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ISSUE(S): Whether compulsory contributions made under retirement plans maintained
by the Entity and used to purchase retirement annuity contracts described in section
403(b) are wages subject to Federal Insurance Contributions Act (FICA) taxes.

CONCLUSION: The contributions are wages subject to FICA taxes.
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FACTS: The Entity is an organization exempt under section 501(a) as an organization
described in section 501(c)(3).  The Entity is affiliated with another organization,
University, which is also a section 501(c)(3) organization.  

The University has adopted three plans providing retirement benefits to its employees.
The plans are not qualified plans described in section 401(a).  The plans are intended
to provide for benefits funded under retirement annuity contracts described under
section 403(b).  The Entity has also adopted the three plans for its employees.

Plan A covers employees who meet the definition of highly compensated employees as
provided in section 414(q).  In this plan, employees generally are required to participate
beginning on the first day of their appointments, although some employees in certain
job categories must fulfill service requirements.  If there is a minimum service
requirement applicable to the employee, the employee must participate in Plan A
immediately after completing the service requirement.  Eligible employees include
academic appointees appointed to full-time service and persons appointed to full-time
service as librarians or officers of the University.  Other employees become eligible
employees after completing two years of service in certain positions.  In addition,
eligible employees include nonacademic employees who are compensated at or above
an annual salary level as specified from time to time by the University, and persons
appointed to full-time service to such other positions meeting such service conditions as
may from time to time be designated by specific action of the Board of Trustees of the
University.

Plan A provides for plan contributions by the Entity and by the participant.  The plan
states that participant contributions will be made at a rate equal to x percent of regular
salary (regular salary is parenthetically explained as benefit base salary including
clinical term allowances and administrative supplements).  “Regular salary” is defined in
the definition section of the plan as the salary stated in the academic year contract for
faculty.  For all other employees, “Regular Salary” means salary exclusive of benefits or
overtime.  Plan A provides the Entity will make plan contributions equal to y percent of
regular salary.  Effective in a future year, Plan A provides for the cessation of Entity
Contributions if the ratio of the value of the employee’s current retirement annuity
(expressed on an annual basis) over the employee’s current salary equals or exceeds a
targeted income replacement ratio.  Also, at the point that Entity contributions cease
under this provision, the participant may, but shall not be required to, continue his or her
plan contributions.  The Plan provides for an annual testing of these ratios after the
Entity discontinues its contributions under this provision, with the result that the Entity
contributions may again commence if the required ratio is not satisfied.  If the Entity
Contributions again recommence, then the contributions shall again commence for the
participant to the extent the contributions had been discontinued.   
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Plan A provides that the plan contributions will be subject to the limitations of Internal
Revenue Code section 415, 401(a)(17), 402(g), and 403(b), if applicable.  The plan
states that participant plan contributions will be made on a tax-deferred basis in
accordance with section 403(b).  Plan A provides for three types of funding vehicles. 
Funding vehicles are made available to Participants under this plan subject to the
University’s approval.  A Group Retirement Annuity has also been established to hold
contributions for those participants who have failed to establish individual retirement
annuities or custodial accounts. 

In order to establish an individual retirement annuity or custodial account, it is
necessary for the employee to complete a document, which was titled “[Plan A] Salary
Reduction Agreement” by the taxpayer.  This document provides that the employee
applies for participation under the terms of the plan.  The document states that under
the terms of the plan, the employee’s basic salary is reduced on a pretax basis by x
percent and contributed under the plan.  On the document, the employee directs what
percentage of his  or her contributions will go to a particular vendor.  The document
provides that the employee releases any and all rights, present and future, to receive
payment from the taxpayer of the sums resulting from the employee’s contributions in
any form except the right of the employee’s estate to receipt of sums unpaid after
death, or the right of the employee, upon termination of employment by reason other
than death, personally to receive all or any part of the amount specified for which
services with the employer has been rendered, but which has not been transmitted to
the chosen vendor.  The document is dated and signed by the employee and by an
authorized representative of the taxpayer.   

Under Plan A, a participant is fully and immediately vested in all plan contributions
when such plan contributions are made.  The participant is entitled to receive retirement
benefits under various options set forth in the relevant funding vehicles.

Plan B covers employees who do not meet the definition of highly compensated
employees as provided in section 414(q).  Participants under Plan B accrue benefits in
a Defined Benefit Program and a Defined Contribution Program.  Eligible employees
include non-academic employees of the University who have either been employed as
a benefits-eligible employee for one year, who have completed one year of service as a
benefits-eligible employee, or who are benefits-eligible employees who have attained
age 25.  Eligible employees also include the employees of the Entity.  Employees
covered by a collective bargaining agreement which does not provide for coverage
under this Plan are not eligible to participate in Plan B.  Also, nonacademic employees
who participate in any other basic retirement plan maintained by the University or the
Entity are not eligible to continue to participate actively in the Defined Contribution
Program nor will they accrue additional Years of Participation in the Defined Benefits
Program upon commencing participation in such other plan.
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In order to become a participant in Plan B, an eligible employee must meet certain
requirements.  An eligible employee may begin voluntary participation in Plan B upon
the Entry Date nearest the date on which the employee meets the eligibility
requirements provided that he or she must be enrolled in the plan before he or she
becomes a participant.  A decision to participate in the Plan voluntarily under this
paragraph, once made, is irrevocable.

An eligible employee is required to become a participant in Plan B upon the entry date
nearest the date on which he or she has both (a) attained age 25 (or such later age as
set forth in prior plan documents for certain earlier periods), and (2) been employed as
a Benefits Eligible Employee for two consecutive years or has completed two Years of
Service as a Benefits Eligible Employee.

An eligible employee must complete a funding vehicle application form and a salary
reduction authorization form and submit them to the Benefits Office to enroll voluntarily
in  Plan B.  An eligible employee who is required to become a participant in Plan B will
be automatically enrolled upon meeting the age and service requirements for required
participation; and until he or she completes and submits funding vehicle application and
salary reduction authorization forms, the default funding vehicle for contributions under
the Defined Contribution Program shall be a group annuity contract that is 100 percent
invested in a money market fund.

In order to provide for funding of an individual annuity contract or custodial account, the
employee must complete a document which is titled “Plan B Salary Reduction
Agreement.”  The document provides that the employee is eligible for participation in
Plan B and is filing the necessary application for participation.  The document states
that under the defined contribution portion of the plan, the employee’s basic salary is
reduced by z percent and together with a corresponding payment of n percent of the
employee’s salary by the employer is contributed to the vendors.  The employee directs
what percentages of his or her reduction in salary are to be placed with particular
vendors.  The document states that “[t]he employee and the [Entity] agree that the
employee will participate in and have the benefits of the plan according to its terms and
will contribute the indicated amounts as reductions in salary.“  The document also
states that the employee releases any and all rights, present and future, to receive
payment from the Entity of the sums resulting from the employee’s contributions in any
form except the right of the employee’s estate to receipt of sums unpaid upon death or
the right of the employee upon termination of employment by reason other than death,
personally to receive all or any part of the amount specified for such services with the
employer has been rendered, but which has not been transmitted to the vendors.

