.2d (RIA) 5520; 56 Employee Benefits Cas.
(BNA) 1121 (E.D. Mich. 2013), a Michigan district
court rejected a motion to dismiss a claim under ERISA
made by a former employee whose retirement benefit
payments were reduced as a result of the employers
failure to properly withhold FICA tax at the time of the
employee’s retirement.

DavibsoN FAcTs

Plaintiff John Davidson participated in the Henkel
Corporation Deferred Compensation and Supplemental
Retirement Plan (the Plan), a top hat nonqualified
deferred compensation plan maintained by Henkel
Corporation (the Company) that included defined
benefit payments. Prior to his retirement, Davidson
discussed his options with the Plan administrator,
including benefit and tax calculations. Davidson relied
on the Plan administrator’s representations when decid-
ing to retire in 2003.

After his retirement, Davidson received his monthly
retirement benefits. On September 19, 2011, Davidson
received a letter from the Director of Benefits, advising
that:

“During recent compliance reviews performed by an
independent consulting firm, it was determined that
Social Security FICA payroll taxes associated with your
nonqualified retirement benefits have not been properly
withheld.

At the time of your retirement, FICA taxes were payable
on the present value of all future nonqualified retire-
ment payments. Therefore, you are subject to FICA
Taxes on your nonqualified retirement payments on a
‘pay as you go’ basis for 2008 and beyond, which are
the tax years that are still considered ‘open’ for retroac-
tive payment purposes.”
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After the compliance review, the Company remitted the
full FICA tax due to that date on behalf of itself and
the affected retirees. The Company did not deduct the
entire amount owed for FICA taxes from the retirees’
accounts; rather they reimbursed themselves by reduc-
ing the retirees’ monthly benefit payments for a twelve
to eighteen month period. Effective January 2012, the
Company began adjusting participants’ monthly pay-
ments under the Plan.

CouRrT HoLDING

The court held that the Company may be liable

under ERISA because the Plan gave the Company
discretionary control over participants’ funds and their
tax treatment and the Plan authorized and obligated
Company to properly manage the tax withholding from
Davidson’s benefits, which they purportedly admitted to
mishandling in an October 14, 2011 letter that stated:

“Yes, at the time you commenced receipt of this benefit,
Henkel should have applied FICA tax to the present
value of your nonqualified pension benefit.”

In addition, the court held that Davidson properly
asserted an ERISA equitable estoppel claim. The court
found that Davidson alleged the Plan Administrator dis-
cussed and provided Davidson with calculations of his
benefits and tax liabilities at the time he was deciding
whether to retire. He further alleged that the Company
was aware or should have been aware of the devastating
tax consequences if Davidson’s FICA taxes were not
withheld pursuant to the special timing rule and that
Davidson relied to his detriment upon the errone-

ous representations. Lastly, Davidson alleged special
circumstances warranting the application of estoppel by
setting forth facts detailing Company’s grossly negligent
management of the Plan, negotiated resolution with the
IRS without prior notice to Davidson, and subsequent
reduction to Davidson’s benefits.

The court dismissed Davidson’s state law claims

but held that the case could go to trial to determine
whether Davidson could recover damages under these
ERISA claims.

(Continued on next page)
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ConcLusION

The case is still ongoing as of September 2014. The
decision of the court is significant in standing for the
proposition that nonqualified deferred compensation
plan sponsors may be liable for damages for failure

to properly withhold FICA taxes under the IRS’s
special timing rule. Plan sponsors need to review their
participant communications and payroll withholding
procedures to ensure that the special FICA timing rule
is being administered properly.

o

JusT THE FAQs

When is a Nonqualified
Deferred Compensation
Benefit Subject to FICA Tax?

The timing for subjecting nonqualified deferred com-
pensation plan (NQDCP) benefits to FICA taxation will
depend on a number of factors, including the type of
plan, when services resulting in the compensation that
is deferred are performed, when the benefit can reason-
ably be determined, and the date on which there is no
substantial risk of forfeiture in the right to the benefit.

AccounTt BaLance NQDCPs

Under this type of NQDCP, individual accounts are
established for participants. Amounts are credited to the
accounts—typically elective deferrals and/or employer
contributions and earnings—and benefits are payable
based solely on the balance of the accounts. Deferrals to
an account balance-based NQDCP are subject to FICA
tax on the later of the date when the services result-

ing in the deferral are performed or when there is no
substantial risk of forfeiture in the right to the amount
deferred.

For example, elective deferrals of salary and bonus that
are fully vested at the time of deferral are subject to
FICA tax in the year in which they are deferred. They
are included as Social Security wages in W-2, Box 3 (up
to the Wage Base) and as Medicare wages in Box 5.
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Employer contributions to an NQDCP and earnings
on those contributions that vest over time are subject
to FICA tax as they vest. The vested contribution and
earnings thereon are reported in Boxes 3 (up to the
Wage Base) and 5. Earnings on amounts that have been
FICA-taxed generally are not FICA-taxed. However,
NQDCPs that credit income on FICA-taxed amounts
above a reasonable rate of interest or above a market
rate of return, as described in IRS regulations, are
required to assess FICA tax on the excess earnings in
the year earnings are credited.

