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TheFederal-State Reference Guide provides state and local government employers a
comprehensive reference source for so@aligty and Medicare coverage and Federal
Insurance Contributions Act [EA) tax withholding issues. This guide is a cooperative
effort of the Social Security Administration (SSA), the Internal Revenue Service (IRS),
and the National Conference of State SoSedurity Administrators (NCSSSA). The
Guide was first published in July 1995 with spEa@ssistance from the State of Colorado,
which spearheaded the effort. Topics addeel in this publication include determining
worker status, public retirement systems, social security anlickte coverage and
benefits, Section 218 Agreements, employment tax laws and more.

The 2005 edition supersedes the second edition ¢fetlteral-State Reference Guide

issued in 2002. For the first time, it has bpesduced primarily as a web-based product,
and the web document will be updated pdodallly. However, it retains the general
structure of previous editiorad the most recent versioan be printed by accessing the
IRS web page atww.irs.gov/govts This will ensure that the most recent version of the
material can be accessed. This web site also contains information about other related tax
topics, upcoming events, tiRSLG Newsletter, and how to contact the IRS. All IRS
forms and publications referred to in this paation can be ordedefree through the IRS
at (800) 829-3676. Most can be downloaded through the IRS web sienairs.gov.

The office of Federal, State and LoGdvernments (FSLG) web site is at
www.irs.gov/govts For general or account-related questions, the Customer Account
Service is available at (877) 829-558M0 a.m. to 6:30 p.m. ET, Monday through
Friday.

This edition also includes information to assigtian tribal governments. federal tax law
establishes the role of Indiarbal governments as employers. Tribal governments are
required to follow substantially the same procedures as other employers; however, some
special provisions that apply tribal governments are addses in later chapters. If you

have questions about Indian Tribal gowvaents, please visit our web site at
www.irs.gov/tribesor telephone your local IRS Indian Tribal Governments office. This
web site also contains Publication 42B8ployment Tax Desk Guide, for further

information which specifically addresses employment tax issues for tribal governments.

All SSA forms and publications can dewnloaded from SSA’s web site at
www.socialsecurity.gowvor go directly to SSA web pagéor state and local government
employers atvww.socialsecurity.gov/slgedere you can find contact information for
Social Security local offices, regiongpecialists and State Social Security
Administrators. To talk to a Social Seity representative call 1-800-772-1213 (TTY 1-
800-325-0778).

The Federal-State Reference Guide is for informational and reference purposes only.
Under no circumstances should the content e os cited as authority for assuming, or
attempting to sustain a technical positiothwespect to employment tax or benefit
obligations. The Internal Revenue Code (IR8)cial Security Act (Act) and related
regulations, rulings and casevare the only valid citationsf authority for technical
matters.


http://www.irs.gov/govts
http://www.irs.gov/
http://www.irs.gov/govts
http://www.irs.gov/tribes
http://www.ssa.gov/
http://www.ssa.gov/slge

Visit the office of Federal, Stated Local Governrents’ web site atvww.irs.gov/govts
or contact an FSLG spialistin your area for further fiormation on feleral-state tax
law. The office of Indian Tribaovernnents (ITG) web site is atww.irs.gov/tribes

Note: After many of the Questions & Answers #te end of th chapers, the appropriate
agency (S8, IRS, or State) to caact for nore information is idetified in braclets
following the text.


http://www.irs.gov/govts
http://www.irs.gov/tribes
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Chapter 1

Social Security and Medicare Coverage
Requirements

Social security and Medicare Hospital Irece coverage and withholding requirements
for state and local government employees diifem those of employees in the private
sector or the federal government.

Historical Overview — Social Security and State and Local
Government

State and local government employees wereuebet! from social security coverage from
1935 (the date of the original Social SetyuAct) until 1950 because there was a legal
guestion regarding the federal governmentthanity to tax state and local governments.
Beginning in 1951, states were allowed to enter voluntary agreements with the federal
government to provide social security crage to public employees. These agreements
are called Section 218 Agreements becausg dine authorized by Section 218 of the

Act. In 1939, the Old-Age, Survivors, abBdsability Income program was created, and
the funding mechanism for the social secypitygram was officiallyestablished in the

the Internal Revenue Code as the Federmalrance Contributions Act (FICA). The IRS

is responsible for theollection of this tax.

All 50 states, Puerto Ricthe Virgin Islands, and approximately 60 interstate
instrumentalities have a Section 218 égment with SSA. Because of the voluntary
nature of Section 218 Agreements, the extesbofal security coverage varies from state
to state. At the state level, most public enygles participate in social security. The major
exceptions are state employees of Alaska, Colorado, Louisiana, Maine, Massachusetts,
Nevada and Ohio. The largest proportiorun€overed state and local government
employees work at the local level. Thejonay of uncovered local government public
employees are police, firefighters and teachers.estimated that more than 6 million
public employees are not covered for social security.

Legal and political changes resulted in mandaMedicare coverage, effective July 2,
1991, for state and local government employee=d (or rehiredafter March 31, 1986.
Mandatory social security and Medicamerage became effective for state and local
government employees who are not membegspiblic retirement system and who are
not covered under a Section 218 Agreement.



Key Dates

1951

1955

1965

Apr 20, 1983

Apr 01, 1986

Jan 01, 1987

Jul 02, 1991

States could voluntarily elect soci&carity coverage for publicraployees not
covered undea public retiement systemby enteringinto a Sectia 218
Agreement with SSA.

States could extend social secudgtywerage tomployees (other than police
officers and firefighters) covered undepublic retirement stem

Medicare becones bw. Employees covered for social secyrunder a Section
218 Agreement are automaticatlgverel for Medicare beginnopJuly 1, 1966.

Beginning this date, coerage undea Section 21&greement canndie
teminated (unless the govanentalentty is legallydissolved).

Employees hired on orfter this date &mandatorily covered for Medicarely,
unless specifially excludel by law. Forstate and local goverremt enployees
hired before April 1, 286, Medicare coeragemay be elected undr a Section
218 Agreement.

Beginning this date, Sta&ocial Security Adimistrabrs are no longer
responsible for collectingocial security contriltions frompublic enployers or
for verifying and depositing the taxes owley public enployers. Since that date,
public enployers p& Fedeal InsuranceContributonsAct (FICA) taxes directly
to the InternBRevenue Service (IRS) in thensmanner as privateraployers.

Beginning his date, mst state and local goverremt enployees are subject to
mandatorysocial seurity and Medicare coverage, unless tlag (1) menbers of
a public retirement stem or (2) covered wher a Section 8 Agreenent.

Aug 15 1994 The Social Security Indepdence and®gramimprovenents Act of 199

Oct 21, 1998

Mar 2, 2004

established the SSA as an independgebay, effective March 311995 This act
increased th&ICA excluson anmount for election workers fra $100 to any
amount less than the threshold ammtmandated byaw in a caledar year. (To
verify the current gar anount, see
www.socilseurity.gov/slge/electionwders.htm) Stdes wee authorized to
amend their Section 218dgkeenents toincrease the IICA exclusion araunt for
election workers to a statutgrimandated thresholdt also anended Section &L
of the Act toauthorize all states the opti to extendacial security and Medicare
coverage to gice officersand firefightes who participate in a publretirement
system (Under previous law, ogl23 shtes vere speifically authorized.)

Public Law D5-277 provided a 3-nonth period ér states tanodify their Section
218 Agreements to excludiem coverge services @formed bysudents. This
provisionwas effective July 22000, for states that estcised the option to take
this exclusion.

Social Security ProtectioAct of 2004(Public Law 108-23) enated, requirim
public enployers todisclose to newlired public emploges that thewre
earning retirement benefits not covel®tsocial securit, closirg the
Government Pension Offset loaph and allowingKentuckyard Louisiana tle
optionto provide a dividel retirenent system


http://www.ssa.gov/slge/election_workers.htm

Public Employer FICA Responsibilities

Since the early 1980s, the ajggliion of the Social Securi#ct (Act) and the Internal
Revenue Code (IRC) to state and local goment enployers has changed significantly.
At the sane time, the roles and responsibiisi ofthe federal governent (SSA and IRS)
and state geernments (as State Social Seity Administraors)have changed. Social
security coverage of state and local emgpks involves a complex set of laws and
regulations that provide f@moverage and tax withholdinggeirenents that do not apply
to private employers. In addin, the legal responsibilitiesf state and local public
employers have changed over the yearpeeglly since 1983, so a public ployee’s
status may not be the saenowas it was in earlier years.

FICA Status (Section 218 and Non-Section 218 Coverage)

Do not nake an assuption about Section 218 corage for an entity and whether it is in
conpliance with all applicable laws erely becase of the status of a silar entity either
in the sare or a different state. Fore&ion 218 coverage questis, contact your State
Social Sectty Administrator (seevww.ncsssa.org For mandatory coverage questions,
contact an IRS FSLG Specidl{seewww.irs.gov.govtdor a directory). You can also
visit the S& State and Local ®vernnent Enployers website atww.ssa.gov/slge

To deternme the correct coveragie following must be reviewed:

Section 218 Agreeants:

1. When did the state voluntarily eniato a Section 218 Agreesnt to elect
voluntary social securityaverage for a particular political subdivision? What
optional exclusions and what coverageups were listed in that Agreement or
later modification? Does the political subdivision haverenthan one
modification?

2. Did the state or politicalubdivision ternmate voluntarysocial security coverage,
in its entirety or with respect to apverage group(s), before April 20, 19837

3. Has the state elected to provide Mmate HI-othy for a particular etity ?

Non-Section 218 Coverage (Public RetieminSysters):

1. Does the state or political subdivisibave any employees who were hired prior
to April 1, 1986, and are exgatifrom mandatory Medicare?

2. Does the state or political subdivisiorvkaa public retirerent systeri? If so,
enployees who are qualified participantstie public retirerent system are not
subject to mandatory social securityverage (effective July 2, 1991).

* Throughout this gude, te term“public retiranent system” refes to a
retirement systerof a state, political subdiion, orinstrumentality thereof that
meets the requireents of Section 31Rb)(7)(F) of the IRC. See Revenue
Procedure 91-40, AppendiFor section 218urposes, the retireent ystemdoes
not need taneet thaninimum benefit sandards for galified plans under ERIS
See Chaptes.


http://www.ncsssa.org/
http://www.irs.gov.govts/
http://www.ssa.gov/slge

14



Determining Social Security and Medicare Coverage
of State and Local Government Employees

The following steps outline how a public ployer should determe whether social
security and Medicare coverageMedicare-only coveraggpplies to an employee.

Step 1: Deternine whether the epioyee’s pogion is covered by a Section 218
Agreenent. (Chapter 45ocial Security Coverage.) If “yes,” the enployee is coered
for social gcurity and Medtare under the Agreat, unéss an exclugn applies for
that position If “no,” proceed to the next step.

Step 2: If the enployee’s position is natovered under a Section 218 Agres
deternine whether the employee is a&mber of a publicretirenent system. (Chapter 6,
Public Retirement System.) If “no,” the enployee is subject to andatory social
security and Medicare, unless exclusion applies. If themployee is a ember of a
public retirenent system, the eptoyee isexenpt from mandaory social security.
Medicare is randatory for public emplases hired or rehiteafter March 31, 1986,
regardess & membership in a public retireemt system Proceed to néxstep to
deternine Medicare coverage fong enployee hired prior to April 1, 1986.

Step 3: Deternine whether the retireent system has a Section 218 Agremmhthat
provides Medicare only coverage for gmyeeshired prior to April 1, 1986. If “yes,”
the enployee is covered for Medicare gnlif “no,” proceed to next step.

Step 4. Deternine whether the Mdicare cotinuing enployment exception applies to
the enployee. (Chapter Social Security and Medicare Coverage.) If “yes,” the
enployee is exemt from mandatory Medicare If “no,” the enployee is subject to
mandatory Medicare, unless

an exclugn applies.

The flowchart on next page illustrates the above steps.