The participant in Plan B accrues benefits under both the Defined Benefit Program and
the Defined Contribution Program.  The level of benefits under the Defined Contribution
Program is based on the value of benefits accrued in funding vehicles attributable to
participant and Entity contributions.  The plan provides that participant contributions
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shall be made during the period of participation in Plan B.  Plan B states that participant
contributions shall be made at the rate of z percent of Compensation.  Participant
contributions shall not be made for more than 35 years of participation after a date prior
to the years at issue here.  

Plan B provides that for purposes of determining a Participant’s benefit under the plan,
“compensation” means total gross wages paid (excluding amounts paid on account of
severance, such as, but not limited to, final accrued vacation and sick pay) by the
University to the participant during the calendar year ending with or within the plan year. 
Commencing after date d, compensation shall not exceed the limit provided under
section 401(a)(17).  It is also provided under the plan definition of compensation, that
compensation shall include contributions made by the participant under a salary
reduction agreement toward the purchase of individual annuities or custodial accounts
described in section 403(b).  

University contributions to the Defined Benefit Program are actuarially determined by
the University in order to provide participants the vested benefits which are accrued in
the defined benefit program when due.  University contributions to the Defined
Contribution Program shall be made at the rate of m percent of compensation for each
participant.  The plan also provides for additional allocations to the Defined Contribution
Program at the rate of m percent of compensation for each participant.  No allocations
shall be made after 35 years of participation.

Under the defined benefit program, benefits attributable to participant contributions are
fully and immediately vested.  Benefits attributable to Entity contributions are vested
after 5 years of service, or at age 65, if earlier.  No participant contributions were made
to the defined benefit program after date f.  Prior to that date, all participant
contributions were made pursuant to salary reduction agreements under section 403(b). 

Under the defined contribution program, benefits attributable to participant contributions
are fully and immediately vested.  Benefits under the defined contribution program
attributable to University contributions are also fully and immediately vested. 

Plan C is a plan providing for supplemental retirement annuities.  Regular part-time or
full- time employees of the Entity are eligible to participate in Plan C.  Part-time
employees must work at least 20 hours per week.  Full-time employees must work at
least 35 hours per week.  An employee is considered to be a regular employee if the
employee’s employment is expected to last at least one year.  Participation in Plan C is
completely voluntary.  To begin participation in Plan C, employees needs to compete an
application which includes language that the employee is authorizing a salary
reduction..    
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The Entity has collective bargaining agreements governing the rate of pay of most of its
employees, which apply based on the type of services performed by the employee. 
These agreements generally provide detailed charts setting forth the salary or hourly
rates that apply in the case of performance of services for the Entity by individuals
covered by the specific agreement.  The agreements also in effect provide authority for
the reductions in salary provided for under Plan B.  

One of the collective bargaining agreements, Agreement P, provides for hourly wage
rates that apply to the job categories covered under the agreement and which the Entity
is obligated to pay for the services.  Agreement P provides that employees covered by
this agreement shall participate in Plan B to the same extent as other non-academic
Entity employees.  A letter of agreement with respect to Agreement P provides that
generally employees will be covered by the terms of Plan B after performing services as
an employee for n years.  Agreement P provides for specific benefits calculations with
respect to the defined benefit portion of Plan B that are applicable to certain employees
covered under Agreement P and also specific payment options that are available to
Agreement P employees retiring under Plan B.

Another collective bargaining agreement, Agreement Q, also provides salary schedules
for each job covered by the agreement.  The Entity is required to pay covered
employees the amount of the salaries specified in Agreement Q.  The agreement
provides that during the term of this agreement, employees shall remain eligible to
participate in Plan B to the same extent that such programs are applicable to all non-
academic University personnel.  The agreement specifically provides that, except as
specifically otherwise provided, there shall be no increase in employee contributions
required to maintain existing benefits under Plan B.  A letter of understanding that is
attached to Agreement Q provides for special retirement benefit computations with
respect to early retirement by individuals who are covered by Agreement Q and who
retire under certain circumstances.  

The other collective bargaining agreements applicable to employees of the Entity
contain similar provisions, setting forth the rates of pay of employees and providing that
the employees covered by the collective bargaining agreement will participate in Plan B. 
With respect to those employees who are not covered by collective bargaining
agreements, the taxpayer has stated that it does not make use of employment
contracts. 

Individuals are offered employment with the taxpayer through offer-of-employment
letters.  These offer-of-employment letters usually provide the salary or hourly wage of
the individual, the position the individual is being offered, the prospective supervisor of
the individual and the beginning date of the employment.  The letter also sets forth
certain requirements that must be satisfied by an individual entering into employment
with the Entity.  
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Entity did not pay FICA taxes with respect to the amounts designated as participant
contributions under Plan A and Plan B.  The Entity’s position is that the contributions
are employer contributions but the contributions are not made under a salary reduction
agreement.  The argument is made that the contractual agreements (which were titled
“salary reduction agreements”) executed by the employees and the Entity are not salary
reduction agreements because the participant contributions to the plans were
mandatory.  The Entity maintains that you cannot have a salary reduction agreement
under section 3121(a)(5)(D) if participant contributions are mandatory.   There is no
dispute that the salary reduction contributions made to Plan C are wages for FICA tax
purposes.

The issue presented by the technical advice request is whether the compulsory
contributions, which are designated as participant contributions in plan documents, 
made to Plan A and Plan B during the years at issue are wages for FICA tax purposes.  

LAW AND ANALYSIS:

Sections 3101 and 3111 impose FICA taxes on employees and employers,
respectively, equal to a percentage of the wages received by an individual with respect
to employment.
Section 3121(a)(5)(D) provides that wages do not include any payment made to, or on
behalf of, an employee or his beneficiary under or to an annuity contract described in
section 403(b), other than a payment for the purchase of such contract which is made
by reason of a salary reduction agreement (whether evidenced by a written instrument
or otherwise).  Employee contributions (i.e., after-tax contributions) made through salary
deductions and used to purchase annuity contracts are includible in wages for FICA tax
purposes.

Section 403(b)(1) provides that amounts contributed by certain employers for the
purchase of an annuity contract for an employee are excludable from the gross income
of the employee if certain requirements are satisfied.  While annuity contracts described
in section 403(b) are generally purchased with amounts contributed by an employer, the
employer’s contributions are not required to be “merely a supplement to past or current
compensation.”  Treas. Reg. §1.403(b)-1(b)(3).  Thus the exclusion is applicable to
amounts contributed by an employer for an annuity contract as a result of an agreement
with an employee to take a reduction in salary.  As with wages for FICA tax purposes,
employee contributions made through salary deductions and used to purchase annuity
contracts are includible in the employee’s gross income.

