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From the editor

 
Debera Salam, CPP 
Editor-in-Chief 
Payroll Perspectives from EY

This year, we have received an unusually high volume of questions 
about taxing and reporting third-party sick pay. We have learned from 
these queries that a great deal of confusion persists about the roles and 
procedures of insurance companies and their client employers. 

In this issue of Payroll Perspectives, we answer the 10 most frequently 
asked questions about third-party sick pay and explain the steps 
involved when disability pay is retroactively offset with workers’ 
compensation benefits. 

With year-end just around the corner, we encourage you to review your 
practices and procedures and confirm with your third-party providers 
specific details, such as the Employer Identification Number they are 
using on Forms W-2 and the employment taxes they are paying on your 
behalf, if any. 

Warmly,

Connect with us

Follow us on Twitter

Join us on LinkedIn: Payroll Perspectives from EY

The replay of our US 
multistate payroll 
compliance webcast  
is now available   

A replay of the Bloomberg BNA 
and Ernst & Young LLP webcast 
on US multistate payroll tax 
compliance is now available on 
Bloomberg BNA YouTube. 

You can watch it here. 

http://www.twitter.com/EYEmploymentTax
https://www.linkedin.com/groups/4307305/profile
https://www.youtube.com/playlist?list=PLBzcNNo68MDJiEf4E_GbEndBMrSEJzZkS
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Third-party sick pay:  
the 10 most frequently asked questions 
By Debera J. Salam, CPP, Ernst & Young LLP

Third-party sick pay describes payments received by 
employees through private insurers or state disability 
insurance funds for wage continuation during a 
qualified non-work-related disability-related leave. Some 
businesses fund their own disability leave benefits and 
may outsource administration of the plan to a third party. 
Regardless of who bears the insurance risk for disability 
leave benefits, special tax and reporting requirements 
apply. Additionally, employers and third-party payers 
share responsibility for taxing and reporting disability 
leave benefits, and it is precisely this shared obligation 
that frequently leads to confusion and reporting errors. 

Here, we answer the 10 most frequently asked questions (FAQs) 
about third-party sick pay.

 FAQ 1: When are employer-paid disability insurance premiums 
included in federal taxable wages?

 FAQ 2: When are disability leave benefits included in wages 
subject to federal income tax?

 FAQ 3: How is federal income tax withholding computed on 
taxable benefits?

 FAQ 4: When are disability leave benefits included in wages 
subject to FICA?

 FAQ 5: Are disability leave benefits included in unemployment 
insurance taxable wages?

 FAQ 6: What exactly is meant by the six-month coverage period?

 FAQ 7: What if the employer changes the amount it pays toward 
the cost of disability insurance?

 FAQ 8: Who files the Form W-2: the employer or the 
third-party payer?

 FAQ 9: What are the tax and reporting obligations of the 
third-party payer?

 FAQ 10: What are the employer’s tax and reporting obligations?

FAQ 1
When are employer-paid disability insurance premiums 
included in federal taxable wages?
Premiums paid by employers for disability insurance are excluded 
from wages subject to federal income tax (FIT), federal income tax 
withholding (FITW), Social Security/Medicare (FICA) and federal 
unemployment insurance (FUTA). (IRC §106(a).)

FAQ 2
When are disability leave benefits included in wages 
subject to FIT?
Generally, disability pay is included in federal taxable wages to 
the extent the employer pays for the cost of the insurance. If the 
employee contributes to the premium cost, that portion of benefits is 
exempt from FIT.

Unlike FICA and FUTA, taxable disability benefits are included in FIT 
wages for the duration they are paid. In contrast, FICA and FUTA 
taxes apply only for the first six-month coverage period. See FAQ 4. 
(IRC §104(a)(3); IRS Publication 15-A.)

Example 1: Employee Sally pays 100% of the disability insurance 
premium. She receives disability benefits of $500. The $500 is 
exempt from FIT.

Example 2: Randy’s employer pays 100% of the disability 
insurance premium. He receives disability benefits of $700. The 
$700 is subject to FIT.

Example 3: Rebecca’s employer pays 60% of the premium, and 
Rebecca pays 40%. She receives disability benefits of $1,000. 
$600 is subject to FIT, and $400 is exempt.

Watch this. If the employer pays 100% of the disability insurance 
premium and the employee makes an irrevocable election at the 
beginning of the plan year to include the employer-paid premium 
in wages subject to FIT, any disability leave benefits received by the 
employee at a future date are exempt from FIT. This exclusion applies 
only to FIT. Taxable disability benefits continue to be subject to FICA 
and FUTA for the six-month coverage period. See FAQ 4 and FAQ 5. 
(IRS Reg. §1.104(d)-1(d); Rev. Rul. 2004-55, 2004-26 CB 1081.)
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FAQ 3
How is FITW computed on taxable benefits?
Whether federal income tax withholding is required depends on which 
entity bears the insurance risk — the employer or a third party.

• Self-insured plan and plans administered by a third party — if 
the employer bears the insurance risk, FIT is computed using the 
employee’s Federal Form W-4, Withholding Allowance Certificate, 
and the method of FITW that applies to regular wages. 

If the payments are made by an agent of the employer (e.g., a third-
party plan administrator), the federal supplemental withholding rate 
of 25% may be used in lieu of the Federal Form W-4 and the regular 
withholding tables.

• Third-party insured plan — if a public (state) or private third party 
bears the insurance risk, FIT is withheld only if the employee files a 
Form W-4S, Request for Income Tax Withholding From Sick Pay, with 
the third party. (T.D. 9276; Rev. Rul. 90-29, 1990-1 CB 11.)

FAQ 4
When are disability leave benefits included in wages 
subject to FICA?
Disability leave benefits are included in wages subject to FICA to 
the extent the employer contributed toward the premium cost 
(see FAQ 2) and only for the six-month coverage period. Benefits 
received after the six-month coverage period are exempt from FICA 
(see FAQ 6). (§31.3121(a)(4)-1).)

Watch out for this exemption. Disability leave benefits that are paid 
under a plan exclusively for employees who are terminated because 
of disability retirement are exempt from FICA, including benefits paid 
in the six-month coverage period. (IRC 3121(a)(13).)

FAQ 5
Are disability leave benefits included in unemployment 
insurance taxable wages?
For federal purposes, the amount that is subject to FICA tax 
(see FAQ 4) is also subject to FUTA. (IRC §3306(b)(4).) 

Watch out for state exceptions. The state unemployment insurance 
(SUI) rules vary. For example, Alaska, Delaware and numerous other 
states exclude all disability leave benefits from wages subject to SUI, 
including benefits received in the first six-month coverage period. 
Failure to consider a state's SUI exclusion for disability benefits could 
result in substantial overpayment of SUI taxes when you consider that 
employees on disability leave are likely not to reach the SUI wage limit 
in the year.

Failure to consider a state's SUI exclusion for disability 
benefits could result in substantial overpayment 
of SUI taxes when you consider that employees on 
disability leave are likely not to reach the SUI wage 
limit in the year.

https://www.irs.gov/pub/irs-pdf/fw4.pdf
https://www.irs.gov/pub/irs-pdf/fw4s.pdf
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FAQ 6
What exactly is meant by the six-month coverage period?
The six-month coverage period is defined as the six months 
following the last day of the month that the employee last worked. 
(IRC §3121(a)(4), §3306(b)(4).)

This period starts over if the employee returns to disability leave for 
the same illness or injury — even if the employee worked only one day 
between leave periods.

Example 4: Employee Mike was injured in a car accident on 
January 2 and was on disability leave until August 31. Mike’s 
employer pays 100% of the disability premium. Disability pay 
received from January 2 through July 31 (the six months 
following January 31) is subject to FICA and FUTA; however, 
disability pay received in August is exempt from FICA and FUTA 
(but continues to be subject to FIT).

Example 5: Assume the same facts as in Example 4 except that 
because of a processing error, Mike didn’t receive any of his 
disability pay until August for the period of January through July. 
The entire amount is exempt from FICA and FUTA (but subject 
to FIT) because the benefits weren’t paid to Mike until after the 
six-month coverage period.

Caution: The IRS and Social Security Administration discourage 
intentionally delaying payments to avoid FICA and FUTA.

FAQ 7
What if the employer changes the amount it pays toward 
the cost of disability insurance?
Clearly, a change in the amount that employers and employees 
contribute toward disability insurance also changes the amount that 
is subject to FIT, FICA and FUTA. What is surprising is that the IRS 
requires a three-year look-back each time the employer’s contribution 
ratio changes. (IRS Reg. §1.105-1(d)(2).)

Specifically, when the employee-employer contribution ratio changes, 
the IRS requires using a three-year weighted average to determine 
the contribution ratio for purposes of computing taxable disability 
pay. For each of the three years, the weighted average of the previous 
three years’ contribution history is used. (Special rules apply when the 
plan doesn’t have a three-year history.)

Computing the weighted average requires the following information 
at the plan level for the previous three years:

• Total disability insurance premiums paid

• Total employer contribution

• The contribution ratio of A and B

Example 6: For 2010, 2011 and 2012, Widget, Inc. paid 100% 
of the cost of its group disability insurance plan, which for the 
biweekly period was $3.06. Widget determined that for 2013, 
employees would contribute 39.2%, or $1.20 each biweekly 
period, and Widget would contribute 60.8%, or $1.86 each 
biweekly period. See Figures 1.a through 1.f for an illustration of 
how Widget’s contribution ratio is determined for calendar years 
2013 through 2016.

Third-party sick pay:  
the 10 most frequently asked questions 
Continued
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Figure 1.a:  
Widget’s disability premium contributions — 2010 to 2016

Policy  
year

Total 
premium

Widget’s 
contribution

Widget’s 
contribution %

2010 $100,000 $100,000 100%

2011 $150,000 $150,000 100%

2012 $140,000 $140,000 100%

2013 $140,000 $85,120 100% (see Fig. 1.c)

2014 $150,000 $91,200 87.24% (see Fig. 1.d)

2015 $200,000 $121,600 73.56% (see Fig. 1.e)

2016 $200,000 $121,600 60.8% (see Fig. 1.f)

Figure 1.b: determining Widget’s contribution ratio — 2013 to 2016

2013 First policy year after contribution change takes effect. Prior 
three-year weighted average is 100%.

2014 Second policy year after contribution change takes effect. 
One year (2013) of the contribution change is reflected in the 
three-year weighted average.

2015 Third policy year after contribution change takes effect. 
Two years (2013 and 2014) of the contribution change are 
reflected in the three-year weighted average.

2016 Fourth policy year after contribution ratio takes effect. Three 
years (2013 through 2015) of the contribution change are 
reflected in the three-year weighted average; therefore, the 
contribution ratio is now equal to 60.8%, the ratio intended by 
the policy change made in 2013.

Figure 1.c:  
Weighted-average computation for the 2013 contribution ratio

Policy year Total premium Widget’s contribution
2010 $100,000 $100,000

2011 $150,000 $150,000

2012 $140,000 $140,000

Total: $390,000 $390,000

Weighted average: $390,000 ÷ $390,000 = 100%

 

Figure 1.d:  
Weighted-average computation for the 2014 contribution ratio

Policy year Total premium Widget’s contribution
2011 $150,000 $150,000

2012 $140,000 $140,000

2013 $140,000 $85,120

Total: $430,000 $375,120

Weighted average: $375,120 ÷ $430,000 = 87.24%

Figure 1.e:  
Weighted-average computation for the 2015 contribution ratio

Policy year Total premium Widget’s contribution
2012 $140,000 $140,000

2013 $140,000 $85,120

2014 $150,000 $91,200

Total: $430,000 $316,320

Weighted average: $316,320 ÷ $430,000 = 73.56%

Figure 1.f:  
Weighted-average computation for the 2016 contribution ratio

Policy year Total premium Widget’s contribution
2013 $140,000 $85,120

2014 $150,000 $91,200

2015 $200,000 $121,600

Total: $490,000 $297,920

Weighted average: $297,920 ÷ $490,000 = 60.8%

Caution: The contribution ratio that was in effect in the year the 
employee first became disabled will be used for all years the employee 
receives pay pursuant to the same disability event. In Example 6 
on page 4, assume an employee’s disability period began on 
December 15, 2013, and ended on March 31, 2014. The contribution 
ratio for the entire period is the 2013 weighted average of 100%.