Nonaccount BaLance NQDCPs

This type of NQDCP provides a defined benefit and is
often referred to as a supplemental executive retirement
plan or SERP. Deferred compensation from a nonac-
count balance NQDCP does not have to be FICA-taxed
until the benefit is reasonably ascertainable and there is
no substantial risk of forfeiture. A benefit is considered
to be reasonably ascertainable on the date on which the
amount, form and commencement date of the benefit
payments are known and the only assumptions needed
to determine the benefit amount are interest and mor-
tality. The net present value of the vested benefit is then
reported in Boxes 3 (up to the Wage Base) and 5.

An employer is allowed to subject vested benefits to
FICA tax before they are reasonably ascertainable.
Assessing FICA tax early could prevent a participant
from incurring a significant tax obligation when the
benefit is reasonably ascertainable by spreading the
assessment out over a number of years. The risks of
assessing FICA tax early include potentially causing

the participant to pay more FICA tax than necessary
(e.g., if the net present value of the actual benefit paid
is less than the estimated value of the benefit subject to
FICA). In addition, assessing FICA tax early could cause
administrative complexity when the benefit becomes
reasonably ascertainable and the employer has to deter-
mine the amount of the net present value of the benefit,
if any, on which FICA tax should still be assessed.

o
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ELecTRONIC TorP HAT PLAN
FILINGS WITH THE DEPARTMENT

OF LABOR

The Department of Labor (DOL) recently published
a proposed regulation that would make it manda-
tory to electronically file the statement for top hat
plans described in Section 2520.104-23 of the DOTI’s
regulations.

The required filing is a statement sent to the Secretary
of Labor that includes the name and address of the
employer, the employer identification number (EIN)
assigned by the Internal Revenue Service, a declaration
that the employer maintains a plan or plans primarily
for the purpose of providing deferred compensation for
a select group of management or highly compensated
employees, and a statement of the number of such
plans and the number of employees in each.

In the interim, the DOL is encouraging plan admin-
istrators of top hat plans to file plan statements using
an electronic filing system. The DOL will deem plan
administrators who use this electronic filing system to
have satisfied the filing requirements under the current

regulation.

House DEMOCRATS INTRODUCE
BiLL To LiNnk ExecuTivE PAY
DEDUCTIONS TO INCREASES

IN EMPLOYEE WAGES,
ProbucTIVITY

House Budget Committee Ranking Democrat Rep.
Chris Van Hollen (D-MD) introduced a bill in Septem-
ber to prevent companies from deducting CEO and
senior executive compensation over $1 million unless
they increase the average wages of employees earning
less than $115,000 to reflect average annual national
increases in productivity and the cost of living.

www.mben.com/bank

Under Internal Revenue Code Section 162(m)
publicly-held companies currently can only deduct
“performance-based” compensation in excess of $1 mil-
lion that is paid to the CEO or named executive officer
whose compensation is publicly reportable by reason
of being among the four other highest compensated
officers of the company.

The language for the CEO-Employee Pay Fairness Act
(H.R. 5662) is not yet available. There is a fact sheet at:
http://democrats.budget.house.gov/fact-sheet

It is unclear whether the limitation on deductions
would apply only to the named executive officers or

all employees. It is also unclear how companies would
demonstrate that they have provided the requisite wage
increases, which will amount to roughly two percent

a year for productivity, plus inflation, according to the

fact sheet.

NoNQuUALIFIED DEFERRED
ComPENSATION PLAN FounD
TOo BE AN ERISA PENSION
PLAN

In Tolbert v. RBC Capital Markets, Case 13-20213

(July 14, 2014), the U.S. Court of Appeals for the Fifth
Circuit held that a deferred incentive compensation
plan maintained by a financial services company for
certain employees was an “employee pension benefit
plan” (pension plan) for purposes of the Employee
Retirement Income Security Act of 1974, as amended
(ERISA).

The plaintiffs in the case were former employees of
the defendant (“RBC”) who participated in a wealth
accumulation plan (“WAP”) during their periods of
employment. Portions of the plaintiffs’ WAP accounts
were forfeited when the plaintiffs left their jobs at RBC.
The plaintiffs claimed that the forfeitures amounted

to violations of the Employment Retirement Income
Security Act (“ERISA”).

(Continued on next page)
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In most cases involving a suit by participants in a
nonqualified deferred compensation plan who lose their
benefits and are suing under ERISA the issue focused
on is whether the plan is a top-hat plan. The District
Court did not reach this issue because it granted RBC's
motion for summary judgment, concluding that the
WAP was not subject to ERISA because it was not an
“employee pension benefit plan” and so whether the
WAP would qualify as a top hat plan did not matter.