A. Background

The historical treatment of the FICA taxation of contributions to section 403(b) plans is
useful in understanding current law.  In addition, the taxpayer has maintained that the
historical treatment and legislative history of the enactment of section 3121(a)(5)(D) and
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related provisions support its position that the contributions at issue are not wages. 
This history of FICA taxation has been shaped by concern for the protection of the
social security revenue base and employees’ social security benefits.  The concern is
reflected in the broad interpretation of taxable “wages” for purposes of the FICA
taxation of contributions to such plans.  That broad interpretation of “wages” has
justified the concept that, in this context, “wages” for FICA tax purposes is a broader
term than income for income tax purposes.  Thus, even though employer contributions
to a section 403(b) annuity contract are excludable from gross income, such
contributions are subject to FICA taxes if they are made by reason of a salary reduction
agreement.

1. Rev. Rul. 65-208

The principle that FICA taxation applies to certain section 403(b) contributions was set
forth in Rev. Rul. 65-208, 1965-2 C.B. 383.   In that ruling, an employee entered into an
agreement with a nonprofit organization to take a reduction in salary for the purpose of
providing funds for the purchase of an annuity contract meeting the requirements of
section 403(b).  The salary reduction amounts were excludable from the employee’s
gross income for purposes of section 403(b) as employer contributions to a section
403(b) plan and were not subject to federal income tax withholding.  

At that time, section 3121(a)(2) in the FICA provisions contained an exception from the
definition of wages for payments made by an employer under a plan on behalf of an
employee on account of retirement.  However, the ruling held that a determination
under section 403(b) that a particular amount is “contributed by the employer” for
purposes of section 403(b) does not necessarily require a similar determination that it is
also an amount “paid by an employer” under section 3121(a)(2).  The ruling noted that
the purposes of section 403(b) and section 3121(a)(2) are “substantially different.”    

The ruling concluded that the amounts contributed to the section 403(b) plan pursuant
to the salary reduction agreement were wages for purposes of the FICA.  Rev. Rul. 65-
208 distinguished an earlier ruling, Rev. Rul. 181, 1953-2 C.B. 111, which had held that
an exempt organization’s payment for the purchase of an annuity contract on behalf an
employee was not wages for purposes of the FICA.  Rev. Rul. 65-208 states that Rev.
Rul. 181 “contemplates a situation where an organization uses its own funds for the
purchase of an annuity contract, rather than one where the employee takes a voluntary
reduction in salary to provide the necessary funds.”

Thus, in Rev. Rul. 65-208, a distinction was made between salary reduction
contributions (made from the funds of the employee) and salary supplement
contributions (made from the funds of the employer).  The salary reduction contributions
were held to be subject to FICA taxes whereas the salary supplement contributions
were not subject to FICA taxes.  Although the terminology “salary supplement”
contribution was not used in Rev. Rul. 65-208, discussions of the ruling in later litigation
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discussed below have used this terminology to explain the distinction drawn by Rev.
Rul. 65-208.

2. Rowan Companies v. United States

A Supreme Court case called the validity of Rev. Rul. 65-208 into question.   In  Rowan
Companies, Inc. v. United States, 452 U.S. 247 (1981), the Supreme Court considered
whether amounts (the value of meals and lodging) that were excludable from gross
income under section 119 and not subject to income tax withholding were wages
subject to FICA taxes.  The Court overturned a long-standing Treasury regulation and
held that the amounts were not wages for FICA tax purposes.  In this decision, the
Supreme Court set forth the principle that the definition of wages for social security tax
purposes and the definition of wages for income tax withholding purposes must be
interpreted in the same manner in the absence of statutory provisions to the contrary. 
The Rowan principle could be interpreted as conflicting with Rev. Rul. 65-208, because
Rev. Rul 65-208 applies FICA taxes without explicit statutory authority to amounts that
were not subject to federal income tax withholding.

3. Social Security Amendments of 1983

Congress quickly acted to reverse the potential effect of the Supreme Court’s holding
on section 403(b) contributions and to overturn the rationale of Rowan, while also
codifying the narrow holding of the case excluding from wages amounts qualifying as
excludable from income under section 119.  Section 3121(a)(5)(D), which applied FICA
taxation to section 403(b) contributions made by reason of a salary reduction
agreement, was added by the Social Security Amendments of 1983, Public Law No. 98-
21 (hereinafter “1983 Amendments”). 
 
In discussing present law related to the FICA taxation of section 403(b) plans, the
Senate Finance Committee stated as follows in connection with the 1983 Amendments:

The Internal Revenue Service has ruled that amounts paid for a tax-sheltered
annuity pursuant to a salary reduction agreement are includible in the
employee’s social security wage base, even though such amounts may not be
subject to income tax withholding.  The validity of the ruling position is in doubt in
light of the Supreme Court decision in Rowan Companies, Inc. v. United States
(see following section of this report).  

Senate Rep. No. 98-23, 98th Cong., 1st Sess. 39 (1983).

The “reasons for change” section of the Senate Report discussed the concept of
subjecting to FICA taxes funds set aside by an individual under section 403(b) plans
and also mentioned the importance of maintaining FICA tax revenue:
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Under cash or deferred arrangements, certain tax-sheltered annuities, certain
cafeteria plans, and eligible State deferred compensation plans, the employer
contributes funds which are set aside by individual employees for individual
savings arrangements, and thus, the committee believes that such employer
contributions should be included in the FICA base, as is the case for IRA
contributions.  Otherwise, individuals could, in effect, control which portion of
their compensation was to be included in the social security wage base.  This
would make the system partially elective and would undermine the FICA tax
base.

Senate Report No. 98-23 at 40.

The taxpayer cites this language as indicating Congressional intent that mandatory
contributions cannot be the subject of a salary reduction agreement. This interpretation
appears questionable, because in the same committee report, the Senate Finance
Committee specifically declined to elaborate on what constituted a salary reduction
agreement.  The Senate Report indicated that the Senate Finance Committee did not
intend to define what constituted a salary reduction agreement for purposes of section
3121(a)(5)(D), but did intend to codify the holding of Rev. Rul. 65-208.  Senate Report
No. 98-23 states at page 41:

   The bill also provides that any amounts paid by an employer to a tax-sheltered
annuity by reason of a salary reduction agreement between the employer and
the employee would be includible in the employee’s social security wage base. 
The committee intended that the provision would merely codify the holding of
Revenue Ruling 65-208, 1965-2 C.B. 383, without any implication with respect to
the issue of whether a particular amount paid by an employer to a tax-sheltered
annuity is, in fact, made by reason of a “salary reduction agreement”.