Payroll workshop
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FAQ 8
Who files the Form W-2:  
the employer or the third-party payer?
The employer is obligated to file the Form W-2 
reporting taxable (boxes 1, 3 and 5) and 
nontaxable (box 12, code J) disability leave 
benefits. The third-party payer is required to 
issue Forms W-2 under its Employer Identification 
Number (EIN) only if:

• An agency agreement specifies the third party 
will file Forms W-2 under its EIN.

Or

• The third party has failed to meet the 
requirements for transferring liability for 
employment tax and reporting to the employer 
(see FAQ 9).

Watch this. Unless the third-party payer has 
agreed to pay the employer portion of FICA, FUTA 
and SUI (which is generally never the case), the 
employer’s EIN should be used on Forms W-2, 
not the third party’s EIN. Use of the third party’s 
EIN on Forms W-2 when the employer bears 
the employment tax responsibility can cause 
imbalances in federal and state unemployment 
insurance returns and lead to time-consuming 
reporting and collection notices from the IRS and 
state unemployment insurance agencies. If the 
third-party payer or plan administrator has agreed 
to issue Forms W-2, employers should confirm 
which EIN is being used. 

Use of the third party’s EIN on 
Forms W-2 when the employer bears 
the employment tax responsibility 
can cause imbalances in federal 
and state unemployment insurance 
returns and lead to time-consuming 
reporting and collection notices from 
the IRS and state unemployment 
insurance agencies.

FAQ 9
What are the tax and reporting obligations of the third-party payer?
The third-party payer (including a state disability insurance fund) is required to withhold 
federal income and FICA taxes from taxable disability pay and make timely IRS deposits of 
these withholding taxes under its EIN. (IRC §6051(f); IRS Reg. §31.6051-3).)

The third-party payer is also required to report on Form 941 federal income tax withheld, 
Social Security wages, Social Security tax withheld, Medicare wages and Medicare tax 
withheld. A credit for the employer portion of Social Security and Medicare tax is reported 
on Form 941 if liability was properly transferred to the client-employer.

The third-party payer may transfer liability for the employer portion of FICA, FUTA and 
Form W-2 reporting to the client employer by providing regular statements and, no later 
than January 15, an annual statement to the client-employer that includes:

• Employee name

• Employee Social Security Number

• Total amount of sick payments made to the employee in the tax year

• FIT and FICA taxable payments made to the employee in the tax year

• Amount of FITW, if any

• Any employee FICA withheld

The third-party payer must also file Form 8922, Third-Party Sick Pay Recap, if it has 
transferred liability for FICA and FUTA taxes to the client-employer. 

FAQ 10
What are the employer’s tax and reporting obligations?
Provided the third-party payer has properly transferred liability for employer FICA and 
FUTA (see FAQ 9), the employer is obligated to make timely IRS deposits of employer 
FICA, FUTA and SUI and report the taxable sick payments on Forms 941 and W-2.

For reconciliation purposes, the employer makes special entries on Forms 941, W-2 and 
W-3 as follows:

• Form 941 — show a credit for the employee portion of FICA

• Form W-2 — in box 12, code J, show the nontaxable portion of the third-party sick pay

• Form W-3 — in box 14, enter the federal income tax withheld, if any, by the 
third-party payer

• Form 940 — report the total third-party sick pay and the portion subject to FUTA and 
pay the tax owed 

• State unemployment insurance — report and pay as required under state 
unemployment insurance law 

Third-party sick pay:  
the 10 most frequently asked questions 
Continued

https://www.irs.gov/pub/irs-pdf/f8922.pdf
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Third-party sick pay and workers’  
compensation insurance 

Is the employee receiving benefits for a work-related 
sickness or injury? This is an important question because 
the taxes owed on the benefits hinge on the answer. 

When benefits are provided to employees for personal sickness or 
injury under an employer-paid disability insurance plan, they are 
included in wages subject to FIT, FITW, FICA and FUTA. (See page 4.) 
On the other hand, when benefits are paid for work-related sickness 
or injuries under a workers’ compensation act or similar law, they 
are excluded from these taxes. (Publication 907, Tax Highlights for 
Persons with Disabilities.) 

From a payroll perspective, it is plain to see why properly classifying 
disability benefits is important. Improperly treating a workers’ 
compensation benefit as disability or third-party sick pay results in 
the overpayment of tax by both the employee (e.g., FIT, FICA) and the 
employer (e.g., FICA, FUTA). 

Retroactive workers’ compensation offsets are time-
consuming and costly to account for and can result 
in the denial of some or all of the federal income tax 
refund available to benefit recipients under IRC §1341.

Classification errors typically occur because an employee who is on 
leave for a work-related sickness or injury initially receives benefits 
under the disability insurance plan and is later provided retroactive 
pay under the workers’ compensation policy. Clearly, information 
returns and statements must be adjusted to reflect the correct 
nature of the payment (workers’ compensation vs. disability pay), 
and this is no simple task, particularly if the error is discovered in 
subsequent tax years. 

Assume an employee receives short-term disability of $1,000 
through the employer’s disability insurance plan in 2015. In 2016, 
it is determined the leave was work-related and — as such — the 
employee is owed workers’ compensation insurance benefits of $500.

https://www.irs.gov/uac/about-publication-907
https://www.irs.gov/uac/about-publication-907
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Tax concerns 
As previously explained, disability pay under a definite plan or system is taxable to the extent 
the employer paid the insurance cost. In our example, the employer paid 60% of the premium; 
therefore, $600 of the $1,000 benefit is generally subject to FIT, FITW, FICA and FUTA. (Note 
that there may be an exception for state and local purposes.) In this example, the employee’s 
taxable wages should have been only $100 (taxable disability pay of $600 less the workers’ 
compensation benefit of $500), resulting in a taxable wage overstatement of $500. 

Resolution of tax overpayments  
due to workers’ compensation offsets 
To resolve tax overpayments that arise when benefits are reclassified from disability to 
workers’ compensation, the workers’ compensation insurance provider will often remit the 
workers’ compensation benefit to the employer. Once the employer receives that payment, the 
employee’s wage and tax records must be adjusted. How this adjustment is made depends on 
the tax year the disability insurance benefits were originally paid. 

• Current year. If the workers’ compensation offset is made in the same year as the disability 
payment, simply reduce FIT and FICA taxable wages by the amount of the workers’ 
compensation benefit, but to not less than zero. A corresponding reduction in FICA taxes 
should also be made for the employer and the employee. Federal and state unemployment 
insurance wages should likewise be corrected. 

• Subsequent years. If the offset is made in a year subsequent to the disability payment, 
the rule for prior-year wage overpayments applies (also known as the claim-of-right 
doctrine). Under the rule, a Form W-2c is issued for the year the disability benefit was 
originally paid. On the Form W-2c, a reduction is shown in Social Security and Medicare 
wages and taxes, but no adjustment is shown in box 1, Wages, tips, other compensation. 
Employees can obtain a refund of federal income tax, if applicable, on their federal income 
tax return according to the methods explained in Publication 525 (the “Repayments” 
section). (IRC §1341.)

Watch out for this exception. The tax adjustment described above would not apply if by law or 
judgment it is determined that the workers’ compensation benefits are not due and payable. 
In this case, because no workers’ compensation is payable to the employee, the employee was 
properly in receipt of disability benefits only, and no adjustment to taxable wages applies. 

When disability benefits are reclassified as workers’ compensation benefits, 
payroll professionals should verify that adjustments are properly made to 
taxable earnings in accordance with the claim-of-right doctrine.

Third-party sick pay and workers’  
compensation insurance 
Continued

Ernst & Young LLP insights 

Retroactive workers’ compensation 
offsets are time-consuming and costly 
to account for and can result in the 
denial of some or all of the federal 
income tax refund available to benefit 
recipients under IRC §1341. For 
these reasons, employees should be 
required to timely indicate whether 
their sickness or disability is work-
related. Human resources should also 
confirm that disability and workers’ 
compensation insurance claims are 
routinely reviewed and classification 
errors remedied immediately. 

Payroll departments should confirm that 
earnings codes are configured for both 
workers’ compensation and disability 
benefits and that the tax settings are 
correct for federal, state and local taxes. 
When disability benefits are reclassified 
as workers’ compensation benefits, 
payroll professionals should verify 
that adjustments are properly made to 
taxable earnings in accordance with the 
claim-of-right doctrine. 

https://www.irs.gov/uac/about-form-w2c?_ga=1.102324225.1837818746.1453495055
https://www.irs.gov/publications/p525/ar02.html#en_US_2015_publink1000229600
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Overview of third-party sick pay  
Assumes third party transfers liability to employer

Source: IRS Publication 15-A

• What percentage of the premium 
is paid by the employer? This 
percentage is taxable; the remaining 
is nontaxable. 

• Employee submits Form W-4S to 
third party if federal income tax 
withholding (FITW)  desired. If a self-
insured plan, Form W-4 is needed and 
income tax withholding is mandatory.

• Third party withholds FICA and FITW. 
Generally, employer must pay the 
employer share of FICA and federal/
state unemployment insurance. 

• Employer and third party file Form 941.

• If third party provides annual 
statement to employer by January 15, 
employer issues and files Form W-2 — 
nontaxable portion is reported in 
box 12, code J.

• Employer is responsible for Form 940 
and state unemployment insurance 
return.

Third-party sick pay employer checklist 

	Notify third party of the percentage of the disability 
insurance premium paid by the employer. 

	When employee makes initial claim for disability benefits, 
provide the third party with the employee’s year-to-date 
earnings, including Social Security earnings. Also provide 
work and resident state information for income tax 
withholding compliance, if applicable.  

	Each payroll period, confirm that the third party has provided 
you with a statement of disability payments made and taxes 
withheld for those employees on disability leave and make 
the required deposits for Social Security/Medicare and 
unemployment insurance according to their due dates. 

	By January 15, obtain annual statement from third party and 
verify that Forms W-2 are accurately generated for prior-year 
disability benefit recipients. 

• Employer liability for FICA tax 
deposit is triggered with each 
disability payment 

• Employee takes first day of 
disability leave

• Employee returns to work

H
ow

 the IR
S defines short-term

 and long-term
 disability

June 1, 2016

December 31, 2015

Taxable portion of disability 
pay is subject to Social 
Security, Medicare, 
unemployment insurance  
and federal income tax.

Taxable portion of disability 
pay is subject only to federal 
income tax.

Long-term disability (LTD)

"Six-month" coverage period, or 
short-term disability (STD)

June 15, 2015

https://www.irs.gov/pub/irs-pdf/p15a.pdf
https://www.irs.gov/pub/irs-pdf/fw4s.pdf
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In Notice 16-49, the Internal Revenue Service (IRS) 
provides interim guidance relaxing certain requirements 
for the voluntary Certified Professional Employer 
Organization (CPEO) program.