Note: Section 218 coverage is based on the position an enployee occupies. If

the position is covered under a Sectdd8 Agreerant, any employee occupying that
position is covered. This is tliest coverage consideratidar an enployer. If, however,
the position is not covered under an Agreeinthen the employerust deternme
whether nandatory FIG\ coverage applge To deternme the applicability omandatory
coverage, the enployer must look at at the poion bu at theemployee, and determine
whether tie enployee is a ramber of a publiagetirenent system. This is an portant
distinction to understand when detéming whether and how Section 218 oamdaory
FICA coverage applies to an phayee.
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SOCIAL SECURITY AND MEDICARE COVERAGE OF
STATE AND LOCAL GOVERNMENT EMPLOYEES

Is the position or
service cowered
for Sccial Withhold Social
Security ard Secuity ard
Medicare mder a Yes > Medicare, wnless
Secion 218 excluson apples1/
Agreement?
No
¢ Is employee coered by Withhold
Is employeea a Section 218 Medicare or
qualified Agreemert that provides thase
member ofa Yes Medicareonly coverage | : Yes ; ,| employees
public retiremert for employeeshired unless
systent? prior to April 1, 19862 excluson
applies 1/
No No
DoesMedicare No Social
Withhold . Secuity
Mandatory Cgl;ﬂgul[ingnimplloymgpt | Yes { ] or Medicare
Sccial Sectity ptionApply? 3 Withheld
ard Medkare, |
unless clusion
applies 2/ No

Withhold Medicare
only, unlessexclusion
applies 2/

1/ Section 218 Mandatory and Optional Exclusions (see Chapter 5)
2/ Mandatory Exclusions from FICA (see Chapter 5)
3/ Medicare Continuing Employment Exception (see Chapter 5)

NOTE: This chart is meant as a guide only and is not a substitute for discussing difficult Section
218 coverage situations with your State Social Security Administrator or FICA taxation issues
with your IRS FSLG Specialist.
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IRS, SSA, State Social Security Administrators and Public Employer
Social Security and Medicare Tax Responsibilities

IRS — See Chapter 9nternal Revenue Service.

e Administer the InternaRevenue Code (IRC), including theandatory social
security and Medicarngrovisions under FICA.

e Advise enployers on and enforce repaorgi requirenents for cial security and
Medicare taxes.

e Advise enployers on and enforce withlidhg and deposit requireamts for social

security and Medicare taxes.

Provide publications and fims required for reporting.

Receive angbrocess Form 941.

Audit and ollect sogal secuity and Medicare taxes.

Define and esolve enployment tax liability issus.

Define and resolve tax issues associatgd paynment of wages, eployment and

enployee-employer relationship.

e Advise SSA and state adinistrators otax issues; clarify issues; and respond to
guestions fronBSA, State Socialegurity Administrators and eployers on tax
matters.

SSA - See Chapter &ocial Security Administration.

Administer the Social Security Act (Ac¢tincluding interpréng its provisions.

Review and process Section 218 agreets and modifications.

Interpret Section 218 gkeenents and radifications.

Define and resolve issues related toialsecurity coverage and benefits,

including, but not linted to, definingvages for social security coverage

purposes.

¢ Determne the amunt of wages placed on amdividual’s social security earnings
record, and correct erroneously asanounts, as required by law.

e Provide infornation about social securignd Medicare prograspaccept claira
for and detanine entitlanents to those prograsn

e Review social secity and Medicare coverage, ensugiproper social security
coverage and benefit pagmis.

e Advise IRS and State 8ial SecurityAdministraors regading social secrity and
Medicare issues.

e Receive, proess annual wage repo(tRS Forms W2 & W-3 data) from
enployers.

e Answer reporting questions froemployers, whether filing via-file, magnetic
media, or paper; and ass@&tployers in reporting correctly.

e Assist enployers with resubmsion ofreports that could not be processed

because of forat or content pblens.



e Answer questions and serve as &sbta with the Annual \&ge Reporting
Processing Section & file is retuned.
e Assist enployers with reonciliation of Fom W-3 datawith Form941 totds.

State Social Security Administrators - See Chpter 7,State Social Security
Administrator.

e Administer and raintain the Section 218greenent that governs voluntary social
security and Medicare gerage by statand local governemt enployers in each
state.

e Under Section 218 of the Act, the pany legal responsibility State Social
Security Adnministrators have is foregtion 218 entities. However, responsibilities
for non-Section 218 entities vary from stab state. Soestate adnmistrators
may not interact with non-Section &% ntities while others ay perform
monitoring, quasi-regulatory and enfenent functions. If a non-Section 218
entity needs infor@tion rggarding coverage under anragment, it should contact
the State Swal SecurityAdministrator.

e Serve as a bridge between state andllgowermment enployers and feetal
agencies, including SSA and IRS.

e Prepare Section 218adlifications to inclide additional coverage groups, correct
errors in other mdifications, identiy addtional politicd suldivisions tha join a
covered retirernt system, or obtain Mkcare coverage for public grioyees
whose emloyment relationship with a puic employer has beetontinuous since
March 31, 1986.

e Provide SSA with notice and evidence of kbgal dissdution of state or politich
subdivision entities.

e Conduct referenda for social secuidtyd Medicare coverage for services
performed by enployees in positionander a public retireemt system

e Resolve coverage and taxation quest@ssociated with Section 218 Agreemis
and nodifications with SSA and IRS.

¢ Negotiate with SSA toesolve sot security contribution payent and wage
reporting questions conceng wages paid before 1987.

e Advise the state’s public grtoyers on soial security and Medicare and tax
withholding nretters.

e Provide infornation to state and locpublic enployers as appropriate and in
accordaoe with the state’s enhihg legislation, policies, proedures and
standard.

e Provide advice on Section 218 optional exidos applicable to the state and/or
individual modifications, ad advice on state and locais, rules, regulations and
conpliance concerns.

e Maintain physical custody of theasé’s naster Section 218 Agreent,
modificatiors, dissoldions and intrasate agreemnts.



Public Employers - See Chapter Z;overnment Entities.

e Properly classify workers as ingEndent contractors or @foyees.

e Determne which employees are eeqrpt from social security and/or Medicare
taxes.

e Withhold, report and pay appropriate sd@ecurity and Medicare taxes, or
Medicare-oty taxes for each ephoyee.

e Obtain clarifcations of laws, regulatiorend other appropriate infoation from
State Social Security Admistrators RS, and SSA.

e Contact State Admistrators when an etyimerges, consolidates or dissolves.

e Disclose to newly hired public estoyeesthat they are earning retirent
benefits not covered by sociaaurity by completing FormSSA-1945.

e Performother responsibiiies to public emloyers as provided by state law.
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Chapter 2
Government Entities

The Bureau of the Census estimated thatethvere 87,525 units @dcal government in
the United States in 2002.

The law creates provisions andes for government entitiesahdiffer from tax laws that
apply to individuals, businesses, and oth@mnprofit organizations. This chapter discusses
the different types of government entitiegldheir legal basis and the specific tax
guestions that arise sonnection with them.

State Government

Different definitions of a “state” apply falfferent legal purposes. For purposes of a
Section 218 Agreement, a state includesbihstates, Puerto Rico, the Virgin Islands,
and interstate instrumentalities. It does inctude the District of Columbia, Guam, or
American Samoa.

Authority

The states have primary responsibifily many aspects of government. The 10th
Amendment to the U.S. Constitution reservethtostates or to the people all powers not
delegated nor prohibited byelConstitution. Some servicés which the state has
primary responsibility include:

e Protection of lives and properby maintenance of a police force
e Regulation and improvement oatrsportation within the state
e Regulation of business within the state

e Education
In many cases, the federal and state goventsrghare responsibility, with the federal

government providing most of the funding and the state providsighiition. Some of
these services include:

e Health care

e Public assistance for persons in need

e Protection of natural resources

e Improvement in living and working conditions



Local governrents include political subdiviens of states and differ from state and
federal governmnts in that their authority isot based directly oa constitution. Instead,
each state gwstitution describes in detail arocedire for estalishing local governrents.
In most cases, the state legislature must eppthe creation or incporation of a local
governnent. The local governemt then reces a charter defining its organization,
authority and responsibilitsg including the raans forelecting governing officials.

Local governrent units bear a variety of n&s, such as city, county, toship, village,
parish, district, etc. The jurisdiction and leggnficance of theséerms may vary from
state to wte.

Authority

The authority of local governents variesalmost as nich as the types of local
governnents. Generally, a locglovernnent has the authority to:

e Impose taxes
e Try people accused of breakitogal laws or ordinances

e Administer local prognas within its boundaries

Local governments generally provide servicas needed by the local area (such as
building a bridge) or protéiwe serices (such spolice and fire departemts).

Local governrents receive finanal aid fromstate and fedal governnents in providing
these services acahng to need. Sme of the services whiclocal goernments take
primary responsibility for providing include:

e Ensuring the safety of drinking water

e Protecting public health and safety

e Building and repairing local roads and streets

e Providing police andire protection

e Collecting grbage

e Maintaining schools

e Conducting and coordinating elections

e Maintaining courts, courthouses and jails

e Collecting taxes for local and state goveents

¢ Keeping official recods suchas narriage, birth and death



Indian Tribes

The legal relationship between theitdd Staes and Indian tribajovernnents is set
forth in the Constittion, treaties, statuteand caurt decisios. Congress my limit the
authority of Indian tribes, butithin those linits, the tribes rain dtributes of
sovereignty over both theirembers and their teitory.

Authority
Tribal govemmental paver inclucesthe authaty to:
e Choose the forrof tribal governnent
e Determne tibal membership
e Regulate tribal and individual property
e Levytaxes
e Establish courts
e Maintain law and order

Generally, Indian tribes provide goveraniservices, such asamsportation, education,
and nedical care to reservation Indians.

Instrumentalities

An instrunentality is an organization creatég or pursuant to stattatute, operated for
public purposes, and expressly declared by statutedn imstrumentality. Generally, an
instrumentality perforns governnental functons, but does not have the full powers of a
governnent, such as authority for police, tax, andiment donain. Questions concerning
the status of an instruentality, for socialsecurity and Mediaa purposes, should be
directed to the IRS. Questions concermngpecific Section 218 Agreent should be
addressed to the State Auhstrator or the SSA. Questionsncerning the status of an
instrumentality for benefits purposes should be directed to tiRarallel Social Security
Office (see Chapter 8).

A wholly-owned instrmentality of one or rore states or plgical subdivsions is treated
as a staterdocal goverrment enployer for puposes of the andatory social security and
Medicare provisions. Se®C section 3121(b)(7)(F).

Interstate Instrumentalities

An interdate instrurentality is an imlepadent legal entity orgazed by two or rare
states to carry on govermental functionssuch as a regional planning authority,
transportation syster water district. Ther may be social security and Medicare tax
liability with regard to srvices perbrmed by employees of interstate instruamtalities.
For purposes of Section 218, an interstiagrumentality is treated as a state.

If an intestae indrumentality covesits enployees with a retireemt systema
referendunmust be held prior to the exdimn of the 218 agreeemt. All interstate
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instrurentalities are autbrized to divde a rérement systenon the basis of the desires
of the members, in addition to being allie conduct a @jority vote referendum
Employees of an interstate instrentality who are not covered for sial security uder a
Section 218 Agreeant, but whaare qualified paticipans ina public retirerent system,
arenot cowered for social security @n if the employer continues to withhold and report
such taxes.

In deternning whether an organizationugolly owned by one or ore states or
political suldivisions, the following factors ae taken into coesiderdion:

1) Whether it is used for a goverental purpose and perforsra governrental
function

2) Whether perfamance of its function is on beliaf one or more states or political
subdivisions

3) Whether there are any private interests imgd| or whether the ates or political
subdivisions involved have the pevs and interests of an owner

4) Whether control and superios of the organizationis vested in public authority
or authorities

5) Whether express or implied statitory or other authontis necessary for its
creation and/or use of the instremtality, and whether such authority exists

6) The degree of financial autongrandthe source of operating expenses

Characteristics of Instrumentalities

Schools, hospitals and libraries, adlhas asociations formad for public purposes, such
as soil and water conservationgyrbe irstrunrentalities, depending on the facts and
circumstances. State sponsorship of an oizgtion, state regulation d@f activities, the
participation of its emloyees in a publicetirenent systemand operation with public
funds are among the factors to be considerettternning whether an organization is

an instrunentality. If an orgaization is essentially under private ownership and control,
it is not an instrurentality.

Associations famed for conservation, prettion and promtion, dthough carrying out a
public purpose, @y not rise to the levelf state instrurentalities. The following
associationsnay or may notbe state instruemtalities

e Soil and water conservation districts
e Fire associations #t protect forestland
e Associations that proate a state or municipality

Docunents that establish stabry authority under which thentity was established are
required for status detemation.
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The following exarples apply the tests &evenue Ruling 57-128 to detarma whether
particula ertities ae wiolly-owned instrurentalities.