The 1983 Amendments, as finally enacted by Congress, imposed FICA taxes on a
number of deferred compensation items where the employee had no option to receive
the payment in cash or where participation was required by the employer.  One
example is certain nonqualified deferred compensation plans.  Amounts deferred under
such plans would be subject to FICA taxes when no substantial risk of forfeiture existed,
even if the deferral from the employee’s salary is mandatory.  As part of the legislative
changes enacted in 1983, Congress also enacted a provision providing that pick-up
contributions would be includible in the FICA wage base (section 3121(v)(1)(B)).  Under
the provision enacted by Congress these contributions from the employees’ salaries
could only  be treated as FICA wages if  they were required by law.  The taxpayer’s
argument that only voluntary contributions from the employees’ salaries were intended
to be included in FICA wages is in direct conflict with the scope of the final legislation. 
Of the particular plans named in the excerpt from the Committee report discussing
making the system partially elective, eligible state deferred compensation plans can be



11
TAM-112430-02

funded with mandatory contributions, and are nevertheless still subject to FICA tax
under the 1983 Amendments.  

The principal distinction drawn in the committee reports is between contributions made
from funds set aside by individual employees and contributions made from funds of the
employer.  The above language from the Senate Report is consistent with the
distinction made in Rev. Rul. 65-208 between salary reduction contributions and salary
supplement contributions.  The salary reduction agreement contributions are set aside
from the funds of the employee.

The Conference Report on the 1983 Amendments approached the issue of what
constituted a salary reduction agreement differently.  The Conference Report related to
the 1983 Amendments described this legislative change as follows:

The conference agreement generally follows the Senate amendment by
providing that employer contributions to a section 403(b) annuity contract would
be included in the wage base if made by reason of a salary reduction agreement
(whether evidenced by a written agreement or otherwise).  For this purpose, the
conferees intend that employment arrangements, which under the facts and
circumstances are determined to be individually negotiated, would be treated as
salary reduction agreements.  Of course, the mere fact that one individual is
receiving employer contributions (e.g., when the employer has only a few
employees, only one of whom is a member of a class eligible for such
contributions) is not, by itself, to be considered proof of individual negotiation.

H.R. Rep. No. 98-47, 98th Cong., 1st Sess 147 (1983).

The taxpayer places reliance on the second sentence of the above-quoted material as
representing the exclusive definition of what constitutes a salary reduction agreement,
regardless of whether a written document purporting to be a salary reduction agreement
exists.   However, the second sentence must be read together with the first sentence. 
The second sentence may be viewed as a partial explanation of what is included in the
“or otherwise” language in the first sentence and is not intended to limit the scope of
actual written salary reduction agreements.  It is intended to define certain situations
other than actual written agreements which could meet the definition of salary reduction
agreement, and is further explained by the third sentence of the quoted material. 
Contrary to the taxpayer’s argument, there is nothing in the quoted material indicating
that the second sentence is intended to define exclusively what constitutes a salary
reduction agreement to the exclusion of actual written salary reduction agreements
between an employer and employee.  If the taxpayer’s interpretation were correct, there
would be no vehicle under which compulsory contributions could become employer
contributions rather than employee contributions.
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The second part of the 1983 Amendments that is of importance in this context is the
amendment made to overturn the broad rationale of Rowan.  This provision, which is
referred to as the “anti-Rowan amendment” is codified in the penultimate sentence of
section 3121(a).  The anti-Rowan amendment provides that nothing in the regulations
prescribed for purposes of chapter 24 (relating to income tax withholding) which
provides an exclusion from “wages” as used in such chapter shall be construed to
require a similar exclusion from “wages” in the regulations prescribed for purposes of 
the FICA.  

The 1983 Amendments were the result of a Congressional effort to “assure the
solvency of the Social Security Trust Funds.”    Conf. Rep. 98-47 at 115.  The 1983
Amendments extended coverage, raised FICA taxes, imposed income tax on social
security benefits, and cut certain benefits in order to place the social security system on
a sounder financial footing.  The Senate report gave the following reason for adding the
anti-Rowan amendment:

   The social security program aims to replace the income of beneficiaries when
that income is reduced on account of retirement and disability.  Thus, the amount
of “wages” is the measure used both to define income which should be replaced
and to compute FICA tax liability.  Since the [social] security system has
objectives which are significantly different from the objective underlying the
income tax withholding rules, the committee believes that amounts exempt from
income tax withholding should not be exempt from FICA unless Congress
provides an explicit FICA tax exclusion.

Senate Report No. 98-23 at 42. 

In addition, Congress amended the FICA to eliminate the exception from “retirement”
provided by section 3121(a)(2) for payments under employer plans on account of
retirement.  Generally, this amendment had the effect of limiting exceptions from FICA
wages for retirement plans to specific exceptions provided for employer contributions to
certain qualified plans under section 3121(a)(5), such as the exception at issue here.   

Section 3121(a)(5)(D), as added by the 1983 Amendments, could be read as
reinstating the distinction between salary reduction agreement contributions and salary
supplement contributions in Rev. Rul. 65-208.  In addition, the concept set forth in Rev.
Rul. 65-208 that FICA wages can include amounts that are not includible in gross
income was, in effect, incorporated into the statute by the anti-Rowan amendment.    

4. Deficit Reduction Act of 1984

The Congressional concerns of protecting the social security funding base, preserving
the social security benefits of section 403(b) participants, and reinstating the validity of
Rev. Rul. 65-208  were further evidenced in 1984.  When Congress changed the
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effective date rules of the anti-Rowan amendment in the Deficit Reduction Act of 1984
(DEFRA), the change was designed to stem the possibility of refunds of FICA tax with
respect to salary reduction agreement contributions under tax-sheltered annuities for
periods prior to the effective date of section 3121(a)(5)(D).  In effect, through passage
of this provision, Congress sought to insure that Rev. Rul. 65-208 would be effective for
prior periods in situations where  the employer treated the contributions as subject to
FICA taxes.  See section 2662(g)(2) of DEFRA and Canisius College v. United States,
799 F.2d 18 (2d Cir. 1986).  Section 2662(g)(2) of DEFRA provided that the anti-Rowan
amendment “shall apply to remuneration ... paid after March 4, 1983, and to any such
remuneration paid on or before such date which the employer treated as wages when
paid.”  The legislative history in connection with this change provides as follows:

If the 1965 revenue ruling were determined to be invalid, then employers and
employees would be eligible for refunds for open years because taxable wages
would be lower.  In addition, wages for benefit computation purposes would be
reduced, leading in some cases to reduction of social security benefits being
paid to current beneficiaries and recoupment of a portion of benefits which have
been paid in recent years on the basis of wage records which included the salary
reduction contributions.

H.R. Rep. 98-432, 98th Cong., 2d Sess. 1658 (1984).

The 1984 effective date change was also designed to insure that the prior effective date 
provision (remuneration paid after March 4, 1983) would not be used “as
demonstrating Congressional intent that the reasoning of the Rowan decision should
generally apply before these dates to types of remuneration other than meals and
lodging excluded under section 119, e.g., to contributions under a salary reduction
agreement to tax-sheltered annuities (sec. 403(b)).”  H. Conf. Rep. No. 98-861, 98th
Cong., 2d Sess. 1414 (1984).  The legislative history also states as follows in describing
the effect of the 1984 amendment: “for example, if an employer treated as wages, for
FICA and FUTA taxes (or both), the amounts contributed during 1982 to an employee’s
tax-sheltered annuity pursuant to a salary reduction agreement, the FICA or FUTA
taxes (as the case may be) paid by the employer and employee may not be refunded or
credited.”  H.R. Rep. No. 98-432 at 1658.  These 1984 changes again demonstrate the
importance of the revenue protection feature of the 1983 Amendments, and further
support the view that the intent of Congress was to essentially incorporate the holding
of Rev. Rul. 65-208 into the statute.