As we previously reported, CPEOs will be recognized as the employing 
unit for federal employment tax purposes. Choosing to become a 
CPEO offers several benefits to professional employer organizations 
(PEOs) and their clients. For instance, employment tax costs are 
reduced by allowing the CPEO to consider year-to-date Social Security 
(FICA) and federal unemployment (FUTA) taxable wage bases when it 
enters into a co-employment relationship with its clients. The issue of 
liability is also resolved for CPEO clients since they are not responsible 
for federal employment taxes that a CPEO fails to remit. (Public Law 
No: 113-295; H.R. 5771.)

As we reported in the June 2016 issue of Payroll Perspectives, the 
IRS issued temporary and proposed regulations that describe the 
application process and certification requirements necessary for 
obtaining CPEO status. The proposed regulations also explain the 
federal employment tax liabilities and other obligations of a CPEO. 
The IRS then released details on how PEOs can apply for certification.

In July 2016, the IRS began accepting online applications for PEO 
certification. For more details, see the IRS website.

All the most recent guidance governing CPEOs is available here.

Interim guidance issued as a result 
of taxpayer comments
The IRS received comments indicating that certain provisions of 
the regulations and the revenue procedure — Rev. Proc. 2016-33 
(6-4-2016) — may unnecessarily limit the ability to apply for and 
maintain CPEO certification, including the requirement that:

• A certified public accountant (CPA) opinion be submitted showing 
that the PEO’s annual audited financial statements reflect positive 
working capital (or meet certain rules that permit negative working 
capital in limited circumstances) and that it computes its taxable 
income using an accrual method of accounting

• A CPEO applicant submit a written declaration of an independent 
CPA, who submits opinions and attestations regarding the CPEO 
applicant’s annual audited financial statements and ongoing federal 
employment tax compliance, declaring that the CPA is authorized 
to represent the CPEO applicant before the IRS

• A CPEO be a business entity that is not a disregarded entity

Notice 16-49 describes modifications to these requirements that 
the IRS intends to make when publishing final regulations and 
updating the revenue procedure. Until that happens, taxpayers may 
rely on the guidance provided in Notice 16-49.

In addition, the U.S. Department of the Treasury and IRS are aware 
that, for PEOs submitting certification applications during the first 
year of the program, the audited financial statements that must 
be included with the application might not include some required 
elements because the statements relate to fiscal years that end 
before or shortly after the regulations were issued. To address 
this issue, Notice 16-49 provides transition relief for meeting the 
audited financial statement requirements in the regulations and 
revenue procedure.

Finally, in recognition that the notice provides interim guidance 
on requirements applicable to PEOs that may already be 
engaged in applying for certification, Notice 16-49 extends to 
September 30, 2016, the deadline by which a complete and accurate 
application for certification must be submitted to be eligible for an 
effective date of January 1, 2017.

IRS relaxes certification requirements  
for professional employer organizations

https://www.irs.gov/pub/irs-drop/n-16-49.pdf
http://thomas.loc.gov/cgi-bin/query/z?c113:H.R.5771
http://thomas.loc.gov/cgi-bin/query/z?c113:H.R.5771
https://www.gpo.gov/fdsys/pkg/FR-2016-05-06/pdf/2016-10700.pdf
https://www.gpo.gov/fdsys/pkg/FR-2016-05-06/pdf/2016-10702.pdf
https://www.irs.gov/uac/irs-explains-application-process-for-new-certified-professional-employer-organization-program
https://www.irs.gov/for-tax-pros/basic-tools/certified-professional-employer-organization
https://www.irs.gov/for-tax-pros/basic-tools/certified-professional-employer-organization
https://www.irs.gov/pub/irs-drop/rp-16-33.pdf
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The Administration released a revised notice on 
a proposal by the Equal Employment Opportunity 
Commission (EEOC) to enhance the amount of data 
certain employers must report. The EEOC’s proposal 
on compensation data collection is intended to address 
gender pay equity issues and, in part, utilizes data 
contained on Forms W-2.

The proposal is part of the Administration’s focus on narrowing the 
gap between compensation paid to men and women in comparable 
positions and to provide women with additional tools to challenge 
pay discrimination. The initiative is designed to provide the EEOC 
and the Department of Labor (DOL) with pay data to better target 
compensation issues and address disparities.

Background
Under the Civil Rights Act of 1964, employers must keep records 
relevant to determining whether unlawful employment practices have 
been committed. The EEOC and the DOL Office of Federal Contract 
Compliance Programs (OFCCP) require covered employers to file the 
form EEO-1 to the Joint Reporting Committee housed at the EEOC.

Currently, the EEO-1 directs covered employers to annually report 
the number of individuals they employ by job category and by race, 
ethnicity and gender. There are 10 job categories: Executive/Senior 
Level Officials and Managers; First/Mid-Level Officials and Managers; 
Professionals; Technicians; Sales Workers; Administrative Support 
Workers; Craft Workers; Operatives; Laborers and Helpers; and 
Service Workers.

On February 15, 2016, the Administration released a proposal 
requiring “covered employers” to substantially increase the data that 
must be collected and reported to the EEOC.

A covered employer generally is any employer with more than 100 
employees, or more than 50 employees for federal contractors. The 
proposal requires the increased data to be reported on the revised 
Employer Information Report (EEO-1). The new EEO-1 would include 
Form W-2 earnings and hours worked for all employees by job 
category, and by race, ethnicity and gender. For each job category, 
the compensation data would be categorized by 12 pay bands that 
are set forth by the Bureau of Labor Statistics. For example, an 
employer would report 10 black or African-American men in the 
Technician job category in the third pay band ($24,240–$30,679), 
or 10 white women in the Professional job category in the seventh 
pay band ($62,920–$80,079).

The EEOC intends to publish the aggregate EEO-1 data in a 
manner that does not reveal any particular employer information. 
Furthermore, the EEOC is not permitted to release the EEO-1 data 
under a Freedom of Information Act request.

Revised notice
The revised noticed extends the due date for the new EEO-1 to 
March 31, 2018.

To address some of the administrative concerns expressed by 
employers and others in response to the original notice, the revised 
notice modifies the “snapshot” period during which an employer 
must count employees to be reported on the EEO-1 from the third 
quarter to the fourth quarter. The revised notice also proposes that 
employers use box 1 of Form W-2 as the measure of pay for reporting 
on the EEO-1.

Ernst & Young LLP insights

The EEOC’s revised notice addresses some of the concerns about 
the administrative burden of collecting this data. However, the 
guidance continues to leave employers with questions as well as 
possible challenges in meeting these reporting requirements.

Compensation and benefits

EEOC’s new pay equity reporting 
will rely on Form W-2 data
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Affordable Care Act

IRS draft instructions for calendar year 2016 
Affordable Care Act employer reporting  
are now available

The IRS has issued draft instructions for 
completing the 2016 Form 1094-C, Transmittal 
of Employer-Provided Health Insurance Offer and 
Coverage Information Returns, and 2016 Form 1095-C, 
Employer-Provided Health Insurance Offer and Coverage, 
having previously issued draft Forms 1094-C and 
1095-C. The IRS has not yet issued draft instructions for 
the 2016 Forms 1094-B and 1095-B, which are used by 
health insurance issuers and by providers of health care 
coverage that are not large employers, though the forms 
were previously issued.

The IRS also released proposed regulations (REG-103058-16) 
addressing a number of issues related to Affordable Care Act 
information-reporting requirements under Section 6055. Here 
we address the changes to the draft instructions made to the 
Forms 1094-C and 1095-C reporting. 

The IRS is accepting comments on the draft instructions and on 
Forms 1094-C and 1095-C on its website, at “Comment on Tax 
Forms and Publications.”

Background
Large employers — those with 50 or more full-time employees 
(including full-time-equivalent employees) in the previous year — 
must use Forms 1094-C and 1095-C to report information required 
under Sections 6055 and 6056 about the offer of employer-
sponsored health care coverage and the employees’ enrollment 
in the coverage. Under IRC §6055, an employer that provides a 
self-insured health care plan must file a return with the IRS and 
furnish a statement to the employees who enrolled in the coverage 
with information about the employees’ and dependents’ coverage 
and the months they are covered. Under IRC §6056, every employer 
considered a “large employer,” together with the other members in 
the group, must file a return with the IRS and furnish a statement to 
the employees with information reporting the terms and conditions 
of the health care coverage offered by the employer during the year. 
Large employers report the information required under IRC §6055 
and §6056 on Form 1094-C — the transmittal form filed with the 
IRS — and on Form 1095-C — the statement furnished to employees.

Draft instructions for Forms 1094-C 
and 1095-C
The instructions for Forms 1094-C and 1095-C do not vary 
materially from the instructions to the 2015 versions. However, they 
provide a number of noteworthy changes and clarifications.

Three changes were made to the 2016 forms:

• Two new codes were added to Part II, Line 14. Codes 1J and 1K 
are used to report offers of coverage that are “conditional” for 
an employee’s spouse — an offer that is subject to one or more 
reasonable, objective conditions. For example, an offer to cover an 
employee’s spouse only if the spouse is not eligible for Medicare 
or a group health plan sponsored by another employer is a 
“conditional” offer.

• Certain codes and boxes that were used on the 2015 form have 
been “reserved” because they related to reporting on transition 
relief rules that applied in 2015 but have no ongoing applicability 
in 2016.

• Changes have been made for clarity. For example, on Form 1095-C, 
this language — “Do not attach to your tax return. Keep for your 
records” — was inserted under the title to inform the recipient that 
Form 1095-C should not be submitted with the return.

The instructions also make clarifying points to both forms, as 
discussed below.

For Form 1094-C, the draft instructions clarify the rules related to 
the “Authoritative Transmittal” form. The instructions emphasize that 
each large employer that is a member of an aggregated group should 
file only one authoritative form. In addition, the aggregated group of 
employers should not file an authoritative form; this is in opposition 
to consolidated corporate groups, for which a single tax return is filed 
for the group. Several examples were added to illustrate these points.

For Form 1095-C, the instructions explain that each employee should 
receive only a single form for the year from a single employing entity, 
but employees considered employed by more than one entity in an 
aggregated group of employers in different months of the calendar 
year should receive a form from each group member. An individual 
is treated as employed by the member of the group for whom the 
employee provided the most hours of service in the given month.

https://www.irs.gov/pub/irs-dft/i109495c--dft.pdf
https://www.irs.gov/pub/irs-dft/f1094c--dft.pdf
https://www.irs.gov/pub/irs-dft/f1095c--dft.pdf
https://www.irs.gov/pub/irs-dft/f1094b--dft.pdf
https://www.irs.gov/pub/irs-dft/f1095b--dft.pdf
https://www.federalregister.gov/articles/2016/08/02/2016-18100/information-reporting-of-catastrophic-health-coverage-and-other-issues-under-section-6055
https://www.irs.gov/uac/comment-on-tax-forms-and-publications
https://www.irs.gov/uac/comment-on-tax-forms-and-publications
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The draft instructions provide guidance for completing Form 1095-C 
for offers under COBRA. Consistent with guidance provided last 
September in the final instructions for the 2015 forms, the draft 
instructions state that when an employee continues coverage under 
COBRA on termination of employment, the employer reports in 
Part II of Form 1095-C that no offer of coverage was made (Line 14, 
Code 1H) and that the employee is not employed in the given month 
(Line 16, Code 2A). In that case, however, if the employee is enrolled 
in self-insured coverage, that enrollment continues to be reported for 
that former employer and his or her dependents for the year in Part III 
of Form 1095-C.

In contrast, the draft instructions provide that when an employee 
loses coverage because of reduced work hours but remains employed, 
the offer of COBRA coverage is reflected on Form 1095-C, Part II.