Soil and Water Conservation Districts. Entities whose revenues are principally
generated fronfiees collected frortand owners withirthe districtmay or may not be
instrurentalities, dependig upon application of thadttors listed above, including
whether the district is und@ublic or private control.

Example: A soil conservation district in Miniseta was established to carry out a
state conservation prografhe Sdi Conservation Service of the U.S.
Departnent of Agriculture furnished thdistrict with techncal and clerical
personnel. ie disbursernts of thedistrictwere nade from fees collected from
members (occupiers of the land withiretd strict) for servces rendered from

funds allocated by the.B. Departmet of Agriculture and fronstate
appropriations. The soil conservation didtivas created by stde as a political
subdivision of the state and was under ¢bontrol of a board of supervisors
elected or appointed in agdance with state law. This a political subdivision

of the state.[Revenue Ruling 57-120, 1957-1, 310]

Example: A Connecticut soil and water congation district was faned as a
private nonstock corporation by privatelividuals. The state had authority to
assist private individuals in foimg conservation districts but did not have the
power to oprate themThe private indiiduals had complete control over the
corporate operations, revenue and expgares. Therefore, the soil and water
conservation district is not a wholly-ownetstrunentality of the state. [Revenue
Ruling 69-453, CB 1969-2, 182]

Fire associations. Fire associ@ions may or may notbe ingrumentalities, dependingro
whether they are under public or private control.

Example: A fire association was organized puant to an Oregon state law that
required all forest land in ¢éhstate to be adequatelypcted fronthe dangers of
fire. While the fire association was orgaed as a result of an Oregon law, it was
organized and operated for theitoal benefit of its members, and was not an
instrumentality of the state. Furthermmrexcepfor the work it perforred on a
cost basis for the state and federal gowert, the association derivedost of its
support from assessmts made on its mmbers. [Revenue Ruling 70-483, CB
1970-2, 201]

Example: Under the law of the state oPennsylvania, townships have the
authority to purchase fire engines and paratus out of general township funds
for use of the township and to appropgiatney to fire corpanies located in the
township in order to secure fire protien. Members of volunteer fire depaents
organized under the laof Pennsylvaia are employees of the political
subdivision. [Revenue Ruling 70-484, CB1970-2, 202]

Associations that Promote a State or Municipality. State sponsorship of prational
activities is not suficiert to raise anassociation to instruentality status.

Example: A municipal league coprised of quéfied officials of member cities
or villages, but with no control and supision vested ira public authorityis not
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a state insumentality. The League’s actives cansisted opublishing a monthly
magazine faturing articles on goverrental metters, conducting conferences and
sponsoring and participating inumicipd law institutes and seimars. The state
had no statute for the incorporationaofeague of this nature as an
instrumentality. [Revenue Ruling 65-26, 1965-1, 444]

Note: Sone state stautes specifcdly creae cetain associaons as insumentalities.
A review of the establishing legislationresquired to rake a status deteination.
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Chapter 3

Wages and Employment Taxes

All employers, including governmental ergs, who employ workers are subject to
employment taxes on wages, except whieedaw provides specific exceptions. The
Internal Revenue Code defines wagad covered employment (section 3121).

Taxes under the Federal Insurance ContributAetsconsist of Old-Age, Survivors and
Disability Insurance (social security) and dieare Hospital Insurance (Medicare) taxes.
The Internal Revenue Code (IRC) sectdd®1 imposes tax on the employee, and section
3111 imposes tax on the employer. The stateaal entity must withhold and pay over
the employee’s part of the taxasd must pay the employer’s part.

In addition, employers are generally requivedlier section 3402 teithhold income tax
from wages.

Section 3301 imposes the Federal Unemployment Tax (FUTA) on employers.
“Employer” for this purpose is defined gection 3306. However, government entities are
generally exempted from thiax by section 3306(c)(7).

To be subject to social security, Medicavejncome tax withholding, workers must be
employees of the organization paying them. The determination of whether workers are
employees can be a complex one and is the subject of Chapter 4.

Form SSA-1945

Effective January 1, 2005, the Social Saguprrotection Act oR004 requires all state

and local government employers who hire reaployees not covered by social security
are required to provide Form SSA-1945t8ment Concerning Your Employment in a
Job Not Covered by Social Security, to tieav employee before employment begins. For
more information, go tavwww.socialsecurity.gov

Employer Identification Number

IRS keeps track of individual taxpayers by using a taxpayer igeith number (TIN

For individuals, the TIN isthe social security number. &e and local entities use
Employer Identification Number&INs) assigned by IRS to identify their tax returns.
EINs should be used on all employment tax returns, information returns and
correspondence with the IRS. Generally, eamimty, city, schoadlistrict and other
governmental unit will have a unique EIN. Howeuhis is not always the case within
state governments. Many state agencies may use an EIN assigned to another agency;
some larger state agencies may use a unique EIN.


http://www.socialsecurity.gov/

When one municipality anneg@nother, or when schookticts are comined, the EN
of the annexed area or abolished distitcitdd no longer be used, as it is no longer a
separate entity. Wen an uninorporated area is incorporatédhecones a separate gty
and nust obtain its own EIN. To obtaia new EIN, complete a Forn5S-4.

Check the EN for accuracy and completess oneach tax doument subnitted. When an
incorrect BN is used, tax payents can be credited to the wrong account.

Note: EINs beginning wth the digts 69 are SSA-assigned employer
identification to report earnings for tgears prior to 1987, but are no longer used.
Prior to 1987, these nurars were assigddor new nodifications to $ction 218
Agreenents, and then used to procesgye reports. Many ates have a filing
systembased upon the 69-nln@r and, thereire, continue to sequentially assign
69-nunbers for internatecordkeeping purposes.

Social Security and Medicare Wages

IRC section 3121(a) provides thadgesinclude all remaneration for emloyment,
whether paid in cash or in semther form unless specifically exclad by statte. Sme
exanples of wages for social securitgchMedicare purposes include salaries, fees,
bonusesprizes, awards and commssions. It is immateal whether the payments are
based on the hour, weekpnth, year, mcework,or on a percentage basis.

The social security wage and benefit baseblishes the amimum amount of wages
subject to tk social seaity tax per year.

e For 2006, this amunt is $94,200. The aantis adjusted each year. (Beginning
in 1994, there is no wage baseitifior Medicare tax.)

e If an enployee works for mare than oe enployer in one calendar year, excess
social security taxes ag bewithheld. In order to get refund of the excess social
security tax withheld by the grtoyers the enployee shows the overpagnt on
Form 1040.

Employers, however, may not claim a refunaddese each employer is responsible for
withholding and paying sociakecurity tax on wages paid to eachpémgee up to the
wage base.

For the purpose of deteming responsibility fo reporting wages, a state is considered to
be one employer and each political subdivisioconsidered a separate employer. An
enployee who transfers fromne state agendy another during a cahdar year does not
change emloyers.The state should withhold and paysd security tax only up to the
wage base for that gatoyee. An employee who transfersrfra state agncy to a

political subdivision, a city or countpas changed gployers. Each eployer nust

withhold and pay social security tax tgpthe wage base for that ployee.

Noncash Payments

Generally, noncash pawntsare wagesubject to social sedty and Medicare. \&ges
paid in a nedium other than cash should be qarted based on the fairanket value at

3-2



the time of paynent. The &ir market value nay be based on the pralmag value ofthe
items in the locality or pon a reasonable value estsiéd for other purposes.

Back Pay

Back pay is pay received in a tax yeardotual or deeed employnent in an earlier
year. For soial security overage and benefit purposeal,back pay is wages except
amounts specifically and legitiately designatedtherwise, e.g., intesg, penalties, and
legal fees. Br tax purposes, back pay is tredas wages in the year received and is
reported on FormiV-2 for that year. Sociaecurity and Medicare tax and incetax
withholding apply in the year of payntat the rates in effect for that period.

The period ér which back pay is credited asges for social security purposes is
different if the back pay is awarded undestatute. However, pawnts of back pay

under a statute will rean posted to the eployee’s social security earnings record in the
year reported on ForiW-2 unless the eployer or employee notifies the SSA in a
special, separate report of the paptrof back pay under a statute. If this is done, SSA
can allocate the statutory back pay todperopriate periods.€®e IRS Publication 957,
Reporting Back Pay to the Social Security Admstration, for nore information.

Fringe Benefits

Generally, fringe benefits ust be includd in an employee’s gross incoemand are
subject to soial security and Medicare as las incone taxes. Fringe benefits include
vehicles for personal use, tickets to entert&nt or sporting eventgtc. Sore fringe
benefits are nontaxable. See IRS IRalbion 15-B for further details.

The IRS offce of Federal, State and Lo¢abvernnents (FSLG) has created a Taxable
Fringe Benefits Guide designed specificdtly governnent employers. You can see and
download this publication atww.irs.gov/govts

Business Expense Reimbursements

Paynents toenployees for tragl andothe ordinary and necessary expenses of the
enployer’s business generally are wages suligesocial security and Medicare and
withholding unless paid under &accountable plan”. See Rsection 62(c) and section
1.62-2 of the IncomTax Regulatios. There are three rdgements for an accountable
plan”;

1) The expenses ust be deductible as buess expenses incurred while pearing
services for the eployer;

2) The enployee nust adequately acoat forthe expenses to the phayer within a
reasonable period of tiemand

3) The enployee nust return any aounts inexcess of expenses within a reasonable
period of tine.
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Allowances at the federaltes or less for iteage,lodging, meals and incidental
expenses are deeshsubstantiated.

Employer-Provided Vehicles

If an enployer provides an ephoyee with unestricted use of a vehicle, the goyee
receives aoncash fring benefit an the vale is required to be included in incenThe
value of the vehicle is oluded in incore unless the eployee substantiates its business
use. See IR section 274(d) and section 1.274-5T, Inedrax Regulations.

There are three ethods for determing the value of the &sof a vehicle:

e Cents-pemile rule
e Commuting rule
e Leasevalarule

These rules are digssed in IRS Publitian 15-B, Enployer’s Tax Guide to Fringe
Benefits and in the FSL Taxable Fringe Benefit Guide, availablewatw.irs.gov/govts

An employee is allowed to exclude fromcame the value of any property or services
provided by the eployer to the extent thaf,the enployee paid for the property or
services, the payemt would be allowablas a business expense deduction. See IRC
section 132(a)(3). This is cafla working condition fringe.

Under certain circustances, the value af‘qualified nonpersonal use vehicle” can be
excluded from incomasa working conditon fringe. A qualified nonpersonal use vehicle
is one that, due to its nature, is not likely to be usecrthan a rimimal amount for
personal purposes. This includes, for eghaya clearly narked police ofire vehicle, a
flatbed truck, a school bus, doance, etcAn employee does not have to substantiate
the business use of a qualified nonpersonal usielean order to exclude its value from
income. Se IRC section 274(d)(i) or Publication 15-B.

Cafeteria Plans

Cafeteria plans, including flexible spendiarrangemnts, are benefit plans under which
enployees can choose froamong @sh and certai qualified benefitsBenefits provided
under a cafeteria plan are sulbjersocial security and Mezhre taxes on the sarhasis
as they would be if provided outside therpldf the enployee elects qualified benefits,
employer contributions are exalled fromwages for incomtax purposes if the benefits
are excludable fromgross incone under a spedif section of the Internal Revenue Code
(other than scholarship and fellowship geannder section 117 and ployee fringe
benefits under section 132).

The cost of group-terrife insurance thas includible in incore only because the
insurance eseeds $500 of coverage isansicered a qualied benefit. Generally,
gualified benefits under @afeteria pan (includng health andaccideminsurance) are not
subject to social securignd Medicare taxes or incetax withholding. Hwever,
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group-termlife insurance that exceeds $50,@¥@overage and adoption benefits are
subject to social securitynd Medicare taxes, but notitccome tax withholding, even
when provided as qualified benefits in a cafigt plan. If an emplyee elects to recesv
cash instead of any qualified benefit, itnsated as wages subject to all empleyin
taxes. See IRS Publication 158nployer’s Supplemental Tax Guide, for further cttails.

Meals and Lodging

The value of reals and lodgings not wagesf furnished on the business priees of the
employerand for the convenience of the @hoyer. Trere is one additional requiremit
that apfies to lodging: tke enployee must beequired to accept lodging as a conditioh
employment. See IRS Publication 15 forame information.