Also as part of the DEFRA, Congress amended section 3121(v)(1)(B) to add language
referencing a “salary reduction agreement (whether evidenced by a written instrument
or otherwise)”  identical to the language in section 3121(a)(5)(D).  The Conference
Report stated as follows:
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The conferees intend that the term salary reduction agreement also includes any
salary reduction arrangement, regardless of whether there is approval or choice
of participation by individual employees or whether such approval or choice is
mandated by State statute.

H. Conf. Rep. No. 98-861 at 1415. 

Although the general rule is that legislative history of later enacted legislation (in this
case, the amendment to section 3121(v)(1)(B)) is given limited effect in interpretations
of prior legislation (section 3121(a)(5)(D)), that rule must be considered in the context of
the 1984 legislation.  In this case the same Congress in a different session is providing
its intended interpretation of identical language.  As noted above, the 1984 legislation,
by changing the effective date of the anti-Rowan amendment, was designed to insure in
effect that section 3121(a)(5)(D) and the codification of Rev. Rul. 65-208 would be
effective for prior years for those taxpayers who had paid FICA taxes on salary
reduction contributions to section 403(b) plans.  Congress was clearly focused on the
taxation of section 403(b) plans in the 1984 legislation, so that its interpretation of
identical language added to the same Code section in the legislation is entitled to
weight.  

We would also note that the change in the anti-Rowan effective date and the
amendment to section 3121(v)(1)(B) are discussed seriatim in the Conference Report
with the preface that “[o]nly the following two provisions [relating to Technical
Corrections to the Social Security Amendments of 1983] require additional explanation.” 
 House Conf. Rep. 98-861 at 1413.  Also, there is no indication in the committee reports
that the interpretation given “salary reduction agreement (whether evidenced by a
written instrument or otherwise)” in the Conference Report is intended to be restricted to
section 3121(v)(1)(B) and not to reflect its meaning for purposes of other identical
language in section 3121.  Under these circumstances, it is reasonable to consider this
Congressional statement as reflecting a Congressional understanding of what this
language found elsewhere in the same Code provision would mean.  

5. Section 403(b) refund suits

Taxpayers brought many refund suits seeking refunds of FICA taxes paid with respect
to section 403(b) contributions for years prior to 1983 and challenging the
constitutionality of the changed effective dates of the 1984 Amendments.  In a series of
cases, courts upheld the Service’s denial of the refund claims.  These cases
emphasized the distinction between salary reductions and salary supplements that is
the focus of determining whether FICA taxes apply to section 403(b) contributions.  See
Temple University v. United States, 769 F.2d 126, 130  (3d Cir. 1985), which supports
the distinction drawn by Rev. Rul. 65-208 between salary reduction contributions and
contributions from the employer’s own funds.  See New England Baptist Hospital v.
United States, 807 F.2d 280, 282 (1st Cir. 1986), which rejected the distinction made by
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the Government in Rev. Rul. 65-208 between “salary reductions” and “salary
supplements” and stated that “[i]n 1983, Congress amended the statutes to codify
Revenue Ruling 65-208."  The court in New England Baptist also stated that the 1983
law had the effect of “making it clear that salary reduction plans are subject to FICA
taxes.”   Id. at 284.  See Canisius College, 799 F.2d at 20-21,  which also
acknowledged the distinction between “salary reduction plans” and “salary supplement
plans.”  The court in Canisius College concluded that “the 1984 provision retroactively
validated previously unlawful FICA taxes paid on amounts contributed under salary
reduction plans in conformity with Revenue Ruling 65-208.”  Id, at 22.   

6. Summary

Since the publication of Rev. Rul. 65-208, a distinction has existed for FICA tax
purposes between employer contributions made by salary reduction agreement to
section 403(b) plans and employer contributions made by salary supplement  to section
403(b) plans.  This distinction is reflected in the legislative history of changes made in
1983 and 1984 to the FICA provisions.  This established distinction supports the
position that the contributions made to the annuity contracts under Plan A and Plan B
pursuant to the documents signed by the employees and by representatives of the
Entity are made under “salary reduction agreements” for FICA tax purposes and are
wages for FICA tax purposes.

B. Distinction between Employee Contributions and Employer Contributions
Made to Retirement Annuity Contracts

The taxpayer has argued that these contributions are mandatory contributions from the
salaries of the employees  and therefore, are not made pursuant to a salary reduction
agreement.  If the taxpayer were correct that these contributions from the employee’s
salaries are not made pursuant to a salary reduction agreement, then case law and
Service authority would indicate that the contributions would be employee contributions 
rather than employer contributions for  FICA tax purposes.  If the contributions are
employee contributions to the section 403(b) plan, the issue of whether section
3121(a)(5)(D) applies would not even be reached.  Section 3121(a)(5) applies only to
employer contributions to the listed plans in the subparagraphs of section 3121(a)(5). 
No exception is provided for employee contributions to such plans  Thus, employee
contributions to section 403(b) plans simply fall within the basic definition of wages
under section 3121(a) with no applicable exception.  Accordingly, if the contributions
were employee contributions made by salary deduction rather than employer
contributions made by salary reduction agreement, the contributions would also be
subject to FICA taxes.

Rev. Rul. 56-473, 1956-2 C.B. 22, concerns the treatment for income tax purposes of
amounts deducted from the salaries of public employees of the State of Arizona and
credited to their retirement accounts pursuant to the state’s retirement system.  Half of
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the contributions were specified as contributions by the employee from the salary of the
employee.  The ruling concludes that, for income tax purposes, compulsory
contributions designated as employee contributions should be treated as employee
contributions for purposes of the employee’s annuities.  Accordingly, the ruling held that
amounts deducted from the compensation of employees of the State of Arizona and
credited to their retirement accounts constituted gross income within the meaning of
section 61(a) and should be reported in the employees’ annual income tax returns for
the year in which deducted.

Rev. Rul. 57-326, 1957-2 C.B. 42, holds that where an ordinance or statute of a
municipality or state provides for a state employees’ retirement plan, under which
employee participation is compulsory and an employee’s contributions are refunded in
the event of termination of the employee’s service prior to retirement or death, the
amount of  the employee’s contributions which have been deducted from the salary of
the employee by the employer shall be included in the employee’s gross income for
income tax purposes.  