The draft instructions add new guidance about situations when an 
employee was offered coverage for a spouse and dependents but 
enrolled in self-only coverage. In that case, for purposes of Section 
4980H, an employer is treated as having made an offer to the 
employee’s dependents for an entire plan year if the employer provided 
an effective opportunity to enroll the dependents at least once for 
the plan year, even if the employee declined to enroll the dependents 
in the coverage and, as a result, the dependents did not receive an 
offer of COBRA coverage. (The instructions include an example that is 
inconsistent with this position and concludes that Code 1B — indicating 
an offer covering solely the employee — should be used when a COBRA 
offer is made to an employee who loses coverage because of reduced 
hours. The IRS has already received comments pointing out this 
inconsistency and will address it in the final instructions.)

The draft instructions also clarify that the reporting for any former 
employee who is offered coverage in the post-employment period 
will be the same as that applicable for COBRA. For example, if an 
employer provided coverage for retirees or former employees on 
severance, for months following the month of termination, the 
employer would report in Part II of Form 1095-C that no offer of 
coverage was made (Line 14, Code 1H) and that the employee is not 
employed in the given month (Line 16, Code 2A).

For reporting enrollment in coverage on Part III of Form 1095-C, the 
draft instructions provide that the employee should be listed first 
(i.e., on Line 17, the first line of Part III of Form 1095-C) and that any 
other family members should be listed on subsequent lines.

The draft instructions add clarity to the ongoing 2015 transition 
relief applicable to plans maintained on a non-calendar-year plan 
year. Under a 2015 transition rule, a large employer that offers 
coverage to at least 70% of its full-time employees was not subject to 
the excise tax for failure to offer coverage to its full-time employees. 
In 2016, that percentage increases to 95%. The IRS has previously 
provided, however, that the 70% level applies in 2016 for the calendar 
months in 2016 that fall within the plan year that began in 2015. 
What was not clear was how this rule would apply to a large employer 
maintaining plans using different plan years. The draft instructions 
provide that the 70% transition rule will continue for that member 
through the last day of the latest of those plan years ending in 2016.

Ernst & Young LLP insights

The draft instructions provide taxpayers with additional clarity 
on how to complete the 2016 Forms 1094-C and 1095-C.

The explanations related to COBRA offers provide employers 
with welcome guidance that they will still be treated as offering 
coverage to dependents even when an employee loses coverage 
during the year.

The additional guidance on the 70% transition rule provides 
the greatest amount of transition coverage possible for 
affected employers.

Employers and their return preparers should be relieved that 
Forms 1094-C and 1095-C remain largely unchanged and 
require only one system change to accommodate the additional 
indicator codes for conditional offers to spouses.
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Tax credits and incentives

The IRS has updated two tax forms to reflect recent 
amendments to the research credit allowing qualified 
small businesses to claim the credit against their federal 
Form 941 payroll tax liability for tax years beginning on 
or after January 1, 2016.

Background
Besides permanently extending the research credit under Section 41, 
the Protecting Americans from Tax Hikes Act of 2015 (PATH Act) 
made certain amendments to the credit for eligible small businesses 
and start-up companies.

New IRC §41(h) and §3111(f), added by the PATH Act, allow qualified 
small businesses to elect to apply the research credit against the 
employer’s federal payroll tax liability (of up to $250,000 annually) 
for tax years beginning after December 31, 2015.

For these purposes, a “qualified small business” is generally defined 
as a corporation, partnership or sole proprietorship with: (1) gross 
receipts of less than $5 million for the tax year and (2) no gross 
receipts for any tax year before the five tax years ending with the 
election year.

New draft forms
The draft 2016 Form 6765, Credit for Increasing Research Activities, 
includes a new Section D, “Qualified Small Business Payroll Tax 
Election and Payroll Tax Credit.” Line 41 of Section D includes a 
checkbox for qualified small businesses to elect the payroll tax 
credit. On Line 42, taxpayers enter the portion of their current year 
credit (up to $250,000) elected as a payroll tax credit. Additional 
adjustments are made in new Lines 43 and 44.

The draft 2017 Form 941, Employer’s Quarterly Federal Tax Return, 
includes a new Line 11 for reporting “Qualified small business payroll 
tax credit for increasing research activities.” The draft form also 
includes a new Line 12 to adjust total taxes by subtracting the credit 
on Line 11.

Both draft forms refer to Form 8974, a new form for the payroll tax 
credit for research expenses, which the IRS has not yet released.

IRS draft forms for claiming research credit 
against payroll taxes are now available

Ernst & Young LLP insights

The option of applying the research credit to Form 941 payroll 
tax liabilities is beneficial because it gives employers a more 
immediate cash benefit. For instance, where an employer’s 
biweekly Form 941 deposit obligation is $500,000, the employer 
can reduce the deposit by up to $250,000. The research credit is 
then reported on Form 941, which includes the biweekly payroll 
period in which the cash benefit was derived.

Before the research credit is applied against Form 941 tax 
deposits, it should be confirmed that there are no outstanding 
assessments for the respective federal Employer Identification 
Number. The IRS can first apply outstanding liabilities to 
outstanding obligations, and when that occurs, application 
of the credit against a Form 941 deposit could result in late-
deposit penalties.

In certain industries, such as life sciences and technology, 
where smaller start-up companies are common and are not yet 
profitable, this election will provide a welcome cash benefit. 
As a practical matter, a taxpayer will not get the benefit of this 
provision until 2017 (the calendar quarter after it files its return 
computing the 2016 research credit to which the election will 
apply). But it is important to take steps now to properly capture 
and quantify expenses. As the provision provides a more 
favorable alternative to existing carryover/carryforward regimes, 
Section 41(h) can be a powerful tool for a start-up from both a 
tax and an overall business/capital-raising perspective.

Taxpayers should note that these are draft forms and should not 
be used for filings until final versions are issued. Comments on 
the draft forms may be submitted to the IRS via the link on the 
first page of the draft forms.

https://www.irs.gov/pub/irs-dft/f6765--dft.pdf
https://www.irs.gov/pub/irs-dft/f941--dft.pdf
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On the Hill

Contrasting Clinton and Trump on tax policy
By the Washington Council Ernst & Young

On August 8, 2016, Republican presidential nominee 
Donald Trump revised his tax plan to align proposed 
individual income tax rates with the 12%, 25% and 
33% brackets set in the House Republican tax reform 
blueprint released June 24, and said he would work 
with lawmakers to advance the plan. Trump had 
previously proposed individual income tax rates of 
10%, 20% and 25% in the initial rollout of his tax plan 
in September 2015.

In another move that brings his plan closer to the House Republican 
blueprint, Trump announced that he is proposing immediate 
expensing for new business investments. In conjunction with 
expensing, House Republicans have called for eliminating the 
deductibility of interest expense. Trump previously proposed an 
unspecified “reasonable cap” on the deductibility of business interest 
expense but made no mention of the issue this time.

In a wide-ranging economic speech in Detroit, the Republican 
nominee also announced that he supports full deductibility of 
average-cost childcare expenses.

Otherwise, Trump highlighted previously announced elements of his 
tax plan, including a 15% corporate income tax rate and a matching 
15% business income tax rate within the personal income tax system 
for pass-through entities. “No American company will pay more than 
15% of their business income in taxes,” he said, adding that lower 
business taxes will “end job-killing corporate inversions.”

Trump highlighted a one-time deemed repatriation tax of 10% 
on accumulated foreign earnings. He also restated his desire to 
eliminate the preferential tax treatment of carried interest and to 
repeal the estate tax.

Trump used the speech to draw contrasts with Democratic nominee 
Hillary Clinton, including her proposed tax increases, and said he 
would provide more details on economic issues in coming weeks.

CNBC’s Larry Kudlow, a Trump campaign advisor, said eventual 
revisions should bring the cost of the Trump plan down to about 
$2.5 trillion. Groups had estimated that his initial tax proposals 
would cost $10 trillion.
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Clinton weighs in
In an economic speech in Detroit on August 11, 2016, Democratic 
presidential nominee Hillary Clinton called Donald Trump’s proposed 15% 
tax rate on pass-through entities the “Trump loophole” and said it would 
allow him to pay less than half the current tax rate on income from many 
of his companies — and a lower rate than millions of middle-class families. 
She also said there are better ways to spend money than repealing the 
estate tax, a move that would primarily benefit wealthy families.

Asked on CNBC about the potential for wealthy individuals to “funnel 
their earnings” through pass-through entities to pay the 15% tax rate, 
Trump said that he would have additional details within two weeks and 
may call for ending many of the “loopholes” that are currently being 
used. When asked whether it was fair to say he would take steps to 
prevent individuals from benefiting from the pass-through entity tax 
rate, Trump said, “We are looking at that very strongly. It’s going to be 
reported on within two weeks.”

During her speech, Clinton largely highlighted previously stated tax 
positions rather than announcing new proposals. Clinton said it is 
a myth that Trump will act to “stick it to the rich and powerful” and 
said his economic proposals would result in a giveaway of trillions of 
dollars that would lead to massive debt and, eventually, cuts in health 
care and education. She promised to make certain that “those at the 
top pay their fair share of taxes,” including through:

• The “Buffett Rule” proposal, which calls for an effective tax rate of 
30% on those making more than $1 million per year

• A new tax on multimillionaires

• Elimination of the preferential tax treatment of carried interest

She called for a “more progressive, more patriotic tax code that puts 
American jobs first,” including by ending the ability of corporations 
to write off the cost of outsourcing jobs and production; clawing 
back the US tax benefits received by outsourcing companies; and 
establishing an exit tax for inverting companies. More generally, she 
also called for cracking down on “tax gaming by corporations” and 
dramatically simplifying tax filing by small businesses.

Clean-energy technologies should be produced, utilized and exported 
by the United States, she said, and an infrastructure bank should be 
created to get private funds off the sidelines. Clinton said she would 
work with both parties to make the biggest investment in good-
paying jobs since World War II by putting Americans to work building 
and modernizing roads, bridges, railways, ports and airports. “We 
are way overdue for this,” she said. Clinton has called for increasing 
infrastructure funding by $275 billion over five years, fully paid for 
through business tax reform, but has not provided reform details.

Neera Tanden, a Clinton advisor who is President and CEO of the 
Center for American Progress, recently expressed some skepticism 
that a corporate rate cut would be part of any such plan. Asked 
July 27 whether Clinton would support a cut in the context of an 
infrastructure spending deal, Tanden said that “it’s a little bit hard to 
argue that we’re uncompetitive when profitability of firms has done 
pretty well over the last several years,” Politico reported.

Clinton also promoted her proposal to limit the cost of childcare 
to 10% of family income and derided Trump’s proposal to make 
the average cost of childcare expenses fully deductible as more 
advantageous to the wealthy.

Meanwhile, on August 10, David Kamin, a Clinton advisor, issued 
a report through the Washington Center for Equitable Growth that 
proposes reforms to the taxation of capital, including taxing capital 
gains on a mark-to-market basis, at least with publicly traded assets, 
and charging asset holders for the benefit of deferring gains on 
property. The report, Taxing Capital: Paths to a fairer and broader 
U.S. tax system, calls for other reforms, including changing how the 
location of profits is determined by switching from a system focused 
on the “source” of the product or service that generates profits to the 
“destination” of the product or service.

Kamin, a former special assistant for economic policy to President 
Barack Obama and now a professor at the New York University School 
of Law, clarified to Politico that he was not speaking for the Clinton 
campaign, only as an independent academic analyst.

Contrasting Clinton and Trump on tax policy 
Continued
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State news

Alaska
Governor’s renewed call 
for a personal income tax 
goes unanswered
The Alaska State Legislature’s second special 
session of 2016 ended without resolution on 
the state’s budget shortfall.