Deceased Employee’s Wages

If an enployee dies during the yeargtlenployer nust report the accrued wages,
vacation payand other copensatiorpaid afte the date of death. If the grioyer nede
the paynent in the ame year tle employeelied, the paymnt and social security and
Medicare taxes ost be reportedn FormW-2. On Fom W-2,the enployer should show
the paynent as social security wages (boxaBd Medicare ages and tips (box 5).hHe
social security and Medicare taxeshineld should appear in boxes 4 an®6.not show
the payment in box 1.

If the paynent was nadeafter the year of death, it shauhot be reported on For\i-2
and social security and Medicaexes should not be withliklSee the Instructionsif
Forms W-2 and W3 for nore information.

If the paynent is made after the yeaof death, report it in box 3 ¢form 1099-MISC,
Miscellareous Incone, as a paymnt to theestate or beneficiary. Use the raamd
taxpayer identification nuber (TIN) of the estate or beneficiary on Form 1099-MISC.
See Revenue Ruling 86-109, 1986-2 C.B.196.

Sick Pay

Sick pay is an apunt pad to an erployee beause of sickness or injury. Sick pay is
generally subject to sociakcurity and Medicare taxesdincome tax withholding if
paid by the emloyer. Theemployer withholds on the basis of the ployee’s Formw-4.
Sick pay is somtimes paid by a third partguch as an insuraa conpany or employee
trust. The rules on itd party withholding, payingrad reporting social security and
Medicare taxes differ, depending upon whetherthird party is an agent of the ployer
or an inswer and the tersof an agreeent between the gutoyer and agent or inger.

If the third party payer does not withhaofecone tax, the employee ag request incom
tax withholding by giving the third party a fio W-4S (Request for Federal Incemax
Withholding fromSick Pay).

The following types of sick pay or injury pay aret subjectto social security and
Medicare taxes:

1) Payments received under a worker’s geensation law,
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2) Paynents, or portions of payents, attribudble to the eployees’ contributions to
a sick pay plan,

3) Paynents made for the sasickness or injty more than six onths after the last
calendar ranth in which the employee worked.

See IRS Publication 15-A forare details on third-party sick pay.

Vacation Pay

Vacation pay is wages and is subject to samalurity and Medicare tax and income tax
withholding. When vacation pay is ade inaddtion to reguar wages for the vacation
period, witthold as if tke vacation gy were a spplenental wage payemt, discussed
below.

Federal Income Tax Withholding

Employers are required to withhold fedkirscome tax from the wages paid to
enployees. The withheld amant is creditedo the employees’ individual incorataxes.

The anount of federal incomtax withheld depends on five factors:

1) Payroll period,

2) Employee marital @itus,

3) Amount of wages,

4) Number of withholding allowanceslaimed by the erployee, and
5) Additional amounts the employee requests to be withheld.

Each employee should be provided with a Fovit4 to claim the appropriate nioar of
withholding allowances and identifyanital status. The signed ForWi-4 nust be kept
on file for each emloyee. If an employeedoes not complete a FormN/-4, the employer
is required to withhold tax as if teenployee were a single person claigino
withholding allowances. If not enough taxwghheld, the employemay be subject to
penalties.

Employers are no longer required to subcertan Forms W+4 to the IRS with Forn941.
The IRS nay contact you withnstructions regarding ithholding for a particular
enmployee. See Publication 15 for more inf@tnon.

There are tw common ways to detemne the amount of fderal income tax to be
withheld: the wage bracketatmod and thgercentage ethod. Tables for both ethods
are found in IRS Publication 1Blternative nethods of wihholding are explained in IRS
Publication 15-A, including ethods for anualized wages, average estted wages,
cunulative wages, and part-year emplagmb methods.

Generally, the wage brackeethod is the eass to use. However, for amounts of pay or
pay periods not included the tables, the percentagethod nay be needed. Any
method may be used if it achievespproxinately the sara withholding.

Section 457 Plans

Many public enployees participate in nonquadifl, or section 457, plans. These plans do
not meet the eligility f or special teatrent that applis to qalified taxdeferred beefit
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plans. Section 457 of the Internal Revenwel€governs their treagnt. Deferrals to an
eligible section 457(b) deferred cpansation plarare generally subjetd social security
and Medicare taxes at the later of theetil)when the services givg riseto the reléed
conpensation are perfored or 2) when there iso substantial risk of forfeiture of the
rights to the amunts. For further inforationregarding social sectlyiand Medicare tax
withholding and reporting on asant deferred into eligible deferred cpemsation plans,
see Section VI of Nate 2003-20 in the Appendix.

Amounts deferred into an eligible sectidsi7(b) deferred compensation plan are not
subject to imome tax withholding util they are dstributed fronthe plan or rade
available to the participant or beneficiaBar further infornation regarding incomtax
reporting and withholding upon amnts deferred into and distributed from eligible
governnental deferred copensation plas, see 8ction IV of Notice 2003-20.

Supplemental Wages

Supplenental wages are cqgansation paid to an grtoyee in addition to the guioyee’s
regular wages (e.g., overtnpay, severangey, awards, back pay, pagnts for non-
deductible moving expenses, etc.). Sup@etalwages are subject smcial security and
Medicare and incomtax withholding.

If an enployer pays suppleental wages with regular wages but does not specify
amounts of each, incoetax shoid be withheldas if the t¢éal were a sinig paynent for
a regular payroll period.

If an enployer pays suppleental wagesepaately (or conmbines themin a single
payment and specifies the aunt of each)the incone tax withholdng nethod depends
partly on whether the goloyer withheld incora tax fromthe enployee’s regular wages.

If the enployer withheld incora tax fromregular wages, one of the followingethods
for the supplemantal wages can be used:

1) Withhold at a flat 25% rate (2009

2) Add the supplemntal and regular wagdor the most recempayroll period
this year. Then figure the incatax withholding as if the t@l were a single
paynment. Subtract the tax already klield fromthe regular wages. Mihold
the renaining tax fromthe supplerantal wages.

If the enployer did not withhal incomre tax from the erployee’s regular wages,atiod
2 above should be used.

Federal Unemployment Tax Act (FUTA)

The Federal Urmeployment Tax Act (FUTA)rovides a federal-state insurance system
for workers who lose their jobs. Mastrployers pay both a federal and state
unenployment tax. ates and the politica subdivisions are exgphfrom paying tax
under FUTA. However, state and local goveamt enployees, withcertain exceptions,
must be covered by state ur@ayment inswance. Contact your state ployment or
labor agency.
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FUTA Exception for Indian Tribal Members

As of Decenber 21, 2000, Indian tribeseatreated simrarly to state and local
governnents when they participate in tikederal-State Unemmyment Conpensation
(UC) program. This is due to the Consalied Aopropriations Act 2000 (CAA) that was
signed in to law on December 21, 2000 (Pubbw/INo. 106-554).

As a condition of participation in the UCqgram, services perfoed in the erploy of
tribes generally are no longer subject te Bederal Uneployment Tax Act (FUTA), if
they participate in state un@loyment tax.

If an Indian tribe fails tanake required payents to the state’s ung@oyment fund or
paynents of penalty or interest, then thieeérwill becone liable for the RJTA tax and
the state ray renove tribal serices fromstate UC coverage.

In the eent a tibe does not et the requements ofthe UC programthe IRS will be
notified. Orce the IRS isotified, the tibe will become liable for filing Form940,
Employer’s Annual Federal Unemployment Tax Return) with the IRS.

Advance Earned Income Credit

The Earned IncomCredit (HC) is a tax cedit for workers who have earned ina®m
below specifc thresholds. Eligible employeean choose to collegiart of the earned
income credit during the year froiieir enployers with their paywecks, or they can
claimthe entire amunt on their taxeturns at there of the year.

Eligible employees who want to receive ade@ EIC payments during the year with their
pay nust complete Form V6, Earned Incme Credit Advance Payant Certificate A

state entity is required toake advance EIC payents to eligible eployees who

conplete a Form\/-5. See IRS Publication 15.

Form W-5

On Fom W-5, an employee states that he sie expects todeligible for the EIC and
shows whether he or she lesertificate in effect witlany current eployer. The
enployee also shows whether he or sheasried, and, if narried, whether his or her
spouse has a certificate in effect with arplayer. An enployee nay have only one
certificate ineffect with a current eployer atone tire. If an employee is married and his
or her spouse also works, each spouse dHdela separatedkim W-5. FormW-5
remains in effect until tke end of the cahdar year unless the ployee revokes the
certificate or files another onEligible enployees st file a new certificate each year.

An advance EIC payant is nhot wages and i®t subject to withholding ahcone tax or
social security and Medicare taxes. Atvance EIC payent does not change the @umt
of income tax or social secuty and Medicare taxes withhefcom the employee’s wages.
Add the EIC payrant to the employee’s net pay for the pay periodhéh the FornWw-2

is conpleted for that year, show the total advance EIC paysnin box 9, “Advance EIC
Paynent,” of Fom W-2. Do not indiide this araunt in the “Wages” box.

3-8



Advance EIC paymnts becom in effect, acredit against the goloyer’s Form941 tx
liability. Show the tothpayments made tenployees on the advance EIC line of Form
941, discussed below. Subtract thisoaimt fromthe total taxes. (Sebe instructions for
Form941.)

Required Notice to Employees

State and lcal ertities are reged tonotify enployees who have no incatax
withheld that they @y be eligble for atax refund because of the EIC. Employers are
encouraged to notify employees eligible EIC. Eligible employees ay get a refund of
the anount of EIC that exceeds any tax theye. For further inforration on eligble
employees, how to figure advancéEpaynents notification requirerents, refer to IRS
Publication 15.

Form 941

Form 941, Employer’s Quarterly Federal TaxeRirn, is used to report total wages,
wages subject to social se¢yrand Medicare tax and federal inoetax and to reflect
the tdal enployer tax liabilities. Agricliural employers fle Form 943, Employer’s
Annual Tax Return for Agriculturalrgployers.

To prepare Form41, ptal wages and copenstion must be determed. Wage
paynments are inclugd in the quarter in with they are paid. For exagpte, an erployee
works for the county on March 20utds notpaid until April 5. In this situation, the
enployee’s wage payent is included in thesecond quarter when the pagmh is nade,
not the first quarter when the work wasne. Total wages and cpanstion entered on
line 2 of Form 941 includes all paymentstoployees. Examples of these pagmis are:

1) Wages, salaries, conssions, fees, and bonuses;

2) Vacation allowances;

3) Dismissal pay and severance pay;

4) Tip incone; and

5) Noncash payments, goods, lodging, food, clotig or services given instead of
cash.

Wages from which social securitycaMedicare tax mst be withheldline 63 may differ
from total wages. Earningsver the annual wage base aot subject to the OASDI
portion of social security tax. Howevergtie are o limits on the earnimgs subjetto
Medicae ta (line 7). The totd income tax withheld(line 3) includes all federal ircome
tax withheld fromall employees for #calendar quarter covered by the return.

Form941 must be filed with #IRS by the last day of tieonth following the reporting
quarter. The first quartertten covering January thagh March is due by April 30 If

all taxes are deposited when due, the@leyerhas 10 additional days after the due date
to file the reurn. If the eturn is not fled by this date, the empfer may be subject to
penalties ad interest in addion to the tax on the return.
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Form 941c

To corret errors in socl secuity and Medicare taxesdm prior quartersmake
adjustnents on line 9 of Form41 for the quder in which the error was discovered.
Explain the adjustents on FornB41c (Supportig Staterant to Correct Informtion) or
on an attackd staterant. The explaation shold include:

1) What the error was,

2) The ending date of the quartarwhich the error was adle,

3) The anount of the error,

4) The ending date of the quartarwhich the error was found, and

5) Additional requirenants found on the Forré41c
Report the adjustemts on line 17 of Forr@41 oron Schedule B of For 941, as
explained in the instructions.

Form 944

Beginning in 2006, certain taagers with very mall payrolls will be regired to repot
their enployment taxes on an annual basistéad of the quarterly For@#1, they can
file an annual Forn944, Enployer’s Annual Employnent Tax Return. The deposit
requirenents, discussed below, remairetkane as for quarterly filers. & more
information on eligpility, see Circliar E or vig www.irs.gov.

For purposes of this discussion, Form 941 includes Pd4n
Depositing Taxes

Employers deposit federal grloyment taes by using thelEctronic Federal Tax
Paynent Systen{EFTPS) or by mling or deliveing a check, rmaney order, or cash to an
authorized financial institution. Saenployers are required to use EFTPS. See
information on electronic deposit requirents below.