Rev. Rul. 72-94, 1972-1 C.B. 23, concerns the status of contributions made  where,
under an ordinance or statute of a municipality or state or the rules of a governing body
of an organization establishing an employees’ nonqualified pension or retirement plan,
participation is mandatory and the ordinance, statute, or other rules (1) require the
employee to forfeit his contributions in the event of termination of service prior to death
or before becoming eligible for retirement, or (2) are silent as to the refund of employee
contributions and, in the administration of the plan, no refund will be made in such
event.  The ruling concludes that the amounts withheld from the salary of an employee
as contributions to the plan and applied solely to provide deferred pensions are to be
treated as employer contributions under the plan.  Accordingly, it was held that those
contributions were not includible in the employee’s gross income for the year in which
so contributed.  Consistent with Rev. Rul. 57-326, Rev. Rul. 72-94 also holds that
where only a portion of the contributions is required to be forfeited in the event of the
termination of the employee’s services, amounts not subject to forfeiture are required to
be included in the employee’s gross income each year.

The courts have reached similar conclusions with regard to whether compulsory
contributions to state retirement plans are properly characterized as employer
contributions or employee contributions.  In Zwiener v. Commissioner, 743 F.2d 273
(5th Cir. 1984), the court held that mandatory employee contributions to the Employees
Retirement System of Texas were includible in income, on either of two grounds: 
(1) compulsory employee contributions  are refundable upon termination of employment
for reasons other than death or retirement; (2) amounts contributed purchase (in the
nature of an annuity) some valuable present economic benefit.  The court cited similar
cases holding that amounts contributed by federal employees to the federal civil service
retirement system are income received by the employees subject to federal income
taxation. 
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1  Section 414(h)(2) provides an exception to the general rule stated above for
state or local pick up plans.  In such plans, certain governmental units or agencies pick
up what would otherwise be an employee contribution by not withholding the employee
contribution from the employee’s salary.  The amount picked up is treated as an
employer contribution under section 414(h)(2).

In Howell v. United States, 775 F.2d 887 (7th Cir. 1985), the court held that compulsory
contributions to a state retirement plan of amounts designated as employee
contributions and withheld from the employee’s salary are employee contributions
includible in the employee’s gross income.  See also Feistman v. Commissioner, 63
T.C. 129 (1974) and Feistman v. Commissioner, 35 T.C.M. 1045 (1976). 

Similarly, Rev. Rul. 72-250 holds that the portion of a United States Government
employee’s compensation that is withheld and contributed to the United States Civil
Service Retirement and Disability Fund is a contribution by the employee to such fund
and is includible in his gross income in the same taxable year in which it would have
been included had it been paid to him directly.  This ruling is consistent with other cases
considering the status of contributions from employees’ salaries to the United States
Civil Service Retirement and Disability Fund.  See Taylor v. Commissioner, 2 T.C. 267
(1943), aff’d sub nom. Miller v. Commissioner, 144 F.2d 287 (4th Cir. 1944); Megibow v.
Commissioner, 21 T.C. 197 (1953), aff’d, 218 F.2d 687 (3d Cir. 1955); Cohen v.
Commissioner, 63 T.C. 267 (1974), aff’d per curiam, 543 F.2d 725 (9th Cir. 1976); and
Hogan v. United States, 367 F.Supp. 1022 (E.D. Mich. 1973), aff’d, 513 F.2d 170 (6th
Cir. 1975), cert. denied, 423 U.S. 836 (1975). 

Congress subsequently endorsed and codified the characterization of compulsory
contributions as employee contributions with the enactment of section 414(h)(1) as part
of the Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406
(Sept. 2, 1974) (ERISA).  Code section 414(h)(1) provides that an amount contributed
to an employees’ trust described in section 401(a) will not be treated as having been
made by the employer if it is designated as an employee contribution.1  While the
statutory designation test of section 414(h) does not literally apply to nonqualified plans,
the legal principles embodied in section 414(h) do.  The legislative history to ERISA
provides the following explanation regarding the significance of designating a
contribution as either an employer contribution or an employee contribution under the
plan:
 

Designated contributions.–Under present law, contributions which are
designated as employee contributions are generally treated as employee
contributions for purposes of the Federal tax law.  For example, this is the
case with respect to employee contributions under the Federal Civil
Service plan.  Your committee’s bill contains a provision to clarify this rule
for the future.  This provision provides that amounts that are contributed to



18
TAM-112430-02

a qualified plan are not to be treated as an employer contribution if they
are designated as employee contributions.

 
This provision gives effect to the source of the contributions, as
designated in the plan.  For example, if the appropriate committees of the
Congress were to report legislation regarding employee contributions
under the Federal Civil Service plan so that the present employee’s
contributions would become employer contributions under the Federal
Civil Service plan (and that legislation were to be enacted), then those
contributions would constitute employer contributions to the plan, which
would be excludable from the employee’s income when made.  The same
rule would apply to State and local governmental plans which now
designate contributions as employee contributions, if the appropriate
governmental bodies change the provisions of their plans.

H.R. Rep. No. 93-807, 93rd Cong., 2nd Sess. 145 (1974),1974-3
(Supplement) C.B. 380.

In accordance with the forgoing administrative, judicial, and legislative authority, the
following three factors are relevant in determining whether compulsory contributions
made pursuant to a nonqualified defined contribution plan and used to purchase
retirement annuity contracts are employer contributions or employee contributions for
purposes of section 403(b) and section 3121(a)(5)(D):  1) whether the contributions are
compulsory under state or local law or are otherwise a condition of employment;
2) whether the contributions are designated as employee contributions and are
deducted from the employee’s base pay, salary, or compensation; and 3) whether the
contributions are fully vested and nonforfeitable when credited to the employee’s
retirement account.

In the instant case, the contributions at issue are a condition of employment.  (The one
exception would be contributions made by an employee under Plan B when the
employee is eligible for participation, but is not yet required to participate, and
completes the document required for enrollment in the plan.)  The contributions are
designated as participant contributions and are deducted from the employee’s base pay
or salary.  The contributions are also fully vested and nonforfeitable when credited to
the employee’s retirement account.  Accordingly, these contributions, absent a legally
binding salary reduction agreement, have the characteristics of employee contributions
under the three-factor test described in the preceding paragraph.

The issue arises whether compulsory contributions made pursuant to a legally binding
salary reduction agreement constitute employer contributions for purposes of section
3121(a)(5)(D).  Under the facts of Rev. Rul. 70-582, 1970-2 C.B. 95, a state statute
required employee contributions toward retirement and permitted such contributions to
be made by salary reduction agreements or salary deduction.  The ruling concluded
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that if the employer entered into a valid salary reduction agreement with the employee,
the compulsory contributions were employer contributions and the income tax exclusion
provisions of section 403(b) were applicable to the contributions.  The ruling
demonstrates the dichotomy between compulsory contributions made by salary
reduction agreement, which are employer contributions, and compulsory contributions
made by salary deduction, which are employee contributions.