Governor Bill Walker called the Legislature 
back into session in July after lawmakers 
failed to address the shortfall during the 
regular session and the first special session.

In his proclamation, the governor renewed 
his call for creating a state personal income 
tax to address the shortfall. In his news 
release, Governor Walker said, “With a 
$4 billion budget deficit, we must leave no 
stone unturned as we look for new ways to 
fund state government.”

During the regular session and the first 
special session, the Governor submitted 
his proposed bill to the Legislature that 
would create a 6% personal income tax rate 
on residents and nonresidents. H.B. 4004 
would have required employers to withhold 
income tax from employee wages effective 
January 1, 2018.

Governor Walker is expected to back a similar 
bill during the 2017 session.

Arizona
Additional SUI surtax is repealed, and exemption 
for quarterly SUI taxes under $10 is restored
Effective retroactively to January 1, 2016, the exemption from payment of state 
unemployment insurance (SUI) taxes if the amount due is less than $10 is restored. 
Additionally, and effective January 1, 2017, the 1%–2% additional surtax paid by negative-
balanced work-share employers is repealed. (H.B. 2222.)

Exemption of SUI taxes under $10 is restored

As we previously reported, legislation that, effective in the first quarter of 2016, permanently 
repealed the section of UI law providing for the 0.1% Job Training Tax (JTT) also resulted in the 
removal of the provision that allowed employers owing less than $10 in quarterly SUI taxes to 
avoid paying SUI taxes for the quarter.

H.B. 2222 restores the exemption, effective retroactively to January 1, 2016.

Additional surtax for certain negative-balanced  
work-share employers is repealed

According to the Arizona Department of Employment Security website, employers faced with 
a reduction in workforce may apply to participate in the Arizona Department of Employment 
Security’s shared-work program. The program allows an employer to divide the available work 
or hours of work among a specified group of affected employees in lieu of a layoff, and it allows 
employees to receive a portion of their UI benefits while working reduced hours. An approved 
shared-work plan is valid for one year, and an employee may be eligible for up to 26 weeks of 
shared-work benefits. Affected employees’ normal weekly work hours must have been reduced 
by 10%–40% for the employer to participate. Under the program, an affected employee is not 
required to meet the UI benefit requirements of:

• Being available for other work

• Conducting an active search for other work

• Applying for, or accepting, other suitable work

Shared-work benefits are charged against reimbursement and experience-rated employer accounts 
in the same manner as regular benefits.

Currently, any experience-rated employer that has a negative reserve in its tax account and 
that has employees who were paid shared-work benefits during the fiscal year (July 1 through 
June 30) may have a surtax added. The surtax – 1% for employers with negative reserve ratios 
of 5% but less than 15%, and 2% for employers with negative reserve ratios of 15% or more – is 
added to the computed rate of negative reserve accounts.

Effective January 1, 2017, the section of law (ARS §23-765) that provides for the additional 
surtax for work-share employers is repealed.

For more information on H.B. 2222, see the bill’s summary.

http://gov.alaska.gov/newsroom/2016/06/fifth-special-session-of-the-twenty-ninth-alaska-state-legislature/
http://gov.alaska.gov/newsroom/2016/06/governor-walker-signs-revenue-generating-bills-into-law/
http://www.akleg.gov/basis/Bill/Detail/29?Root=HB4004
http://azleg.gov/DocumentsForBill.asp?Bill_Number=HB2222&Session_ID=115
https://des.az.gov/services/employment/unemployment-employer/unemployment-insurance-benefits-shared-work-program-faqs
http://www.azleg.gov/FormatDocument.asp?inDoc=/ars/23/00765.htm&Title=23&DocType=ARS
http://www.azleg.gov/FormatDocument.asp?inDoc=/legtext/52leg/2r/summary/h.hb2222_04-19-16_astransmittedtothegovernor.doc.htm&Session_ID=115
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Legislature prohibits local sick leave laws
The Arizona State Legislature recently passed House Bill 2579, 
which provides that no city, town or political subdivision can 
regulate “nonwage compensation” such as fringe benefits, sick pay 
and vacation pay.

Background

On May 11, 2016, Governor Ducey signed H.B. 2579 into law to 
prohibit such local control of nonwage compensation. Originally 
passed by voters in 2006, Arizona’s Proposition 202 authorized a 
city, county or town to “regulate minimum wages and benefits within 
its geographic boundaries.” As cities such as Tempe and Tucson were 
considering sick leave plans earlier this year, Arizona Governor Doug 
Ducey spoke in opposition of such local ordinances during his 2016 
State of the State speech. 

What is “nonwage compensation”?

Under the law, no city, town or political subdivision of Arizona may 
enact its own regulations for nonwage compensation, including:

• Fringe benefits

• Sick pay, vacation pay or severance pay

• Welfare benefits

• Commissions or bonuses

• Retirement plan or pension contributions

• Child or adult care plans

• Other amounts promised to an employee in excess of the 
minimum wage

Coalition asks a judge to void the new law

Some state and local elected officials and the United  Food and 
Commercial Workers Local 99 have sued the state, seeking to block 
enforcement of the law. (Courthouse News Service, June 24, 2016.) 
The plaintiffs claim that H.B. 2579 interferes with charter cities’ 
rights to legislate local matters free from interference by the 
Legislature. Legal proceedings are ongoing.

California
San Diego paid sick leave and minimum 
wage ordinance effective July 11, 2016
The San Diego City Council announced that the increase in the 
minimum wage and paid sick leave requirements were effective 
July 11, 2016. The council also announced its consideration of an 
ordinance allowing the city to enforce the voter-approved ordinance 
and change some of the paid sick leave requirements.

As we reported in the July-August 2016 issue of Payroll Perspectives, 
San Diego’s paid sick leave and minimum wage ordinance passed 
in 2014 but was on hold until voters favorably decided its fate on 
June 7, 2016. The measure passed with more than 62% of the vote.

Notice requirements

Employers must post a minimum wage notice and a paid sick leave 
notice where information is accessible by employees. See also FAQs 
for more information on the San Diego paid sick leave and minimum 
wage ordinance.

Current paid sick leave requirements

Under the sick leave portion of the voter-approved ordinance, an 
employer must allow employees to accrue one hour of paid sick leave 
for every 30 hours worked, and employees can use the accrued 
sick leave after a 90-day waiting period. Employers may limit use of 
the leave to 40 hours in a 12-month period, but accrual cannot be 
capped and unused leave must be carried over. Upon an employee’s 
separation, employers do not have to pay unused leave but must 
maintain it for six months in case the employee returns.

An employee is defined as “any person who, in one or more 
calendar weeks of the year, performs at least two hours of work 
within the geographic boundaries of the City for an employer, and 
who qualifies for the payment of minimum wage under the State of 
California minimum wage law. Employees do not include independent 
contractors as defined by the California Labor Code, or people who 
have been issued a special license by the state to be employed at less 
than minimum wage, certain youth employees in publicly subsidized 
summer or short-term employment programs, and certain counselors 
at organized, outdoor camps.”

Leave can be used if an employee is physically or mentally unable to 
work because of illness, injury or a medical condition; for “safe time” 
(time away from work necessary to handle certain matters related to 
domestic violence, sexual assault or stalking when the employee or a 
specified family member is a victim); for medical appointments; and 
to care for or assist certain family members with an illness, injury or 
medical condition.

http://www.azleg.gov/legtext/52leg/2r/bills/hb2579p.htm
http://apps.azsos.gov/election/2006/info/PubPamphlet/Sun_Sounds/english/Prop202.htm
http://azgovernor.gov/governor/news/2016/01/watch-arizona-state-state-address
http://azgovernor.gov/governor/news/2016/01/watch-arizona-state-state-address
http://www.courthousenews.com/2016/06/24/lawmakers-sue-arizona-on-behalf-of-workers.htm
https://www.sandiego.gov/sites/default/files/trs_mwes_faqs_final_updated_7132016.pdf
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California state law allows an employer to limit an employee’s 
use of paid sick leave to 24 hours per year (with an accrual cap of 
48 hours). By contrast, a San Diego employee’s use of accrued sick 
leave is limited to 40 hours in a benefit year, and employers must 
allow employees to accrue sick leave hours with no cap.

Increase in minimum wage

The San Diego ordinance also increased the minimum wage to $10.50 
an hour effective July 11, 2016. Beginning January 1, 2017, the 
minimum wage will increase to $11.50, and beginning January 1, 2019, 
it will increase by an amount corresponding to the prior year’s increase 
in inflation. If the state minimum wage is at any time greater than the 
San Diego minimum wage, the state rate will apply.

As we reported in the April 2016 issue of Payroll Perspectives, the 
California state minimum wage, currently at $10 an hour, will increase to 
$10.50 effective January 1, 2017, and $11 effective January 1, 2018, 
for businesses with 26 or more employees, and then increase by $1 
each January 1 until it reaches $15 in 2022. (For  businesses with 25 
or fewer employees, the bill delays the increases by one year, raising 
the minimum wage from $10 to $10.50 effective January 1, 2018, 
and $11 effective January 1, 2019, and then by $1 each year until it 
reaches $15 in 2023.)

Mayor signs implementation ordinance

An implementing ordinance for the Earned Sick Leave and 
Minimum Wage Ordinance, approved in July 2016 by the City 
Council, was approved by the Mayor on August 3, 2016, and takes 
effect September 2, 2016. The implementing ordinance, among 
other things, designates an enforcement office and enforcement 
official; establishes a system to receive and adjudicate complaints 
and to order relief to cases of violations; amends the remedy for 
violations; amends the accrual requirements for paid sick leave; 
and clarifies language.

The implementing ordinance also:

• Allows employers to cap an employee’s total accrual of sick leave 
at 80 hours

• Allows employers to front-load no less than 40 hours of sick leave 
to an employee at the beginning of each benefit year

• Clarifies the enforcement process, including a civil penalty cap for 
employers with no previous violations

• Clarifies language on the award of sick leave to be more consistent 
with state law

• Requires that the city publish employer notices by September 1, 2016, 
with 2016 information; by December 30, 2016, with 2017 
information; and by October 1 of each year thereafter

• Requires every employer to provide each new hire written notice 
of the employer’s legal name and any fictitious business name, 
address and telephone number, and the employer’s requirements 
under the ordinance (this notice can be made electronically)

• Requires employers to keep written or electronic records of 
employees’ wages and use of paid sick leave for at least three years, 
and to provide these records to employees regularly, and allows city 
enforcement personnel access to the records upon request

• Imposes civil penalties and awards of back pay to employees whose 
employers violate the ordinance

For more information, go to the city website.

State news

http://www.sandiego.gov/sites/default/files/tr_sd_minwageordinance_o-20706_20160805.pdf
https://www.sandiego.gov/treasurer/minimum-wage-program
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Connecticut
Employers may now pay wages biweekly 
without approval
The recently enacted S.B. 220 allows employers to pay employee 
wages weekly or biweekly without approval by the Connecticut 
Department of Labor. Employers had been required to request 
permission to pay wages less often than weekly. (Public Act 16-169.)

Employers wishing instead to pay on a semimonthly or monthly basis 
must request permission from the Department by filing an electronic 
request here.

The Department’s website specifies that employers should give 
employees a 30-day notice of any change in wage payment frequency. 
The law still requires that each employee be paid wages in full at least 
once in every calendar month on a regularly established schedule.