Two additianal alterratives br the depositing ofincome tax withheld upn distrbutions
from eligible section 457(b) plans (and foettreporting of such depits) are prowedin
Section IV.E of Notice 2000-38

Electronic Deposit Requirement

In order to @étermne whether youentity is required to use ETPS to deposit taxespuy
must “look back” to its total tax deposits (bugs social securitgnd Medicare taxes and
excise taxes) in the second prior yearfiewan entity’s tothdepositoy taxes exoceds
$200,000 a year, it is required t@ke depois using EFTPS for depositsade after
Decenter 31 of the following year. For exain, if your entitys total deposit of
depositary taxes in 20@kceeded #0,000, then you ost meke all deposits throuyg
EFTPS for deposits ade after December 31, 200@nce an entity is required to deposit
through EFTPS, it st continue to use EFFAS in all saceeding years regardless of the
amount of deposits it mkes. Enployers who a not required to ake electronic deposits
may voluntarily participate in EFT®. Forinformation on EFTPS, see IRS Publication
966, or call toll free 1-800-945-8400 or 1-8885-4477. (These nuwers are for EFTPS
information only.)
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Separate Deposit Requirements for Nonpayroll (Form 945) Tax Liabilities

Separate deposits are required for nonpayrobme tax withholding. e deposit rules

to figure when deposits must beashe are tkb sane as for employrent taxes; however, do
not conbine deposits for eployment tax liabilities with any other deposits, such as those
for Form 945 (Annual Return of \ithheld Federalncome Tax). See thenstructions for
Form 945 for details.

When to Deposit

There are tw schedules—inthly or senweekly—for deposit of federal gstoyment
taxes. These schedules tell when a deposit imflaea tax liabilityarises (e.g., payday).
Before the bginning of each calerd yearenployers nust deternme which of the two
deposit schedules they are reqdite use. The deposit scheduked is based on the total
tax liability reported on ForrB41 orForm943during a four-quarter lookback period as
discussed belowl he deposit schedule is not determined by how often employees are
paid.

Lookback Period

The deposit schedule for a calangear is @ermined from the tdal taxes (not redaed
by any advance EIC paynts) reported oRorms 941 (line 11) in a four-quarter
lookback period. The lookback period beginky dJuand ends June 30 of the preceding
year. If the employer reported $50,000 or lelstaxes for the lookback period, it is a
monthly schedule depositor; if it reported nore than $50,000, it is miweekly

schedule depositor.
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Federal Tax Deposit (FTD) Fast Facts

If the employer is a... And the payroll date is... | Then a deposit must be
made:

Monthly schedule depositor Any time during the ronth | On or before the T50f the

($50,000 or less during the month

lookback period)

Semiweekly schedule Saturday, Sunday, Monday,On or before the following

depositor(More than Tuesday Friday

;$50k,800kdur|pg dthe Wednesday, Thursday, On or before the following

ookback period) Friday Wednesday

Special Rules:

$2,500 Rule: Taxes less than $2,500 in a quarter do nettia be deposited if paid with
a timely filed return.

$100,000 Next Day Rule: $100,000 or rare within a deposit period ust be deposited
on the next banking day. Monthly depositbexone saniweekly depositors on the nex
day and reran so for the rer@nder ofthe year and all of the following year.

Accuracy of Deposit Rule: An enployer who inadvertentlunder-deposits will not be
penalized if the shortfall 8100 or 2% of the amount of @loyment taxes required to b
deposited. Balance due must be depdditea shortfall rake-up date. See IRS
Publication 15 for details.

Deposits on Banking Days Only: If a deposit is required to beade on a day that is no
a banking day, the deposit is considerecetynmade if it is made by the close of the ne
banking day. In addition to federal andtstbank holidays, Saturday anagh8ay are
treated as non-banking days.

Special Rules for Non-banking Days: Semweekly depositors get at least three banki
days following the clse of the semweekly period by which to deposit taxes acclated
during the seimveekly period. For mormformation, see IB Publication 15.

(1%

|
Xt

For nore information on deposit tas, see IRS Publication 1Bmployer’s Tax Guide
(Circular E). For nore information on the Elgconic Fedeal Tax Deposit Systensee
IRS Publication 966.
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Penalties, figured as a percentage of thewarthdue, apply in the following cases:

Deposit Rate
1-5 days late 2%
6-15 days late 5%

More than 15 days late, but paid by th& tay after notice and demd. | 10%
Notice and demnd date is the assesamh date (23C date).

Taxes still mpaid afer the 18 day following notice and deand for 15%
paynent

Failure to deposit 10%
Amounts subject to electronic depdsitt not deposited by HPS 10%

Interest and Penalties

Tax that is not paid when due or in tharmer required @y be subject to civil penalties
as well as interest on the aont due

Interest

Interest is assessed on any taxes due anddynpaiddition to any penalties thagyrbe
imposed. Specific provisions allow an gloyer who has @le an undercollection or
underpayrent of social secuty and Medicare taxes ordame tax withholding to rake

an interest free-adjustnt (IRC sectior6205(a)(1)). The following two requiresmts

must be rat: 1) Correction of the error mstbe nmade in the period in which the error was
ascertained; and 2) Paymentloé tax nust be made no laténan the due date of a like
return for the return periad which the error was asceiriad (e.g., quarter ended March
31 is due April 30). In addition, additionaktdue as a result of an IRS exaation or
ruling may qualify for an interest-free adjustnt.
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Penalties

Employment Tax Penalties - The following are the wstcommonly assessed penalties
related to employent tax. There are penms for filing a return late and paying or
depositing taxes late unletgere is reasonable cause.

IRC Penalty assessed for: Penalty Rates:
Section Failure to file a tax returrfdilure to 5% of the tax due per amth up b
6651(a)(1) | timely file) 25%
Section Failure to pg tax shown a the return 0.5% (one hdl of one percent) of
6651(a)(2) | (failure to timelypay) (imposed if the the tax due pemonth up t025%
amount of taxshown orthe return is not
paid onor before the presidred date)
Section Both failure to tinely file and failure to | When bok penalties apply for an
6651(c) timely pay month, the failure to file pealty is
assaesed at 4%
Section Failure to file certain information returnsimposes a pwalty for tip income
66520) and registration statgents etc. (failure | unreported tahe enployer; the
to file information returngiot covered | penalty is 5@ of the enployee
under oher sections) social seurity and Medicare tax
on the unreported tip income
Section Failure to make deposit tdixes on the | The penalt for failure tomake
6656 date prescribe (failure byanyperson to | deposit of taxes is assedwhen
deposit in a gvernment depositoy) there is a failre to timely deposit,
in the prescribed amner, he
correct anount of taxes

a) 1-5dyslate =2%

b) 6-15 dyslate = 5%

c) More than 15ays, but
paid by the 10" dayafter
notice and deand (notice
and demand date is the
assesnent date (23C
date) = 10%

d) Taxes still unpaid after the
10" day following notice
and demand, or unghas
of the date onvhich
notice and deand for
immediate pgyment is
given =15%

Section Underpaynent of enployment taxes dug 20% of the utnderpgment
6662 to disregard of the rules and regulationsattributable to negligence or

(accuray-related)
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Information Reporting Penalties - The following are the wst canmonly assessed penalties as
they relate to informtion reporting:

[

IRC Penalty assessed for: Penalty Rates — In General:

Section Failure to file correct information returnisThe penal for failure to fie

6721 on orbefore the requiredlfing date or information returns without all
failure to include all infamation required anaorrect information
required to beshown orthe return (or (including missing, incorrect and/o
where theresincorrect information unissued TINS) is $50 foraeh
shown) failure to a maxiram of $250000

per calendayear

Section Failure to furnish correct pag When there is failure to foish a

6722 statements on or before ttate timely and correct page statment,
prescribed to the personwdomsich the penalt is $50 foreach failure,
statement is required to b&rnished, or | not to excee®100,000 pecalendar
a failure to include all of the information year
required to beshown orthe paye
statenent or where the information is
incorrect

Section Failure to comply with other specific When there is failure to cauty

6723 information reporting requements on or| with anyinformation reporting
before the prescribedhie (usually requirenent, the penajt is $50 for
related to failure to furnish a TIN) each failurenot to excee&100,000

per calendayear
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Chapter 4
Determining Worker Status

It is critical for any entity paying comperigm to determine whether the workers are
employees. When making a worker status rdeteation the primary question is whether
the worker is an employee or an independemniractor under .hhicommon-law standard.
Generally, whenvorkers are employees, the government entity that employs them must
withhold and pay employment taxes. Employitniexes consist of federal income tax
withholding, Old-Age, Surviva and Disability Insurancexdsocial security tax) and
the Hospital Insurance tax (Miedre tax). The social sedtyrtax and Medicare tax make
up the Federal Insurance Cobtitions Act (FICA) tax.

When workers are independent contractors, the governmental entity may have
information-reporting responsibilities, but is not required to withhold and pay
employment taxes on behalf of the worlk®&tate and local governments generally pay
FICA tax concerning employees coverender section 218 Agreements and on
employees not covered by a public retiretrsyrstem, and generally pay the Medicare
portion on all other employees hired afiéarch 31, 1986. State and local governments
do not pay taxes under the Federal Upltyment Tax Act (FUTA) but state
unemployment taxes may apply.

This chapter deals with worker classificatand emphasizes quiess that confront
government entities, espatty the common-law distinction between employee and
independent contractor.

Workers Covered Under Section 218 Agreements

States can enter into agreements with &Sprovide social security and Medicare
coverage for their employees pursuant to section 218 of the Social Security Act (Section
218 Agreements). To determine whether thages should be withheld, the first question
for a government entity is whether the workem a position covered under a Section
218 Agreement. If a group of workers is covered under a Section 218 Agreement, the
Agreement cannot be terminated or modifieé@xclude that coverage group. Employees
who are not covered under a Section 218e&grent are generally subject to social
security and Medicare unless they participate in a puodiiement system. However,
Medicare taxes generally apply to wageslbktate and local government employees
hired after March 31, 1986. See Chaptesdsjal Security and Medicare Coverage for
further information.

Indian tribal governments arot treated as states for poses of Section 218. See IRC
section 7871.



Common Law Rules
Common Law Standard

For enployment tax purposes, an employeealefined as “any individual who, under the
usual common law rulesppliable in detemining the employer-enployee relationship,
has the statof an enployee” (Intenal Revenue Code (IRC) §3121(d)(2The
common-law rule for detenming whether avorker is an employee is whether the
service recipient (i.e., the goverem entity) has the right to dect and control the
worker as tdhe nanner and raans of the widker’s job performance. In other words,
does the entity have the right to tell therkey not only what shall be done but how it
shall be done?

All the factsand circurstances mst be considered in deand) whether a worker is an
independent contractor or an gloyee. Thedctsfall into three nain catgyories whether
the entity ha the rght tocontrol the behavior of the wker; whether ta entity has
financial catrol over the worker; ad the réationship of the partg including how they
see their relationship. These facts are dised inthe chats below, with gecid
enphasis on those affecting goveremhenployers.

Behavioral Control - Under this categoryatts show whether the entity has a righ
direct and control how the worker perfathe specific taskor when he or she is
engaged. Many ties, when workers perforther tasks satisfactorily, the entity does not
appear to exerciseunh control. The questn, however, is Wether there is a right to
contrd. If the entity has the righo do so,it is na necesary that it actally direct and
control the nanner in whichthe services are perfosah
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Instructions,
Training, am
Required
Procedures

An enployee is generallyubject to thegovernnent entiy's instructions about
when, where, and how teork. The empdyer has established pdks, which the
workers areaquired to learn and followDaily or orgoing instructions regarding
the expected tasks agspeially indicative of erployer status. Traing is a
classt means of explaining detailed nietds angbrocedures to be used in
perforning atask. Periodic or ayping training abait procedures to be followed
and nethodsto be used indicates that the@aoyer wants the services penfozed

in a particular manner. Thigge of taining is strong evidence of amployer-
enployee relationship. éf instance, potie and firefightersnust be trained to
comply with departnental rules and regulations. Thedonothave the
independence charactgit of independent contractors. A state dmnequires
that animal controbfficers receive sifte-sponsored training. A statute requires t
inspectors of sanitariacilities be traind and state-certified. These facts ar
indicative ofa right to control. Electioworkers are @&ined to follow uniform
procedures established ftetpolling plae. Theyare directed by a supervisor.
These fad suggest thewould typically be enployees. Government eployees
often work siject to regudtions and ranuds, whichspecifyhow their jobs are tq
be done. Tezers areaquired to receie periodic taining in deparnental
policies. They are required to atterreetings, to folbw an established
curriculum to use certain textbook® subnit lesson plans, and tbide ly
departnental policies concerning profe®nal condut However, some pes of
training or minimal instructions ray be povided b either an employee or an
independentantractor, intuding orientation or information sessios about a
governnent entity’s policies and volatary prograns for which thee is no
compensation.