In University of North Dakota v. United States, 603 F.2d 702 (8th Cir. 1979), the court
held that a salary reduction agreement could be effective to defer income taxation, if it
is adopted in lieu of mandatory employee contributions to a state plan.  Under the facts
of the case, employees were given an option to make annuity contributions through
salary deductions or to have their salary reduced by the amount that would otherwise
be deducted from their salaries.  Under the court’s ruling, if an employee enters into a
legally binding salary reduction agreement, a compulsory contribution that would
otherwise be taxable as an employee contribution may be taxable as an employer
contribution if such characterization is not inconsistent with statutory intent or with the
underlying plan.

  C.   Interpretations of Salary Reduction Agreement in section 402(g)(3) and
403(b)

For income tax purposes, the question of whether a salary reduction agreement exists
is significant for several purposes.  Under section 403(b)(12), differing
nondiscrimination requirements apply based on whether a salary reduction agreement
exists.  Also, under sections 403(b)(7) and 403(b)(11), the situations in which
distributions may be made differ based on whether a salary reduction agreement exists. 
In addition, the question of whether the elective deferral limitations apply may depend
upon whether a salary reduction agreement exists.  See section 403(b)(1)(E) and
section 402(g)(3)(C).  Difference in interpretation of the term “salary reduction
agreement” for FICA and for other purposes has been incorporated into the statute with
respect to certain matters.

For example, the term “salary reduction agreement” is defined in a  manner different
from the FICA for the purpose of determining whether a section 403(b) plan meets the
nondiscrimination requirements of section 403(b)(12).  See the flush language after
section 403(b)(12)(A)(ii), which states that for purposes of section 403(b)(12)(A)(i), a
contribution shall be treated as not made pursuant to a salary reduction agreement if
under the agreement it is made pursuant to a one-time irrevocable election made by the
employee at the time of initial eligibility to participate in the program or is made pursuant
to a similar arrangement involving a one-time irrevocable election specified in
regulations. 
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In section 403(b)(12)(A), Congress created a special rule for salary reduction
agreements to the effect that a contribution will not be deemed to be pursuant to such
an agreement if it is made pursuant to a one-time irrevocable election.   No such
special rule was placed in section 3121(a)(5)(D).  It is well-settled that “where Congress
included particular language in one section of a statute but omits it in another section of
the same Act, it is generally presumed that Congress acts intentionally and purposely in
the disparate inclusion or exclusion.”  Gozlon-Peretz v. United States, 498 U.S. 395,
404 (1991), quoting Russello v. United States, 464 U.S. 16, 23 (1983).  Although the
ordinary, common meaning of “agreement” would include an agreement made pursuant
to a one-time irrevocable election, Congress created a special rule in section
403(b)(12)(A) that was explicitly made applicable only to clause (i) of that section. 
Thus, it may be inferred that Congress intentionally decided not to incorporate this
special rule into section 3121(a)(5)(D).

The legislative history of section 402(g)(3) offers further support that Congress intended
a  broad interpretation of salary reduction agreement in section 3121(a)(5)(D).  This
legislative history indicates the distinction between salary reduction agreements and
elective deferrals.  The legislative history supports the conclusion that contributions
made pursuant to a salary reduction agreement are not necessarily treated as elective
deferrals for purposes of section 402(g)(3).  The language in section 402(g)(3) indicates
that the agreements in the instant case could be salary reduction agreements, but not
elective deferrals.  Section 402(g)(3) provides that for purposes of section 402(g), the
term “elective deferral” means, with respect to any taxable year, the sum of several
types of contributions including...(C) any employer contribution to purchase an annuity
contract under section 403(b) under a salary reduction agreement (within the meaning
of section 3121(a)(5)(D)).  The last sentence of section 402(g)(3) further provides that
“[a]n employer contribution shall not be treated as an elective deferral described in
subparagraph (C) if under the salary reduction agreement such contribution is made
pursuant to a one-time irrevocable election made by the employee at the time of initial
eligibility to participate in the agreement or is made pursuant to a similar arrangement
involving a one-time irrevocable election specified in regulations.”  

Section 402(g) was added by section 1105(a) of the Tax Reform Act of 1986, and was
amended to add the last sentence in section 402(g) by the Technical and
Miscellaneous Revenue Act of 1988 (TAMRA).  Section 402(g) originally listed several
items that were included within the term “elective deferrals” but did not provide for what
was not included within the term.

Our interpretation of the distinction between elective deferrals and salary reduction
agreements for purposes of  section 3121(a)(5)(D) is supported by the legislative
history related to the 1986 and 1988 amendments.  The Conference Report for the Tax
Reform Act of 1986, H. R. Rep. 99-841, 99th Cong., 2d Sess. (1986) II-405 is careful to
use the term “elective deferrals” in describing the changes that were intended to be
made by section 402(g):
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   The conference agreement clarifies the definition of elective deferrals to which
the annual limit applies. In the case of an employer that allows employees a one-
time election to participate in a contributory defined benefit pension plan with a
single mandatory contribution rate or a tax-sheltered annuity program with
elective deferrals, neither the election of an employee to participate in the
defined benefit plan nor the employee contributions made to the defined benefit
plan are to be treated as elective deferrals for purposes of the annual limit. 
Similarly, if an employee is required to contribute a fixed percentage of
compensation to a tax-sheltered annuity as a condition of employment, the
contributions are not treated as elective deferrals.  This is considered elective
deferrals [sic] if the employer and employee enter into temporary employment
contracts.  The conferees do not intend these examples to constitute the only
situations in which contributions are not treated as elective deferrals.  The
conferees direct the Secretary to provide guidance to employers on other
contributions that are not to be treated as elective deferrals.

When the last sentence of section 402(g)(3) providing the rule about one-time
irrevocable elections was added in 1988, the committee specifically stated that
Congress intended this amendment to have no effect on FICA taxation.   Both the
House and the Senate Reports in connection with the 1988 change contain the same
language:

Present Law

   Under present law, employer contributions to purchase an annuity contract
under a salary reduction agreement (within the meaning of sec. 3121(a)(5)(D))
are considered elective deferrals.  The Statement of Managers with respect to
the [Tax Reform] Act [of 1986] provides that an employer contribution is not
treated as an elective deferral if the contribution is made pursuant to a one-time
election to participate in the tax-sheltered annuity even though such contribution
would be considered made under a salary reduction agreement under section
3121(a)(5)(D). 

 
Explanation of Provision

The bill conforms the statutory language to the legislative history by providing
that contributions to a tax-sheltered annuity are not considered elective deferrals
if the contributions are made pursuant to a one-time irrevocable election made
by the employee at the time of initial eligibility to participate in the annuity or are
made pursuant to a similar arrangement specified in regulations.  The bill does
not change the definition of salary reduction agreement for purpose of section
3121(a)(5)(D).  The amendment also does not affect the definition of elective
deferrals other than with respect to tax-sheltered annuities. 
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[Emphasis added.)   H.R. Rep. 100-795, 100th Cong., 2d Sess. (1988) 145, and Sen.
Rep. 100-445, 100th Cong., 2d Sess. (1988) 151.  See also Conference Report, H.R.
Rep. 100-1104 (1988) 1, 6.