Employers may pay wages by payroll debit card 
with employee’s consent

As we reported in the July-August 2016 issue of Payroll Perspectives, 
effective October 1, 2016, other recently enacted legislation 
(S.B. 211) gives employers the option to pay employee wages by 
payroll debit card, provided employees give their consent. Prior to the 
law change, debit cards were not allowed as a wage payment method. 
(Public Act 16-125, signed by the Governor on June 7, 2016.)

https://www.cga.ct.gov/2016/ACT/pa/pdf/2016PA-00169-R00SB-00220-PA.pdf
http://www.ctdol.state.ct.us/wgwkstnd/forms/paywaiver.htm
https://www.cga.ct.gov/asp/cgabillstatus/cgabillstatus.asp?selBillType=Bill&bill_num=SB00211&which_year=2016
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District of Columbia
Tax department elaborates on upcoming 
changes to withholding tax forms  
and filing requirements
The District of Columbia Office of Tax and Revenue (OTR) released 
additional information on its blog about changes to its withholding tax 
filing requirements and tax returns for the 2017 filing year.

No more monthly withholding returns

As we reported in the July-August 2016 issue of Payroll Perspectives, 
an important change is that all existing monthly filers will be 
converted to quarterly filers (existing quarterly and annual filers will 
remain the same).

Beginning in 2017, employers that currently file Form FR900M, 
Employer/Payor Withholding Tax Monthly Return, will not be required 
to file monthly withholding tax returns. Instead, they will be required 
to file Form FR900Q, Employer/Payor Withholding Tax Quarterly 
Return, due on or before the 20th day of the quarter following the 
quarter being reported. However, these employers still must make 
monthly withholding tax payments by the current due date of the 
20th of the following month.

Bulk filing of the FR-900Q will be an option via the new MyTax.DC.gov 
reporting system beginning with the first-quarter 2017 return, due on 
April 30, 2017.

Withholding booklets will only be available online

As of November 1, 2016, withholding booklets will no longer be 
mailed and will be made available only at MyTax.DC.gov.

The 2016 FR-900B, Employer/Payor Withholding Tax Annual 
Reconciliation and Report, due January 31, 2017, will be the last 
reconciliation form filed. 2017 Forms FR-900A, Employer/Payor 
Withholding Tax — Annual Return, and FR-900P, Payment Voucher for 
Withholding Tax, will be accessible online and due January 31, 2018.

Businesses using an SSN for withholding tax purposes 
must begin using FEINs instead

Businesses that use a Social Security Number (SSN) to access their 
withholding accounts on the current OTR reporting system, eTSC, 
must register with the IRS for a Federal Employer Identification 
Number (FEIN) and use their FEIN on the new MyTax.DC system 
beginning January 1, 2017. Affected businesses will receive a notice 
in early August asking them to obtain and report their FEIN so the 
account can be converted to the new system correctly.

To register with the IRS for an FEIN, go here.

New reporting for non-payroll payments

The new Form FR-900NP, Annual Return for Withholding Reported on 
Forms 1099 and/or W-2G, will be used to report backup or income tax 
withholding on non-payroll payments such as pensions, annuities and 
gambling winnings. In the event of an overpayment, a credit can be 
carried forward, or a refund can be requested. Refunds will be issued 
by paper check once approved.

New online tax reporting system coming soon

MyTax.DC will begin to replace eTSC in early November 2016. The 
new system will offer all the benefits of the existing system and many 
new functionalities.

The initial application will include individual, franchise and withholding 
taxes as well as registration for businesses. Other taxes and fees will 
remain in eTSC until they are converted to the new integrated tax 
system over the next 2½ years. MyTax.DC and eTSC will be cross-
linked for taxpayers needing to perform multiple transactions for 
converted and non-converted taxes.

State news

https://mytaxdc.wordpress.com/
https://mytaxdc.files.wordpress.com/2016/07/2017_fr-900q_06-08-16_0000.pdf
https://mytaxdc.files.wordpress.com/2016/07/2016-fr-900b-1-pg-draft-04062016-2.pdf
https://mytaxdc.files.wordpress.com/2016/07/2017_fr-900a_06-08-16_0000_portrait.pdf
https://mytaxdc.files.wordpress.com/2016/07/fr-900p_071316.pdf
https://www.irs.gov/businesses/small-businesses-self-employed/employer-id-numbers-eins
https://mytaxdc.files.wordpress.com/2016/07/2017_fr-900np_06-08-16_0000.pdf
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Idaho
Filing due dates are February 28 for 
Forms 1099 and January 31 for Forms W-2
According to a supervisor with the Idaho Tax Commission, the 
deadline for filing 2016 Forms 1099 remains February 28, 2017, 
confirming that the information is correct in the updated A Guide to 
Idaho Income Tax Withholding (rev. 6-22-2016). (Email response to 
inquiry, July 2016.)

According to the representative, 2016 Forms 1099 reporting income 
tax withholding may be filed with the 2016 Forms W-2 and 967, Idaho 
Annual Withholding Report, due by January 31, 2017, or with an 
amended Form 967 due by February 28, 2017.

The Tax Commission plans to submit proposed legislation to the 
Idaho State Legislature during the 2017 session (set to convene on 
January 9, 2017) that would change the Forms 1099 due date to 
January 31, consistent with the dates for Forms W-2 and 967.

Legislation changed the Form W-2 deadline 
to January 31 to match federal legislation

As we reported previously, beginning with calendar year 2016, 
employers must file Forms W-2 and 967 by January 31, 2017 
(rather than the last day of February). This applies to both paper 
and electronic filers. (H.B. 352, signed by the Governor on 
March 1, 2016.)

Although the new Idaho Form W-2 deadline aligns state law with the 
federal legislation enacted last year under the Protecting Americans 
from Tax Hikes (PATH) Act of 2015 (Public Law 114-113), it does not 
conform to the accelerated due date for Forms 1099-MISC issued for 
self-employment income.

Louisiana
Bill enacted to change the Form W-2 
deadline to January 31; quarterly deposits 
required by some
The recently enacted H.B. 737/Act 662 changes the deadline for 
submitting Forms W-2 and L-3, Annual Reconciliation of Louisiana 
Withholding Tax, to the Louisiana Department of Revenue to 
January 31, effective for calendar year 2016 returns due in 2017.

Also effective January 1, 2016, employers filing 50 or more 
Forms W-2 with the Department must file electronically either 
through the LaWage application or on CD/DVD.

For more information on filing Forms W-2, see the Department’s 
website.

Motion picture production companies required  
to remit withholding tax quarterly

Under Louisiana income tax law, any motion picture production 
company, motion picture payroll services company, or other entity 
making payments to an individual, or to an agent or agency, loan-out 
company, personal service company, employee leasing company, or 
other entity, must withhold state income taxes from payments made 
to employees at the highest individual rate of 6%, or the highest 
individual rate in effect at the time.

H.B. 737 retains the requirement to withhold at the highest income 
tax rate and provides that these payments must be remitted to the 
Department quarterly.

http://tax.idaho.gov/pubs/EPB00006_06-22-2016.pdf
http://tax.idaho.gov/pubs/EPB00006_06-22-2016.pdf
https://www.legislature.idaho.gov/legislation/2016/H0352.htm
https://www.congress.gov/bill/114th-congress/house-bill/2029
http://www.legis.la.gov/legis/BillInfo.aspx?s=16RS&b=HB737&sbi=y
http://revenue.louisiana.gov/


23Payroll Perspectives  September 2016  |

State news

Missouri
Form W-2 deadline accelerated to 
January 31, effective for tax year 2017
Effective January 1, 2018, recently enacted H.B. 1582 changes 
the due date for employers to file Forms W-2 with the Missouri 
Department of Revenue to January 31. As a result, state copies 
of calendar year 2017 Forms W-2 will be due January 31, 2018. 
Employers with at least 250 employees will be required to file Forms 
W-2 electronically.

The deadline for filing state copies of Forms W-2 for calendar year 
2016 remains February 28, 2017, while the federal Form W-2 
deadline is January 31, 2017.

Currently, employers filing 250 or more Forms W-2 with the Department 
must file on CD or flash drive (electronic filing is not an option).

According to a Department representative, effective January 1, 2018, 
employers with 250 or more employees must file over an electronic 
system that the Department is developing. Filing on CD or flash 
drive will no longer be allowed. The Social Security Administration’s 
EFW2 format (including the RE and RS records) must be used. 
(Email response to inquiry, withholding tax section representative, 
July 22, 2016.)

If the IRS grants an employer a waiver from the federal requirement 
to file electronically, the Department will automatically waive the 
state requirement.

Annual filing threshold increased

Currently, an employer can file withholding tax returns annually 
rather than quarterly when the aggregate amount withheld is 
less than $20 in each of the four preceding quarters. Effective 
August 28, 2016, H.B. 1582 changes the threshold for annual 
reporting to less than $100 in each of the four preceding quarters 
if the employer is not otherwise required to file a withholding return 
quarterly or monthly.

For more information on Missouri income tax withholding, go to the 
Department’s website.

Missouri Supreme Court ruling reinstates 
maximum UI benefit weeks to 20 weeks; 
other vetoed provisions upheld
On July 26, 2016, six months after arguments were heard in the case 
(see the February 2016 issue of Payroll Perspectives), the Missouri 
Supreme Court issued an opinion that overturns the Senate’s actions 
on H.B. 150 during the legislature’s 2015 annual veto session.

As a result of the court’s decision, Governor Jay Nixon’s veto 
is sustained, and the duration of unemployment insurance (UI) 
benefits will revert to a maximum of 20 weeks, up from 13 weeks 
under H.B. 150.

As we reported in the November 2015 issue of Payroll Perspectives, 
during the 2015 legislative veto session, the Missouri Senate 
overrode the Governor’s veto of H.B. 150.

Among other changes, H.B. 150 also made severance and 
termination pay reportable and deductible from UI benefits.

History

During its 2015 regular session, the legislature passed House Bill 
No. 150, making changes to the state’s Employment Security Law 
that reduced UI benefits duration, made severance pay deductible 
from UI benefits and affected UI tax rate schedule assignment.

Governor Nixon vetoed the bill on May 5, 2015. The House of 
Representatives overrode the veto on May 12, 2015, but the Senate 
adjourned for the regular session without voting on the override. 
During the fall 2015 veto session, the Senate reconsidered H.B. 150 
and overrode the veto.

The AFL-CIO filed a lawsuit to seek a permanent injunction against 
H.B. 150 on the basis that the Senate did not have the constitutional 
authority to reconsider the veto because it occurred more than five 
days before the end of the regular legislative session and the Senate 
failed to act before the ending date.

On November 13, 2015, Cole County Circuit Judge Jon Beetem 
upheld the Senate’s override of the veto, finding that the Senate did 
not violate the Missouri Constitution when it reconsidered H.B. 150 
during the fall veto session. The AFL-CIO appealed the Circuit Court 
decision to the Missouri Supreme Court, and arguments were heard 
on January 13, 2016. The Supreme Court disagreed with the circuit 
court, holding that the Senate lacked authority to vote to override 
the veto during the veto session because only bills returned by the 
Governor on or after the fifth day before the end of the regular 
legislative session can be taken up during a September veto session. 
As a result, the circuit court’s judgment is reversed.

http://www.house.mo.gov/billsummary.aspx?bill=HB1582&year=2016&code=R
http://dor.mo.gov/business/withhold/
https://www.courts.mo.gov/file.jsp?id=104054
http://www.courts.mo.gov/SUP/index.nsf/fe8feff4659e0b7b8625699f0079eddf/51022a000817c10d86257f06007ca6e1?OpenDocument
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Missouri Governor issues statement

Governor Nixon issued a statement on the Supreme Court’s decision:

“I am pleased with the Supreme Court ruling. The judges’ ruling 
clarifies the law limiting when the legislature may vote to override a 
Governor’s veto and is good news for thousands of Missourians who 
were wrongfully denied the unemployment benefits they had earned.”