The WAP had many of the usual elements of a non-
qualified deferred compensation plan. It included a
voluntary, elective deferred compensation component,
which was vested at all times. It also included a manda-
tory deferred compensation component and a company
matching and discretionary contribution component, all
of which were subject to vesting requirements.

The Fifth Circuit reversed the District Court’s decision
and found that the WAP did constitute an ERISA
pension plan. The Fifth Circuit Court found that the
WAP “result[ed] in a deferral of income by employees
for periods extending to the termination of covered
employment or beyond,” making the WAP an ERISA
pension plan under ERISA Section 1002(2)(A)(ii).

The Court based its decision on the WAP’s “express
terms”:

® The first section of the WAP, the statement of pur-
pose, referred to the WAP as a “deferred compensa-
tion plan” and explained that, by design, employees
have the option “to defer receipt of a portion of their
compensation ...”

® Later sections of the WAP contain provisions for
both Voluntary Deferred Compensation and Manda-
tory Deferred Compensation, terms that plainly
refer to income that is deferred. A deferral of income
therefore ensued from the express terms of the WAP.
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® The express terms of the WAP also contemplated
employees deferring income “to the termination
of covered employment or beyond.” The vesting
sections explain that, upon separation, unvested
amounts vest immediately. Accordingly, the WAP fits
comfortably within the meaning of ERISA Section
1002(2)(A)(ii) (“results in a deferral of income by
employees for periods extending to the termination
of covered employment or beyond”).

The Court sent the case back to the District Court to
now determine whether the WAP was a top hat plan.

The result of the case confirms that most, if not all,
nonqualified deferred compensation plans are ERISA
pension plans and will need to qualify as top hat plans
in order to avoid the vesting, reporting, and fiduciary
rules applicable to non-top hat ERISA pension plans.

o
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ADVISOR FIRMS

M Benefit Solutions - Bank Strategies is structured to provide our clients with consistent nationwide coverage.
We have identified several Advisors with extensive experience in bank executive and director benefits and BOLI

to provide consulting services to clients nationwide.*

Distributed throughout the country, these Advisors work with M Benefit Solutions and bank clients to design
programs which meet each bank’s specific needs and to ensure high quality administrative and compliance services.

ECI/BANK BENEFITS

M BENEFIT SOLUTIONS - BANK STRATEGIES

Thomas V. Lynch
tlynch@ecicompanies.com

Minneapolis, MN

Phone: 952.885.2727; Fax: 952.885.0995

EverRGREEN CONSULTING, INC.

James Cheney
jcheney@evergreenci.com

Robert Kozloski
rkozloski@evergreenci.com
Chattanooga, TN

Phone: 423.756.3828; Fax: 423.265.0735

FinaNciAL DEsIGNS LTD.

Gerald Middel

jmiddel@fdltd.com

Denver, CO

Phone: 303.948.4068; Fax: 303.832.7100

Mark Boomgaarden
mark.boomgaarden@mben.com
St. Peter, MN

Phone: 952.334.3239

Douglas Harper
douglas.harper@mben.com
Carefree, AZ

Phone: 480.223.8141

Thomas J. Jordan
tom.jordan@mben.com
Austin, TX

Phone: 512.656.9950

Dan Wagner
dan.wagner@mben.com
Chesterfield, MO
Phone: 636.530.1635

GW FinanciAL, LLC

John Gagnon

jgagnon@bolicoli.com

Reading, MA

Phone: 781.942.5700; Fax: 781.942.5710

*These Advisors are associated with our Broker/Dealer, M Holdings Securities, Inc.
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M Benefit Solutions - Bank Strategies, based in Portland, Oregon, is a division of M Benefit Solutions, a Subsidiary

of M Financial Group. Please go to www.mfin.com/DisclosureStatement.htm for further details regarding this
relationship. M Benefit Solutions is a recognized leader in the community bank executive and director benefits and
BOLI marketplace. Through a network of firms located in key markets across the country, M Benefit Solutions - Bank
Strategies helps banks attract, retain, and reward key executives and directors through the design, implementation,
and administration of benefit programs that aim to maximize the use of a bank’ financial resources. M Benefit
Solutions - Bank Strategies is the Independent Community Bankers of America’s (ICBA) Preferred Service Provider
for executive and director benefits and BOLI. For more information, please visit www.mben.com/bank.

The information incorporated into this presentation has been taken from sources, which we believe to be reliable, but there is
no guarantee as to its accuracy.

This material is intended for informational purposes only and should not be construed as legal or tax advice and is not
intended to replace the advice of a qualified attorney, tax advisor or plan provider. Please consult with your attorney or tax
advisor as applicable.

Pursuant to IRS Circular 230, M Benefit Solutions notifies you as follows: The information contained in this document is not
intended to and cannot be used by anyone to avoid IRS penalties.

ICBA preferred service providers are chosen by the ICBA Bank Services Committee. For details, please visit the following web
site address: http://www.icha.org/psp/.
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