Thus, section 402(g)(3) indicates that a salary reduction agreement described in section
3121(a)(5)(D) is distinct from an elective deferral under section 402(g)(3),and is
intended to be a broader term.  The additional breadth intended to be provided to the
definition of salary reduction agreement under section 3121(a)(5)(D) and section
3121(v)(2)(B) is also indicated by the additional parenthetical language contained in
these provisions “whether evidenced by a written agreement or otherwise.”  This
additional language imparting breadth of coverage is not found in the section 403(b)
and section 402(g) provisions. 

Section 402(g)(3) and its legislative history provide support for the treatment of the
contributions made under the salary reduction arrangement to Plan A and Plan B as
FICA wages.     

D. Form of Transaction

Under the facts here, the employee is promised a gross salary and that salary is
reduced for contributions to Plan A or Plan B.  Under contract law,  the documents that
the participants sign to have their salaries reduced for contributions to  Plan A are
binding agreements.  Under section 3 of the RESTATEMENT OF CONTRACTS
(SECOND), an agreement is defined as a manifestation of mutual assent on the part of
two or more persons.   Comment b to section 3 provides that this manifestation of
assent “may be made by words or by any other conduct.”  Here, the employee signs the
document agreeing to the reduction in salary and a representative of the Employer
signs the document.  

The taxpayer maintains that the agreement titled “salary reduction agreement” signed
by the employee is merely a selection by the employee of a vendor for his or her
section 403(b) contributions, and is not a salary reduction agreement.  The taxpayer in
essence argues that much of the substance of its “salary reduction agreement”
contracts is without legal effect.  However, here both the form and the substance of the
transaction support the treatment of the agreement as a salary reduction agreement. 
See  Commissioner v. National Alfalfa Dehydrating and Milling Co., 417 U.S. 134, 149
(1974), in which the Supreme Court stated that “[w]hile a taxpayer is free to organize
his affairs as he chooses, nevertheless, once having done so, he must accept the tax
consequences of his choice, whether contemplated or not, ... and may not enjoy the
benefit of some other route he might have chosen to follow but did not.”  

E. Public Employees’ Retirement Board v. Shalala 
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In Public Employees’ Retirement Board v. Shalala, 153 F.3d 1160 (10th Cir. 1998), the
court considered whether amounts designated as employee contributions that were
“picked up” under section 414(h)(2) were paid under a salary reduction agreement and
therefore were wages for FICA tax purposes under section 3121(v)(1)(B).   The
language in section 3121(v)(1)(B) is similar to the language at issue in section
3121(a)(5)(D).  Section 3121(v)(1) provides that “[n]othing in any paragraph of
subsection (a) (other than paragraph (1)) shall exclude from the term “wages”...(B) any
amount treated as an employer contribution under section 414(h)(2) where the pickup
referred to in such section is pursuant to a salary reduction agreement (whether
evidenced by a written instrument or otherwise).”  Section 3121(a)(5)(D) provides an
exception for “any payment made to, or on behalf of, an employee or his
beneficiary...under or to an annuity contract described in section 403(b), other than a
payment for the purchase of such contract which is made by reason of a salary
reduction agreement (whether evidenced by a written instrument or otherwise)....” 

The taxpayer in Public Employees’ Retirement Board argued that there was no salary
reduction agreement because the pick up and the resulting salary reductions were
mandated by the New Mexico statutes under which the pension plans were
administered.    The argument was made that “an individually negotiated contract” is
necessary for a salary reduction agreement under a section 414(h)(2) plan.  However,
the court noted that a salary reduction agreement under the taxpayer’s definition could
have never qualified as a valid pickup plan under section 414(h)(2).  Thus, the court
rejected the taxpayer’s interpretation, noting that if that interpretation were correct, no
section 414(h)(2) pickups would be made pursuant to salary reduction agreements and
section 3121(v)(1)(B) would have had no legal effect.

The court stated as follows in deciding that a salary reduction agreement existed:

Given the IRS’s interpretation of “pickup” and given Congress’s subsequent
endorsement of that interpretation in section 3121(v)(1)(B), a salary reduction
agreement necessarily includes any arrangement in which there is a reduction in
an employee’s salary in exchange for the employer’s contribution of the amount
of the reduction to a pension plan on the employee’s behalf.  An “agreement” is
not limited to individually negotiated contracts, as the State suggests, but may
also refer generally to “a manifestation of mutual assent on the part of two or
more persons.”  RESTATEMENT (SECOND) OF CONTRACTS § 3. Such
manifestation of assent “may be made by words or by any other conduct.”   Id. at
comment b; see also id. at § 19 (elaborating on conduct as manifestation of
assent).  Here, an employee’s decision to go to work or continue to work as a
State employee constitutes conduct manifesting assent to a salary reduction by
continuing employment with the State.

153 F.3d at 1166.
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Plans A and B are similar to the plan at issue in Public Employees’ Retirement Board in
that the “participant contributions” were mandatory under the plan.  However, here the
employees execute written salary reduction agreements with respect to the participant
contributions.  Thus, the current fact situation represents an even stronger case for the
existence of an agreement.  We note the court found “the term ‘salary reduction
agreement’ is not ambiguous but rather has a plain meaning.”  153 F.3d at 1163
(Emphasis added.).  

Although the court’s rationale included a discussion of the requirement that valid
section 414(h)(2) plans are mandatory in nature, there is no provision within section
3121 indicating the similar language in section 3121(a)(5)(D) should be interpreted
differently.   Furthermore, in the case of section 3121(a)(5)(D), the legislative history
and case law have stressed the distinction between salary reduction contributions and
salary supplement contributions in Rev. Rul. 65-208 that is, in effect, consistent with
Public Employees.  Of particular significance is the fact this identical clause “salary
reduction agreement (whether evidenced by a written instrument or otherwise)” is found
only in sections 3121(a)(5)(D) and 3121(v)(1)(B). 

The Public Employees case is consistent with the salary reduction and salary
supplement dichotomy found in the FICA taxation of section 403(b) plans, in that the
case would seem to hold that salary reduction contributions that were picked up under
section 414(h)(2) would be subject to FICA taxes.  Conversely, if the section 414(h)(2)
contributions had been made pursuant to a salary supplement plan, rather than a salary
reduction plan, the contributions would presumably be employer contributions that
would not be subject to FICA taxation.  

In light of the above, we have concluded the compulsory contributions at issue here are
being made pursuant to salary reduction agreements and therefore are includible in
wages for FICA tax purposes under section 3121(a)(5)(D).  Pursuant to the analysis
above, in the event that a salary reduction agreement is found not to exist with respect
to an employee, the compulsory contributions for that employee are also wages for
FICA tax purposes.

CAVEAT(S)

A copy of this technical advice memorandum is to be given to the taxpayer(s).  Section
6110(k)(3) of the Code provides that it may not be used or cited as precedent.