The Governor said the Missouri labor department will work to give 
people the unemployment benefits they have earned.

According to the Governor’s release, Missouri’s average weekly UI 
benefit of $243.63 ranks 43rd out of all 50 states. Missouri’s restored 
cap of 20 weeks places it among eight states that pay less than the 
national norm of 26 weeks, while only about one-third of Missourians 
who apply for UI benefits actually receive them.

Missouri labor department to contact 
affected claimants

According to the Missouri Department of Labor & Industrial 
Relations website, claimants who filed an unemployment claim 
between January 2016 (October 16, 2015, for those affected by 
the deduction of severance pay) and July 26, 2016, will be mailed 
information explaining how they may claim any additional benefits 
for which they may be eligible.

Ernst & Young LLP insights

A provision of H.B. 150 that allowed successor employers 
under limited circumstances to protest the transfer of experience 
from the predecessor during a 60-day window that ended 
December 14, 2015, was presumably also reversed.

A senior tax section representative from the Missouri 
Department of Labor & Industrial Relations tells us that only 
one employer took advantage of this now-defunct provision. 
(Email response to inquiry, August 1, 2016.)

Nevada
2017 SUI taxable wage base to increase
The Employment Security Division of the Nevada Department of 
Employment, Training and Rehabilitation announced that the state 
unemployment insurance (SUI) taxable wage base will increase to 
$29,500 for calendar year 2017, up from $28,200 for 2016.

The taxable wage base is calculated each year at 66 2/3% of the 
average annual wage paid to Nevada workers.

Mailing of 2017 rate notices

SUI tax rate notices are issued in December each year for the 
following calendar year. Employers also pay a quarterly bond 
assessment to cover the principal, interest and administrative 
payments on bonds issued in 2013 to repay the state’s federal 
UI loan. The bond assessment rates are typically announced 
each January.

See the Department’s website for further information on the 2016 
SUI and bond assessment rates. See also the February 2016 issue 
of Payroll Perspectives.

https://governor.mo.gov/news/archive/gov-nixon-statement-missouri-supreme-court-decision-upholding-his-veto-legislation-cut
http://labor.mo.gov/DES/notices
http://ui.nv.gov/ESSHTML/whats_new.htm#Taxable_Wage_Base
https://uitax.nvdetr.org/crphtml/whats_new.htm
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New Hampshire
SUI tax rate reduction unchanged 
for third quarter 2016
The New Hampshire Department of Employment Security announced 
that the “fund balance reduction” continues to be 1.0% for the third 
quarter of 2016. Negative-balanced employers will continue to see 
a 0.5% inverse rate surcharge added to their SUI tax rates for third 
quarter 2016. (New Hampshire Department of Employment Security 
website, April 2016.)

The fund balance reduction lowers the tax rate at most to the 
minimum of 0.1%; therefore, employers originally assigned close to or 
at the minimum tax rate will not see the full 1.0% reduction.

New employer rate

The new employer rate continues to be 1.7% for the third quarter 
of 2016, including the additional 0.2% administrative contribution 
surcharge.

Taxable wage base

The taxable wage base continues at $14,000 for calendar years 2016 
and 2017. (New Hampshire Department of Employment Security 
website; RSA §282-A69.)

New tax rate calculations to be issued  
in mid-August 2016

New Hampshire is one of four states (along with New Jersey, 
Tennessee and Vermont) that assign SUI tax rates on a fiscal 
year rather than a calendar year basis. As a result, new tax rate 
calculations take effect as of July 1, 2016, and are effective through 
June 30, 2017, though rates may fluctuate each quarter depending 
on the size of the UI trust fund for the previous quarter. According 
to a Department representative, tax rate notices for fiscal year 2017 
were scheduled to be issued to employers in mid-August 2016, 
though unofficial information was available online as early as July 1 
for employers registered for the Department’s Webtax electronic 
reporting system. (Telephone conversation, tax section, New 
Hampshire Department of Employment Security, June 28, 2016.)

State law provides for reductions when the UI trust 
fund is strong

A 0.5% reduction in the assigned SUI tax rate is allowed if the state UI 
trust fund equals or exceeds $250 million throughout the preceding 
quarter; a 1.0% reduction is allowed if the trust fund equals or 
exceeds $275 million; and a 1.5% reduction is allowed if the trust 
fund equals or exceeds $300 million.

Fund balance reductions started again  
in fourth quarter 2014

A fund balance reduction of 0.5% took effect for fourth quarter 2014, 
increased to 1.0% for first quarter 2015, decreased to 0.5% for the 
second and third quarters of 2015, and increased to 1.0% for fourth 
quarter 2015 through third quarter 2016. Prior to fourth quarter 
2014, a fund balance reduction had not been in effect since fourth 
quarter 2008.

Inverse rate surcharge

An inverse rate surcharge has been added to negative-balanced 
employers’ tax rates since first quarter 2010, starting at 1.5%; 
decreasing to 1.0% for fourth quarter 2014 and to 0.5% for first 
quarter 2015; increasing back to 1.0% for the second and third 
quarters of 2015; and decreasing to 0.5% for fourth quarter 2015 
through third quarter 2016.

Emergency surcharge

State UI law gives the Commissioner of Employment Security the 
discretion to add or remove a surcharge based on the balance of the 
trust fund.

Because of the economic downturn, a 0.5% emergency surcharge 
was added to all employers’ tax rates in 2009 to help increase the UI 
trust fund balance. A second 0.5% surcharge was added in 2010 as 
the effects of the economic downturn continued to impact the state. 
New Hampshire borrowed briefly from the federal government in 
March 2010 when the trust fund was temporarily insolvent, but it 
repaid the loan before the end of that year. The first 0.5% surcharge 
was removed beginning October 1, 2012, and the second surcharge 
was removed as of fourth quarter 2013.

For more information on SUI taxes in New Hampshire, see the 
Department’s website.

http://www.nhes.nh.gov/services/employers/tax-rate-chart.htm
http://www.nhes.nh.gov/services/employers/tax-rate-chart.htm
http://www.nhes.nh.gov/services/employers/claimtax.htm


26 |  Payroll Perspectives  September 2016

State news

New Jersey
Governor considers ending income tax 
reciprocity with Pennsylvania
On June 20, 2016, New Jersey Governor Chris Christie issued 
Executive Order 209, which includes a provision instructing the 
state’s Treasurer and Attorney General to determine the specific 
steps necessary to withdraw from the Reciprocal Personal Income 
Tax Agreement between the state and Pennsylvania and to 
prepare an estimate of the effects of such a move on New Jersey’s 
tax revenue.

Currently, Pennsylvania residents working in New Jersey may claim 
exemption from New Jersey nonresident income tax withholding by 
giving their employers Form NJ-65, Employee’s Certificate of Non-
Residence in New Jersey.

When the reciprocal agreement was first enacted 39 years ago, 
New Jersey and Pennsylvania had substantially the same personal 
income tax rates — 2.5% and 2.0%, respectively. Today, the gap 
is far more substantial: New Jersey has a top tax rate of 8.97%, 
compared with 3.07% for Pennsylvania. Some estimate that 
the loss in New Jersey nonresident income tax revenues from 
Pennsylvania residents working in the state is as high as $180 million. 
(NJSpotlight, July 18, 2016.)

Under the New Jersey Constitution, the Governor can withdraw from 
the reciprocal agreement by issuing an executive order; it does not 
require the Legislature’s approval.

In the meantime, Pennsylvanians working in New Jersey are 
concerned about termination of the agreement and are circulating a 
petition to discourage Governor Christie from taking this step.

Pennsylvania State Representative Steve Santarsiero, an advocate 
of the petition, stated, “Pennsylvanians working across the Delaware 
River who make $35,000 or more per year would be subject 
to New Jersey’s higher tiered rates, and if your taxable income 
from working in the Garden State is $40,000 or more, you would 
pay more than 5.5% in income tax, a 55% hike. For those making 
considerably more, your tax liability could spike to nearly 200% — 
and all of that money would go to New Jersey instead of benefitting 
our community here at home.”

Ohio
Law authorizes repayment of federal UI 
loan by September 30, 2016; FUTA credit 
reduction to be avoided
As we reported in the June 2016 issue of Payroll Perspectives, the 
recently enacted H.B. 390 (Chapter 131) directs the Ohio Department 
of Job and Family Services (ODJFS) to repay the state’s outstanding 
federal unemployment insurance (UI) loan by September 30, 2016, 
through a loan from the state Department of Commerce’s unclaimed 
funds reserve.

According to a senior ODJFS tax representative, while the deadline 
for loan repayment is September 30, 2016, the precise payoff date 
is not yet known. Repayment of the loan before November 10, 2016, 
will return the state’s employers to the normal FUTA rate, which is 
0.6% for most. The repayment date is one year earlier than projected 
by state officials.

Employers will be required to pay an additional state surcharge, 
percentage to be determined, beginning January 1, 2017, to repay 
the state loan amount. The legislation requires this one-time loan to 
be repaid to the Department of Commerce by February 28, 2018.

The bill further calls for the legislature to adopt long-term reforms to 
the state UI system to shore up the unemployment trust fund balance 
and avoid future long-term borrowing.

Repayment of federal UI loan would return  
FUTA rate to minimum

According to the U.S. Department of Labor website, as of 
August 10, 2016, Ohio has an outstanding federal UI loan 
balance of $274,068,877. Ohio’s trust fund became insolvent on 
January 12, 2009, and the state started borrowing from the federal 
government to continue to pay UI benefits. Ohio has borrowed 
$3.39 billion over the life of the loan. ODJFS officials projected that 
the federal UI loan would have been repaid through normal state UI 
tax collections by 2017.

As a result of the outstanding federal loan, Ohio employers saw 
FUTA credit reductions for calendar years 2011–15. The FUTA credit 
reduction was 1.5% for calendar year 2015, resulting in a net FUTA 
rate of 2.1%. If the federal loan is not repaid by November 10, 2016, 
the FUTA rate for calendar year 2016 will increase to at least 2.4%. 
Repayment of the loan by November 10, 2016, would reduce the 
FUTA rate for calendar year 2016 to 0.6%.

http://nj.gov/infobank/circular/eocc209.pdf
http://www.state.nj.us/treasury/taxation/njit25.shtml
http://www.state.nj.us/treasury/taxation/njit25.shtml
http://www.state.nj.us/treasury/taxation/pdf/current/nj165.pdf
http://www.njspotlight.com/stories/16/07/17/christie-threatens-to-end-reciprocal-income-tax-agreement-with-pennsylvania/
https://www.legislature.ohio.gov/legislation/legislation-status?id=GA131-HB-390
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Ohio employers were spared even higher FUTA costs for 2014 and 
2015 that would have occurred through the addition of the Benefit 
Cost Rate (BCR) factor. The BCR could have been triggered because 
the state was in its fifth and sixth years of carrying a federal loan 
balance. Ohio requested and received a BCR waiver for 2014 and 
2015. The U.S. Department of Labor estimates that the BCR would 
be an additional 0.3% for calendar year 2016 (if the state does not 
receive a waiver again).

The ODJFS estimates that calendar year FUTA taxes will be reduced 
by $500 million if the federal loan is repaid this year. Some of this 
savings would be reduced by the employer surcharge to repay the 
state loan.

Employers would see additional surcharge  
beginning in 2017

The legislation provides that employers must repay the state loan 
through an additional surcharge, percentage to be determined, 
presumably paid quarterly with normal state UI taxes.