Government
Identification

Government workermay be required tadentify themselves byvearing a
uniform, driving a narkedvehicle, etc. When an individual represents himself
herself asn agent of a government, tlgaves the individual anpgpearance of
authoriy. Wearing a unifom, displayng governnent identification,or using
forms and stationgrthat ndicate one is representing a goveentrare highy
indicative ofemployee status.

Nature of
Occupation

The nature othe worker'soccupation Hects the degree of direction and cahtr
necesary to detemine waker status. kyhly trainedprofessionals such as
doctors, accountants, lawyers, engineergoomputer specialistmay requirevery
little, if any, instruction orhow to perfom their specific services.

Attorneys, doctors and other professionals can impleyees, howver. In such
cases, the entity & not tran the individuals or tell therhow to practice their
professions, but ay retain other kinds afontrol, such as requiringork to be
done at government offices, controgii heduling, holidag, vacationsandothe
conditions ofenployment. Again, constistate statutes to detema whether a

professional position is dtaorily created. Onhe other hand, prodsionals can be

engaged in an independerade, busines&r profession in which theygffer their
services to the public, inadling governmengntities.In this case, thegnay be
independentantractors and not guloyees. In analing the statusf professional
workers, evidence of control or autongmith respect to the financial details is
especiallyimportant, as is evidence congigg the relationship ahe parties as
discussed below.

Evaluation

Evaluation gstems are used lwrtually all governnent entities tanonitor the

hat
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Systens quality of work perforned. This is nothecesarily anindication ofemployee
status. In analsing whether a governent entity's evaluationygsstemprovides
evidence of the right to control wogerformance, awsider how the evaluation
systemmay influence the workerddehaviorin performng the details of the job. |
there is a peadic, formal evaluation gstemn thatmeasures conpliance with
performancetandards concerning the ditgerfomance, the sstam and its
enforcenent areevidence otontrd over the workers’ behavior

Financial Control - This second category includesaraince of whether the entitontrols the
business and financial aspects of the workadsvities. Employeesdo not generally have the risk
of incurring a loss in the course of their woblecause raployees generallyeceive a salargs
long as thg work. An independent corgtictor has a genuine possilyilaf profit or loss. Facts
showing possibilig of profit or loss inclide: significant investamt in equipnent, tools or
facilities; unrembursed egenses, including the requirent of providing naterials or hiring
helpers; working ¥ the dg or by the jd rather thamn a contimous basis; having fixed costs
that must bepaid regardless of whether timelividual works; and payent base@n contract

price, regardless of what it costs to aopbish the job.

Method of | The method bpaymentmust be considered. An inddual who is gid a
Payment | contract priceregardless of what it costs to angwish the job, has genuine
possibility of profit or loss. An indivdud who is paidby the hourweek, or
month is tyically an enployee. However, this is nalways the case;
attornes, for exanple, usuallybill by the hour, evewhen they work as
independentantractors. An indiidualwho is paid ly the unt of work, such as
a court reposr, may or may notbe anindependent autractor, dependingn
the facts.

Offering | Another factor favoringndependent comactor status is whether the indiual
Services | makes his or her servicasailable to the public or &levant segent of the
to the market.

Public e Does the individual advertise?

¢ Does the individualise a private business logo?

¢ Does the individual mntain a visible workplace?

¢ Does the individual wdrfor more than one entif?

Corporate | If the individual is incorporated arabserves the cqrorate formaties, this
Form of makes it unlikely that hershe is an empiee of thegovernnent entity. (A
Business | corporate officer will be aenployee ofthe corporation.) The ere fact of
incorporation or use of a corporate name, however, does not trarsform
enployee inb an indepedent contraair. The corporation ost srve an
intended business functiam purpse, or be engaged in business.
Part-time | The fact that workers work on a part-timetenporary basis, or w& for more
Status than one entyt, does nbmake themndependent cordctors. A part-time,
temporaryor seasonal wdier may be an emloyee or an independent
contractor uder the common-law rules.
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Relationship of the Parties - The third category used tieternine worker status is
evidence of the relatiohg between thearties, including how they view their
relationship. The relationship of the pastis generally evidenced by examg the

parties’ agrements and actiawith respetto each other, paying close attention to those
facts that show not only how they perceiveithelationship, but also hotkey represent
their rdationship to a@hers.

For exanple, a fact illustrative of how the piges perceve ther reationship is the intat
of the partis as exprased in a written contict. A written ageenent descritng the
worker as an independent contractor is evigesf the parties’ intent, and in situations
where it is mclear whether a worker is ardiependent contractor enployee, the intent
of the parties, as reflected irethoriract, may resolve tle isse.

A contractual designation, in and of itdsowever, is not sufficient evidee for
deternining worker status. The facts andctinstances under which a worker performs
services are determative. The substance tfe relationship, not the label, governs the
worker’s status. (Eployment Tax Reguligon §31.3121(d)-1(a)(3)) The following item
may reflect the intent of the parties:

e Filing a Form W2 indicates the epioyers bdief that the worker is an employee.

e Doing busiress in cgporate brm, with observace of corporate drmalities
indicaes theworker is ot anenployee of the governent entity.

e Providing employee benefits, such aglpaacation, sick days and health
insurance, i®vidence thtthe entity regards the inddial as an eployee. The
evidence is strongest if the worker i®pded with benefits under a tax-qualified
retirenent plan, Section 403(b) annuity cafeteria plan becae by statute these
benefits can be provided only to ployees.



Discharge or [The circumstances under which a business and &etocan teminate their
Termination [relationship lave traditionally been cordegred useful evidence on the status of the
worker. Today, however, business prees and legatandards governing wonke
termination have changed. Under aditional anajsis, a governrent entity's
ability to teminate the work relationship at will, withopenaly, provided a tghly
effectivemethod o control the workerTheability to fire at will is indicative of
enployee status. In the tragbnal indgendent contractor relationghithe
governnent entiyy could terminate the relationshipnty if the worke failed to
provide the intended product or service, thus indicating that the business did not
have the righto controlhow the worlkwas perforned. Today a goverment entity
rarely has corplete flexibility in discharging employees. The reasts a government
entity can terminate ameployee nay be limited bylaw, by contract, or byts own
practices. Cnsequentlyinability to freelydischarge a worker, biself, no longer
constitutes persuasive evidence thattbeker is an independenbtractor.
Termination |A worker’s ability to terminate work at will was trationally constered to

of Contracts (illustrate that the worker merepyrovided labor andended tordicate an erployer-
enployee relationship. Isontrast, if tie worker terminated work, andypaert
could be refused, or the worker coblelsued for nonperforarce, this traditionally,
tended to idicate an independent coattor relationship. Taey, however,
independentantractors may enter shdgrm contracts for which anperfornance
remedies ar@nappropriateor maynegotate limits on their liabiliy for
nonperfornance. For exapie, professionalsuch as doctors armdtorney, are
typically able to terrmate their contractual relationship withqerelty.
Accordingly, the workers protection fordbility for teminating therelationship
does not necessarilpdicate erployee statusHowever, the governmestability
to refuse payment for unsatisfactavgrk continues to be indicater of indepenent
contractor status.

Nonper- Employers maysuccessfully sue gnoyeesfor substantial damages resulting from
formance of [their failure to perfornmthe services fowhich they were engaged. As asdt, the
Employees  |existence of nits on a worker’s abilit to termnate the relationship, by itself, is
less redvant in deterriming worker status. On the othieand, a govement entitys
ability to refuse payent for unsatisfacty work continues to beharacterisit of
an independ# contractorelationship.Becaug the meaning of the right to
discharge or terinate isso often unaar, and depengsimarily oncontract and
labor law, these fastshould be viewed with great caution.

Pemanency [The pemanency of the relationsig between the wéer and service recipient is
samewhat elevant to determining whether there is anpéoyer-emploge
relationship. i a worker is engaged withe expectation thahé¢ relationship will
continue indefinitel, rather than for a sgific projector period,thisis generally
considered evidence of intent to create apleyment relationship A long-term
relationshipmay also exist betweengovernnent ertity and anmndependent
contractor. Therenay be a long-terncontract, or corractsmay berenewed
regularlydueto superior service, capetitive costs, or lack of alternative service
providers. Pd-time, s@saal or tenporary workersmay also be employees under
the common law. The fadbdt workers do ndtave full-time, pananent status is
irrelevant to their classifation.
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Worker Classification - Summary

As is the caein almost dl worker classificaion cases, somfacts will support
independencontractor satusand otlers will support enployee status. This is becau
independent contractors are rarely totaltgonstrained in the perfoamce of their
contracts, and ephoyees alrst alwgys have some degree of autoryormhe
determination of a worker’s sttus, tlerefore resten the weigt given to the facts as a
whole, keeping in mmd that ncone factor is determative.

Public Officials

For enployment tax purposes, federal statutgs relevant Wwen deterriming enployee
classification. Furtherore, for incone tax withholding purposes, IRC 83401(c) states,
“the termemployee includes an officer, playee,or elected official of the Unitedt&es,
a State, or any political subsion thereof.” In other worg] an officer, employee, or
elected official of a state docal governrent is an emloyee for incora tax withholding
purposeskor purposes of FICA taxes piayee satus is determed under the comom
law control test unless a Section 218 Agredns in place and geifically covers the
position.

A critical factor for conglerdion in an erployee status deteination is whether tre is
a state constitution or statute establishing dtipos State statutessuld be reviewed to
deternine whether they estabiisenough control for the individuto be classified as an
enployee under the comon law test. Statutesagnstate tlat a specific position is that of
a public official, in which case @ne is lilely to be a right to control suficient to nake
the indvidual an employee. Statiesspecifythe duties of a publioffice and generally
establish the offices'superiorsand subordinates, if any. Sitds establish an official’s
termof office and sorstimes the compensati. They nay require that a public official
take an oath of office. Statutes oftestablish general arggecific penalties for
dereliction of duty. For instance ,embers ofboards who are paid for eacleeting they
attend nay face ternmation if they fail toattend a certain maber of neetings.

A public official has authorityo exercise the power of the govemthand does so as an
agent and employee of the government. Forrttason, the SuprenCaurt has held that
public officials are emloyees. A public offial perforns a govermental duty exercised
pursuant to a public lavBuckley v. Valeg 424 U.S. 1, 141 (1975). A public office is a
position created by law, holding a delegatidra portion of the sovereign powers of
governnent to be exercised for the benefit of the pulMetcalf & Eddy v. Mitche]

269 U.S. 514 (1926).

The IRC does not define the tefpublic dofficial”, but Regulation §1.1402(c)-2(b) gives
the llowing exanples with respet to theapgdication ofselfemployment tax to pulic
officials in ecific circunstances: a ayor, member of a legislature, county
comnissioner, staterdocal judge, justice othe peace, couy or city attorney, rarshal,
sheriff, constable, or a registrar of dee@ther examles include tax collectors, tax
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assessors, road conwsioners, and embers ofboards and comissions, such as school
boards, utility districts, zong boards, and boards of health.

As an example of the degree of control undeictvla public official waoks, consider city
attaneys in State A. State statutes establishpibsition and define it deat of an officer
and enployee. These statutes define the dutfiethe positio: the dy attorney is
required to direct all litigatin in which the city is a pastincluding prosecuting crimal
cases; to ragsent the city in Alegd matters in which theity or a dty officer is a pay;
to attend meetings of the comiasioners, dvise comnssioners, rayors, etc., on all legal
guestions, and approve all contracts agalleocunents. A city manager appoints,
supervises and controls the warkthe city attoney. The city attmmey must tak an @th
of office. These facts shothe inportance oftate staties in etablishing a right of
direction and control of a publafficial to classify themas a common law guioyee.