The state has been paying the federal interest charges on the 
current UI loan from the state’s general fund. If the debt is paid off 
by November 2016, the state could save approximately $30 million 
in interest.

If future borrowing is necessary and results in a FUTA credit 
reduction, the bill calls for the ODJFS to increase the employer state 
UI contribution rates by up to 0.5% to repay the loan. Additionally, the 
ODJFS would be required to assess a surcharge on employers to cover 
any federal interest.

Bill calls for long-term UI reform

The bill further calls for the legislature to adopt long-term reforms 
to the state UI system to shore up the unemployment trust fund 
balance and avoid future long-term borrowing. H.B. 394, introduced 
in November 2015, is expected to be reworked and considered for 
this purpose.

Ernst & Young LLP insights

Currently, California, Ohio and the Virgin Islands have 
outstanding federal UI loan balances.

Tax department asks employers to show 
four-digit school district ID and name 
on Forms W-2
Starting with calendar year 2016 Forms W-2 (due in 2017), the Ohio 
Department of Taxation is asking employers to show the four-digit 
school district number and the school district name in box 20 when 
reporting school district withholding. According to the Department, 
this will help employees clearly distinguish between city and school 
district withholding amounts.

Many Ohio localities have both a city income tax and a school district 
income tax. The Department has discovered that thousands of Forms 
W-2 each year list a city name twice with two different withholding 
amounts — one for city income tax and one for school district income 
tax. This has caused some individuals to mistakenly claim the wrong 
withholding amount or add both withholding amounts together when 
filing their city or school district income tax returns.

For help locating the correct school district number and name, 
employers can access a website called The Finder, which provides 
numbers for all school districts in Ohio.

The Department plans to post example W-2 forms on its website. You 
can also find more information on Ohio withholding taxes there.

Ernst & Young LLP insights

As we reported in the October 2015 issue of Payroll 
Perspectives, the Department proposed that all employers file 
Forms W-2 and 1099-R electronically, as is required for all other 
withholding tax and school district withholding tax returns and 
payments. (Proposed change to Ohio Administrative Code rule 
5703-7-19.)

Under current requirements, only employers with 250 or more 
Forms W-2 and issuers of 250 or more Forms 1099-R for the 
year are required to submit these forms to the Department. 
The W-2/1099 data must be submitted on CD-ROM, as the 
Department is not equipped to receive returns electronically.

We have requested an update on the status of this rule change, 
and we also asked whether the Department plans to change the 
deadline for employers to file Forms W-2 with the state from 
February 28 to January 31 to match the federal dates. We’ll 
keep you posted.

https://www.legislature.ohio.gov/legislation/legislation-summary?id=GA131-HB-394
http://www.tax.ohio.gov/Portals/0/employer_withholding/General Guidelines/W2PostcardtoVendors.pdf
http://www.tax.ohio.gov/online_services/thefinder.aspx
http://www.tax.ohio.gov/employer_withholding.aspx
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State news

Oregon
Department of Revenue confirms 
Forms W-2 filing deadline of January 31
In the June 2016 issue of Payroll Tax News, the Oregon Department 
of Revenue confirmed that the due date for calendar year 2016 
Forms W-2 is January 31, 2017. The change aligns Oregon’s law with 
the federal Form W-2 deadline, as provided for under H.R. 2029, the 
Protecting Americans from Tax Hikes Act of 2015. Previously, the 
deadline to file Oregon Forms W-2 was March 31.

The calendar year 2016 Form WR, Oregon Annual Withholding 
Tax Reconciliation Report, and Forms 1099 showing income tax 
withholding or non-employee compensation in box 7 are also due 
on the earlier date of January 31, 2017. (Email response to inquiry, 
July 28, 2016.)

All Forms W-2 must be filed electronically

All employers and payroll service providers must file Form W-2 
information electronically in a manner consistent with the 
specifications outlined by the Social Security Administration 
in Publication EFW2. Failure to file the calendar year 2016 
Forms W-2 electronically by January 31, 2017, may result in 
penalties of up to $25,000.

For more information, see the Department’s website. (OAR 
150-316.202(3); Oregon Department of Revenue website.)

Revenue Online reporting system to start accepting 
payroll tax payments

The Department indicates that its Revenue Online system is 
scheduled to begin accepting withholding and payroll (unemployment) 
tax by November 15, 2016. Revenue Online is connected to the 
Department’s new computer system, which is rolling out in stages 
and will support greater online functionality across multiple programs. 
Until that time, employers should continue to use Form OTC, Oregon 
Combined Payroll Tax Payment Coupon, or electronic funds transfer 
(EFT) to remit payroll taxes. Oregon law states that if a business 
must use EFTPS for federal purposes, then EFT must be used for 
Oregon purposes.

For more information, see the Department’s website.

South Carolina
DOR releases updated income tax 
withholding tables for calendar year 2017
As promised (see the June 2016 issue of Payroll Perspectives), 
the South Carolina Department of Revenue (DOR) has released 
updated employer income tax withholding tables effective for 
calendar year 2017.

The annual computer formula can be found here, and the wage 
bracket withholding tables are here.

Like the Internal Revenue Service, the DOR now plans to issue 
updates every year.

Forms W-2 for calendar year 2016 due 
by January 31, 2017

As we reported in the May 2016 issue of Payroll Perspectives, 
South Carolina employers must now submit Forms W-2 and 
Form WH-1606, South Carolina Withholding Fourth Quarter and 
Annual Reconciliation Return, to the DOR by January 31, rather 
than the previous due date of the last day of February. (H.B. 4328, 
signed by the Governor on April 21, 2016.)

The change was effective upon enactment, making calendar year 
2016 Forms W-2 and WH-1606 due January 31, 2017.

Employers submitting 250 or more Forms W-2 must file electronically 
over the MyDORWAY system.

Business Tax Telefile option has ended

As we previously reported, the option to file zero-withholding tax 
returns by telephone over the Business Tax Telefile system ended 
August 1, 2016.

Businesses that formerly used Telefile must begin filing withholding 
tax returns on paper using Form WH-1605, South Carolina 
Withholding Quarterly Tax Return, for the first, second and third 
quarters of the year and Form WH-1606 for the fourth quarter, or 
electronically over MyDORWAY.

For more information about withholding tax, see the 
Department’s website, call +1 803 898 5000 or send an email to 
withholdtax@dor.sc.gov.

http://www.oregon.gov/DOR/programs/businesses/pages/iwire.aspx
http://www.oregon.gov/DOR/programs/businesses/Pages/payroll-withholding.aspx
https://dor.sc.gov/forms-site/Forms/WH1603F_2017.pdf?utm_source=2017+Withholding+Tables+Available&utm_campaign=Special+Announcement+Withholding+Tables&utm_medium=email
https://dor.sc.gov/forms-site/Forms/WH1603_2017.pdf?utm_source=2017+Withholding+Tables+Available&utm_campaign=Special+Announcement+Withholding+Tables&utm_medium=email
https://dor.sc.gov/forms-site/Forms/WH1606.pdf
http://www.scstatehouse.gov/billsearch.php?billnumbers=4328
https://dor.sc.gov/mydorway
https://dor.sc.gov/forms-site/Forms/WH1605.pdf
https://dor.sc.gov/forms-site/Forms/WH1606.pdf
https://dor.sc.gov/tax/withholding
mailto:withholdtax%40dor.sc.gov?subject=
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State news

Vermont
Withholding taxpayers reminded  
of change in their state account numbers
Vermont employers are reminded to use their new state withholding 
account numbers, provided in a letter from the Vermont Department 
of Taxes. Beginning in October 2016, the Department will no longer 
accept the previous account number. (Email response to inquiry, 
withholding tax department representative, August 9, 2016.)

The Department started issuing computer-generated account 
numbers for withholding tax accounts when it changed to a new 
computer system in November 2015. Previously, the withholding 
account number incorporated the business’s Federal Employer 
Identification Number (FEIN). The new account number format is 
WHT-xxxxxxxx.

Failure to use the new withholding account number may lead the 
Department to reject withholding tax returns and payments and 
assess penalties and interest.

If you need more information or have not received your new account 
number, call the Department at +1 802 828 2551 (option 3) or send 
an email to tax.business@vermont.gov.

For more information on Vermont withholding taxes, go to the 
Department’s website.

Washington
SUI taxable wage base and maximum 
weekly benefit amount to increase
The Washington Employment Security Department announced that 
because of a 2.6% increase in the average annual wage for 2015, 
the state unemployment insurance (SUI) taxable wage base will 
increase to $45,000 for calendar year 2017, up from $44,000 for 
2016. (News release, Washington Employment Security Department, 
July 1, 2016.)

The Department also announced that effective with new claims filed 
on or after July 3, 2016, the minimum weekly unemployment benefit 
amount, calculated at 15% of the average weekly wage for 2015, will 
increase by $4 to $162, and the maximum weekly unemployment 
benefit amount, calculated at 63% of the 2015 average weekly wage, 
will increase by $17 to $681.

Ernst & Young LLP insights

Washington’s SUI wage base and unemployment benefits are 
indexed to the state’s average annual wage.

Washington’s average annual wage increased by 2.6% to 
$56,273 for 2015. The average weekly wage for 2015 rose to 
$1,082, up from $1,054 in 2014. Total earnings grew by nearly 
$9.5 billion in 2015, a 5.9% increase.

These figures include only those wages that are covered by 
unemployment insurance. Overall, the average number of 
workers in Washington covered by unemployment insurance 
grew by 94,629 in 2015.

mailto:tax.business%40vermont.gov?subject=
http://tax.vermont.gov/
https://esd.wa.gov/newsroom/washingtons-average-wage-tops-56000-in-2015
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Payroll tax calendar

Federal employment tax due dates  
for September–October 2016

Due date Deposit or filing requirement
September 2 Semiweekly deposit due date for liabilities incurred August 27–30.

September 8 Semiweekly deposit due date for liabilities incurred August 31–September 2.

September 9 Semiweekly deposit due date for liabilities incurred September 3–6.

September 12 Form 4070 is due from employees who received $20 or more in tips in August.

September 14 Semiweekly deposit due date for liabilities incurred September 7–9.

September 15 If the monthly deposit rule applies, deposit the tax for payments made 
in August.

September 16 Semiweekly deposit due date for liabilities incurred September 10–13.

September 21 Semiweekly deposit due date for liabilities incurred September 14–16.

September 23 Semiweekly deposit due date for liabilities incurred September 17–20.

September 28 Semiweekly deposit due date for liabilities incurred September 21–23.

September 30 Semiweekly deposit due date for liabilities incurred September 24–27.

October 5 Semiweekly deposit due date for liabilities incurred September 28–30.

October 7 Semiweekly deposit due date for liabilities incurred October 1–4.

October 11 Form 4070 is due from employees who received $20 or more in tips 
in September.

October 13 Semiweekly deposit due date for liabilities incurred October 5–7.

October 14 Semiweekly deposit due date for liabilities incurred October 8–11.

October 17 If the monthly deposit rule applies, deposit the tax for payments made 
in September.

October 19 Semiweekly deposit due date for liabilities incurred October 12–14.

October 21 Semiweekly deposit due date for liabilities incurred October 15–18.

October 26 Semiweekly deposit due date for liabilities incurred October 19–21.

October 28 Semiweekly deposit due date for liabilities incurred October 22–25.

October 31 File Form 941 for third quarter 2016; however, if all taxes are timely paid and 
in full, file by November 10. Deposit federal unemployment insurance tax if 
liability through September is more than $500.

November 2 Semiweekly deposit due date for liabilities incurred October 26–28.

November 4 Semiweekly deposit due date for liabilities incurred October 29–November 1.
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