For the samreason, elected officials are seittjto a degree obatrol that typically
makes then enployees under the common lakilected officials are responsible to the
public, which has the power not to reelect thé&hected officials ray also be subject to
recall by the public or a superiofficial. Very few appoiregd officials have sufficient
independene such thiathey will na be consideed common-law ermployees. In any
event, elected officials are @hyees foincome tax withholdng purposes under section
3401(c).

Many other positiog sich as teacher arsthool superitendent, are established by
statute. The duties of these positions tikese of public officls are wtuorily
estattished. The quali€ations training and policies, whircthey nust ob®rve and
enforce, are estébhed by state or statuorily established public bodies.

Employee Status for Other Purposes

A state or federal agencyanhave nade deteminations of erployee status for worker'
compensation, rmimum wage, or other purpes. Different standardsay apply to
deternine worker clag$ication for federaknployment tax purposes. l@racterizations
based on state or non-tax laws should brgkesl with caution, and in some cases
disregaded,because thiaws or reglationsinvolved may use different definitiogof
enployee or be interpreted to achieve different policy objectives.

Identity of the Employer

In cettain caes it is ea tha the waok in question is performelly enployees, but it ray
not be clear which of two orore eriities, organizations or individuaisthe enployer.
This situation ray arise whemworkers are supplied or paiy one entity but work under
the direction of another (e, leagd workers).

The termemployer is defined, for incoetax withholding and reporting purposes, as the
person for whonan individual perforrmany sevice of whatever nate asan enployee



(IRC 83401(d)). There is an exception, fax purposes, if the person for whaoine
individual perforns the services does notyecontrol of the payent of the wages.
Then, the termraployer nmeans the person hang legal control of the payent of the
wages (IRC 8§3401(d)(1); Regulation §31.3401(d)-1(f)).

When a question is raised about the iderdftthe enployer, allfacts relating to the
enmployment must be considered. Copiesaniy statutory provisions relating to the
relationship should be reviewd@there is any provision ia statute or ordinance that
authorizes the ephoyment ofthe irdividud andthe indvidual is hired under this
authority, the individual is an grtoyee ofthe governrantal entity. If there is no
statutory authority, the idetyiof the enployer must be deterimed under the comom-
law control test.

Special Situations

Chore Workers - Workers who perform in-hoedonesticservices for recipients of
public assitance are soetimes referred to ashore workers. Under common-law rules,
these workers would typically be pioyeesof the individuals for whonthey provide
services because theyrk in the service recipients’ hasunder their direction. In soen
cases, state health and welfare agenciesresgsponsibility for reporting and paying
social secrity and Medcare, FUTA and iname tax withhdding with respect to these
workers. The agencies report these saoxe Forns 941 as gents for the service
recipients. See Notice 95-18, 1995-1 C3B0, Revenue Procedure 80-4, 1980-1 C.B.
581. Agencies st have an eployer identificaton nunber separate than the one used to
report taxes of its own engpjees for this purpose. The state agemt engage a
reporting agent or subagent to perform thporting and payemt of enployment taxes
that the state agent woulchetwise perfornon behalf othe service recipient. See
Notice 2003-70, 2003-43 I.R.B. 916 for updated proposed procedures.

Volunteer Firefighters - When a worker who is tema avolunteer receives
conpensation, and there is an gloyer-enployee relationship, that cansation is
wages subject to FICA tax (unless an excspplies). Certain Jonteers ny assert
that their services are excluded fremployment under the emrgency worker exclusion.
IRC 83121(b)(7)(F)(iii) provides that secés perforrad by enployees on a teporary
basis in the case of fires, stgremow, eahquake, floor or othesimilar emergency are
exenpt from enployment. Firefightersvho are on call and work regularly but
intermittently do not qualify for the eergencyworker exluson. This exeption is oty
for tenporary workers who respond to unforeseermgmncies, such as hurricanes or
floods.

Volunteer firefighters may natceive salaries, but theyagnreceive amounts intended to
reimburse tlemfor expenses. Theyay also receive o cash or in-knd benefits that
may be wages. Volunteer firefighters cacewe tax-exemt reimbursenents for their
expenses, but these reimburgais must be under atcountable plan within the

meaning of RC section 62(c)ral regulations. An accountable pliarone that is designed
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to reimburse only actual, sutastiated business expenses.aatountable plan ust (1)
require workers to sultantige incuredbusiness expenses, (#pvide advances or
reimbursements only for reasonably expectesiress expenses, and (8quire that any
amounts received #t exceed substdiated expeses nust be returad within a reasable
period. The requireemts apply slightly differetty with mileage or per diem allowances
where an amount is deemed to be subistizzat. See Publication 535, Business expenses.
Amounts that are tered reimbursements but that are not paid under an accoumhggiian

are subject to incoeand social secity and Medicare taxee Therefore, ger diem or

fixed anmount paid to a fireGihte (or other worke), tha does not reifnurse actual,
docunented expenses, is includible in inaand subject to social sety and Medcare.

Medical Residents - Medical resieé@nts are generaglicommon-law erployees of the
hospitals for which they work, and therefore arbject to social smurity and Medicare
taxes (unless they are excepted by a@e@iL8 Agreerant). IRC 3121(b)(10) provides an
exception for students employed by a schodlege, or university (SCU) who are
enrolled and regularly attending classes at the SCU.

In order for nedical residents to get thisexcepion, several conditions ust be net. The
worker must be an eployee of the SCUyith educatioal activities as the primry
function of the institution. The work must tess than full-tire, and education, not
enmployment, must be the predomant aspectf the enployee’s relationship with the

enployer.

For nore information, see Regulation 31.3121(b)(10)-2 amsidRue Procedure 2005-11.

Independent Contractor Reporting Responsibilities

Independent contractors angbgect to social securityna Medicare taxesnder the Self-
Employment Contributions Act (SECA). Paymisrto independent otractors of $600 or
more during a calendar yeaustbe reported on IRS Faor1099-MISC Miscellaneous
Income. Independent contractorsearequired to provide a taxyer identification number
(TIN) to the entity thapays themIRS Fom W-9, Request for Taxpayer Identification
Number, contains the required certificatiamd can be used for this purpose.

The following table indicates priany reponsibilities for payers of independent
contractors:

1099Filing | - Send a @py of Form 1099-MISC to independent contraciors (and other required

Information sewice providers) who were paid $6 or more during the yearby Janary 31 of the
following year.

- Form 1096, Annual Summary and Transmittal of U.S. Information Returns, must be
sentwith Copies Aof all pgper Forms 1099-MISC. File Forms 10% and 1099-MISC
with the IRS by Febuary 28"

- If you arerequired to file fewer tlan 250 information retirns, you can file themon
pape forms. If you arerequired tofile 250 or more informationretums, they must be
filed electonically or on magnetc media. Generalinstructionsfor all information
returns can le fourd in one booklet, General Instructions for Forms 1099, 1098, 5498,
and W-2G. Also refe to IRS Publication 55, Circular E, Employer’s Tax Guide. Both
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publicaionsare revised anually.

-The IRS opeates a cemntlized call site t@rswer questions abauinformation
reporting. If you have questiors abaut reporting, you may call (304) 263-8700.

Taxpayer -TINs ae use to as®ciate and verify amount that are re@orted D the IRS with

Identification | comregonding anounts on tax returns. Therefore, it is importantthat the proper TIN be

Numbers sert to the IRS.

(TINSs) -A TIN can be either a saal security nurber (SSN) or an eployer identification
nunber (EIN).

-Electonic IRS Form W-9 can be sibmitted to the requeskr if the estblishedsystem
meets IRS rguirenents.

Backup -In some circunstances your@ responsiblefor backupwithholding. For paymerts after

Withholding Decenber 31,2002, he rate is 28%. Backuwithholding isrequired i the following
situations: apayee des not provide the payer with a TIN; IRS tells tapayer hat the
TIN is incorrect; al IRS natifies the payer that backup withhalding is requred.

-UselRS Form 945, Annual Return of Withheld Income Tax, to report the withheld
amouns. Form 945 is dueJaruary 31°. See istructions forForm 945 andPuldication
15, Circular E, for more information.

Paymens to | - Gererally, information repating is not required for payments to corporatios. There

Corporatiors are sone excepionswhich frequently apdy to government ertities:

and o Medical and heath cae payments to a @rporaion in the anountof $600 or more ©

Attorneys eachphysician otother proviler arereporteble onForm1099-MISC

¢ Attorney feesof $600 or more  a @rporation ae reportable an Form 1099-MISC.
Since Janary 1, 1998, there is no exenmption from reporting legal paymerts to
comporaions.

Note: Keep copies of information returgsu filed with IRS forat least 3 gars
from the duedate of the returns. Keepmies of information returns forykars f
backup withlelding was inposed.

Form SS-8, Determination of Worker Status for Purposes of Federal Employment
Taxes and Income Tax Withholding

Sonetimes a st or lo@ entity will beunable to determe whether a wrker is an
enployee or an independent contractor. lis tase, the IRS can provide a detieation.
To obtain a determation fromthe IRS, fileForm SS-8. Either a govermntal entity or a
worker may submt Form SS-8. ThéRS will acknowledge receipof your FormSS8
and will dsorequest inbrmation from theworker. If a contrat has ben executed
between the worker and the entity, a copyhefcontract shdd be subnited with Form
SS-8. In sme cases, the IRS willantact theState Social &urity Administréor to
deternine whether the entity and gition ae covered by a &ction 218 Agreerant. The
IRS will gererally issue a fomal deternmation to the entity and willend a copy to the
worker.Note: The SS-8 determation is not arexamnation and does not reopen a
closed eamination or chnge the fidings for the years exnned.

Workers who were ingeectly treated amdependent contractors probably treated
thenselves as self-goloyed, filing Schedwd C and paying SECA rather than social
security and Medicare taxes.ofers who a& deterrmed to be employees may need to
file amended retursito corret erors.Employers who risclassify employees as
independent contractorsagnbe held liabldor back taxes, penalties and interest.

4-11



Worker Providing Services as an Employee and as an Independent Contractor

When individuals provide services asmayees, they @y not be emloyees with
respect to all servicesdf provide. r instance, a teadr nay be retained to reave
snow fromschool property. This individual ay be an independent contractor in the
snow-renoval adivity. In order to @éermne whether the smerenoval activty is an
independent trade or business, appé/abmnon law rules. Bvenue Ruling 58-505,
1958-2 C.B. 728, explains that, for an individt@ivork in two capacities, the services
must not be interrelated. In other words,individual does not work in twcapacities
when the samtype of work, such as legsérvices, is divided into two cgranents, one
in an enployee capacity, one in an indepenteontractor capatyi. The services and
remuneration mst be separatdf. the services or copensation are terrelated, tan the
individual is not acting in two garate and distinct capacities.

Section 530

If the IRS conducts an audit of a goveeminentity involving a worker classification
issue, Section 530 of the Revenue Ac1878 (Section 530) can provide relief from
federal emloyment tax obligations itertain regirements are .

At the time Section 530 was enacted, @oyeesof state and local goverrants received
social security coverage only undexcBon 218 Agreerants. Section 530, by its tesm
does not apply to controversies between3ISA and states coerning coverage under
Section 218 Agreeants.Section 530 is not available for any workers covered under a
Section 218 Agreement. However, state and local goveram enployees are now
subject to social securignd Medicare outside the scope of Section 2g@&&ments.
The IRS position is that govermmt enployers whose workers are subject tamdatory
social security and/or Medicare taxesyrbe eligible for Section 530 treagémt. See
IRC section 3121(b)(7)(F).

The purpose of Section 530 is to allommoyers who rsclassified employees as
independent contractors to continue totttbase workers as indendent contractors,
provided the employer had a reasonable basistfte classification and acted consistently.
To qualify for Section 30 treatnent, theenployer has to fulfl two conditions: (1)

having fled all information returs onsistat with the worker being an independent
contractor; and (2) not having treated the veoylor any other worken a substatially
similar position, as an employee. Section ¥&0rinates liability for the eployer’'s
enployment taxes, including social sedty and Medicare, federal income tax
withholding and any peities atributable to the liabilitySee Revenue Procedure B85,
1985-1 C.B. 518.

Section 530 Tests

The first step in any IRS audit involving werkclassification issues is to deteénsn
whether the entity eets tie requirenents of Section 530. This is done before any
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determnation of worker clasfication. If the entity is entlied to treatrent under Section
530, it will not have any eptoyment tax liability with respect to the workers at issue.

The goverment entity must raet the followingconsistencyand reasaable bass
requirenents to qualify for treatmnt under Section 530:

Consistency - The entiy must have treated the wak and all workers in substantially
Test similar positions, consistentlas indepedent contractors. This test is
comprised of two parts, and dotrustbe satisfied: 1) It mst havefiled

all required Forms 1099 ifahe worker (eporting consistency); 2) It

must have alays treated this wordr, and all workes in substandly
similar positions, as indgndent contractorsibstantive consistency).
Reasonable| - A governnent entity that satisfied the consistendgds must also have
Basis Tet had a reasotde basis for classifiig the worker(s) amdependent
contractors. It can establighhad a reasonable basis by showing that it
relied on: judicial precedéir published rulings; a prior IRS audif
established, longstandimpgactice in the industr or another reasonable
basis. Theseriteria for re@onable basis are often callsafe haven

An entity, tha can establis consigent reatment (reporting csistency
and substante consistengyard alsoqualify for a safe haven, is allowed
to continue treating the worker(s)iasependent cordctors. There are
no judicial precedents déad) with Section 530 as applied to
governnents.

Note: Section 530 isot pat of the IRC.It was oiginally intendedas annterim relief measure,
but was extended indefiniyein 1982

IRS Must Consider Section 530

It is not necessary for the goveremhentityto claimSection 530 treatent for it to be
applicable. IRS personnelust provide tle taxpayer a plain language summary of
Section 530 at the beginning of an exaation involving worker classification.
Additionally, the goverment entity need notorncede or agee that the arkers are
enployees in order toaj Section 58 treament. The IRS will consigr Section 530 as
the firg stepin any cas involving worker classfication. A governrent entity will al
want to consider this possibility.

Tax Consequences for Workers

A governnent entity nmay be entitled to réef under Section 530, but workersayrfind,
through a determation letter or some othereaans, that they hadeeen misclassified and
are enployees. Section 530 relief does notesxd to workers. Iloes not convert them
from employees to independent contractdvBsclassfied employees a liade for the
enployee share of social security avedicae rather than for SECA (self-goyment)
tax. If they have been filing incagiax retuns as independent contractors, they should
file amended returns for years for which ttatute of linitations is open. Asmaployees,
they are not entitled to deduct ployee busiass expenses on Schedule C. Since their
enployers are entitled toortinue treating thenas independset contractors, the workers
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will not be eligible for income tax withhotling ard will have to nake estinated tax
paynents.
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Consistency
Tests

Reporting Consistency: Filing Information Returns

- The first requirerent an entiy must meet to obtain teaiment undesection
530 is tirrely filing of all required Forns 1099 with repect to the worker
for the period The provsion applies onf for the perod. See Revenue
Procedure 888, Sectior8.03(b).

Therefore, if a governamt entity in a sisequenyear files all required
Forms 1099then it may qualify for Section 80 treatment for the
subsequentgoiod.

- If a government entitis not requiredo file Fornms 1099, Section 530
treament will not bedenied onhe basis that the retus were not filed.
Revenue Ruling B224, 1981-2 C.B.197,addresses specific quiests
about tinely filing of Forms 1099. It provides that:

e Enmployers hat do ot file timely Forns 1099 nay not obtaintreatment
under Sectiomb30 for thatworker for that year.

e Employers hat mistakenly, ingodd faith, file the wrongype of Form
1099 donot lose eligibility for Section 530.

Substantive Consistency: Substantially Similar Position

- The entitymust never have treated therker in qustion, or agy worker
in a substandlly similar position, as aenployee.

- A position issubstantiallysimilar if the job functions,duties, and
responsibilites aresubstantiallysimilar and the contl and supervision of
those duties and responfities are substantiallgimilar. The
deternination of whether workerisold sibstantialy similar positions
requires consideration ofdfrelationkip between the ephoying enity and
the indivduak. This incluas, but is nolimited to, thedegree of
supervision ad contol.

- The deterrimation of whats substatially similar work rests on analys
of the facts. The dato-day servces thathe worker performs and the
method ly which they are performed arrelevant in determing whether
two positionsshouldbe treated as substantyaflimilar.

- Comparison of job finctions is inportant. Workersvith significantly
different, thaighoverlappng, jdo functions are not sastantiallysimilar.

Defining Treatment - What ismeant by treanent that is consistent (or

inconsistent) with indepelent contractor status?

1.The withholding of federahcorme tax or social secuty and Mediare
tax fromaworker's wages is treatent of the worker as amployee,
whether or nbthe tax is paid tdie govenment.

2.Filing ary of Forms 940, 81, 912,9430r W-2 with lespect to a worker,
whether or not tax was withheld frottne worker, is treatent of the
worker as an eployee forthat period. Rvenue Procedure 881

3.The filing ofa delinquentr arended emloyment tax return for a
particular tax period is ndteatment as an gtoyee if the filing wa a
result of IRS cmpliance procedures. However, filing returns pariods
after the period under audit is tre®ht of the workers asmployees for
those later periods, regardless of tineetiat which the return was filed.

4.Neither the preparation of a returnttne IRS when no return was filed,
nor the sigmg of IRS Fom 2504,Agreement To Assessment and
Collection of Additional Tax and Acceptance of Overassessment,

constitutes eiployee treanent.

4-15



Treatment for State Purposes - Only federal tax treabent asan
enmployee is relevant to Section 53Thus, if a govamment entity teats
workers as eployees for state withholding tgpurposes, that is not
treatment for purposes of Section 53@wever, if the governent entity
uses a fedel form, such as FormiV-2, to report state tax withhding, the
filing of the federal fom is treamment for purposes o$ection 530.

Changing Treatment of Workers - If the governrant entity begins to
treatmisclassified workers as goyees, relief is available undee&ion
530 forthe pior years when it treatede¢mas independent contractors,
providedit satisfied all the requireentsof Section 58. See Revenue
Procedure 848, Sectior8.04.

Dual Status - Sonme workers perfaom sevices inmore than one capacity
For exanple, a bookkeepemight be segratelyengagd to design ad
print educational materiglThe factthat the bookkeeper is treateslaa
enployee with respect to bookkeepingngces doesot preclude
application ofSection 530f it is dgemined that the individual is an
enployee, and not anindependent congctor, with respect to theedign
and printng of educational materials.
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Reasonable
Basis Teats

Judicial Precedent, Published Ruling Safe Haven

One reasondb basis for independent contractor tmest is reliane on
judicial precedent or publied rulingsReliance on judicial predent neans
reliance on a court case published betbe decision wasade to treat the
worker as an independerdrdractor. Reasonable basiay also be
established by reliance on a technicalie@lmemorandum private letter
ruling, or deermination letter issuetb that particular engt Published
rulings are IRS Revenue Rulings intled for use ly all enployers. Rulings
by state athinistrative agenciesncluding agencies that regulate
enployment, and ruligs ty federal agencies other than the IRS caieot
relied on as a reasonablestsa

Prior Audit Safe Haven

Another reasonable basis for indepartamntractotreatment is reliance on
a prior IRS audit. An adit prior to 1997 mayhave ben conductedor ary
purpose. Harever, taxpagrs may notrely on an aulit begun after December
31, 1996, unless the audit includedeagamination of enployee status for
employment tax purposeshe prior audit safe haven does not apply if the
relationship between the government endityl the workers is substantially
different fromthatwhich existed athe time of the audit. A government
entity will be able to clain that it was subject to a prior audit if tHe9
previousy inspected its books and records. Mere ings or
correspondence frman IRS Customer 8ace Center will not corigute an
audit.

Audits conducted bagencies other than IRS will ngaalify a goverment
entity for relief based upon the prior audit safe haven.

Industry Practice Safe Haven

Another reasonable basis for indepemdmntractoitreatment is reasonable
reliance on a long-standjmecognized actice of a significant segment of
the industy in which the &xpayer is ergaged. The prctice need not be
uniform throughoutthe entie industy. The industy-practicesafe taven was
designed with businesses ifind, and tkre is no authoritpn howthis
standard applies to governmental entities.

Other Reasonable Basis Safe Haven

Another reagnable basis for trement of workers asemployees maynclude
reliance on the advice of an attoyrar accountant.
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Chapter 5
Social Security and Medicare Coverage

State and local government employers areexildp complex laws and regulations that
determine whether their employees are ceddor social security and Medicare. A
public employee can be covered for socedwsity and Medicardyiedicare only, or may
be exempt from both. Public employees areeted for social sectly under a Section

218 Agreement or under the mandatory FICA provisions. The flow8beel Security

and Medicare Coverage of State and Local Employees in Chapter 1 illustrates the process
for determining social securignd Medicare coverage. Assupplement to the social
security coverage information provided instpublication, refer tthe Social Security
Administration’s “State ad Local Government Employers” Internet website at
www.socialsecurity.gov/slge/

History

As indicated in Chapter 1, the original 1988cial Security Ac{Act) did not include

public employees in social security coverage because of the constitutional question of
whether the federal government could s$é&ate and local governments. Because many
government employers did not have theim retirement systems, Congress added

Section 218 to the Act in 1950. Section 218ves states to enter into voluntary

agreements with the federal government to gtewocial security coverage for state and
local government employees not covered by a retirement system. These agreements are
called “Section 218 Agreements” because theyaarthorized by Section 218 of the Act.

In 1954, the Act was expanded to allow state and local government employees (except
police officers and firefighters) who were mbers of a retirement system to be covered
by social security, provideddhcoverage was also authorized by the state and approved
through a voluntary referendum df etirement system members.

In 1956, the Act was amended to permit dedigghatates to extend coverage to police
officers and firefighters coved by a retirement system. The 1956 Act also authorized
certain states to divide retirement systdnto separate groups those who desired
coverage and those who did not.

Termination of Agreements

Before legislation was enacted in 1983, statadd terminate coverage for any group of
employees covered under the state’si6r@18 Agreement. A state did this by
providing a two-year advance notice to tederal government. Once it was terminated,
the coverage for this group of employeesild not be reinstated. The 1983 Social


http://www.ssa.gov/slge/

Security Amendrants rescinded this provsi of the Act and prohibited states from
terminating coverage on or after April 20083, but perntted states to cav again any
group ternmated before this date.

Collection and Payment of Social Security and Medicare Taxes

Prior to 1987, SSA was responsible for ensutitaj each state paid the correctoamit
of social security contribugns for all employees covered by its Section 218 Agreain
The State Social Security Atnistrators were responsilier ensuring that state and
local goermrment enployers filed tinely and accuate returs and that thy collected and
paid the proper acunt of social securitgontributions to ta federal governent.

As a result of Congressional enaetinof the Omnibus Budget Reconciliation Act
(OBRA) of 1986, state and locgbvernnents are requiredffective January 1, 1987, to
file quarterly Forn®41, Enployers Quartey Federal Tax Burn, with IRS. IRS is
responsible for the collection ebcial security antfledicare taxes, the verification of the
amount owel, and the determation that tle anount owed has been deposited. F&di

is discussed in Section 3.

Mandatory Social Security and Medicare

Prior to April 1, 1986, the only way state dondal governrent enployees were covered
for Medicare was by voluntary Section 218 Agreaits between the states and the
federal governmnt. This changed with thenactment of the Consolidated @itvus
Budget Reconciliation Act (COBA) of 1985, which randated that almost all state and
local enployees hired or rehired after March 31, 198&the covereddr Medicare,

and pay Medicare taxes reglasb & their membership in a retireemt system
Employees covered by social security undeSection 218 greenent are automtically
covered. See Medicare Coverage, later.

The Omnibus Budget Reconciliation A@OBRA) of 1990 increased the scope of
coverage begun by COBRA. W it, Congress aended the IRC and the Act so that
wages paid to state and local goveentremployees who are not qualified participants in
a public retirerant system are generally subjéc social seauty and Medicare taxes for
service pedrmed after July 1, 1991. This is referred tona@ndatory social security.

Note: Mandatory social security coverageder OBRA ceses when a state or local
governnent enployee becomes a nember ofhis/her employer’s public retirerant

system However, if the eployee’s public retement system position is one that is also
covered for social security by a Section Zfgeenent, then his/her social security
coverage will continue pursuatat the Section 28 Agreenent.

The coverage provided by either COBRAOBRA of 1990 is referred to asandatory
coverage.

The following chronology lists iportant legislative developants:
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1935

Social Security Act passed.

1950

States and interstate instnantalitiesallowed, on a voluntgrbasis beginmg in 1951,
to extend Sdal Securitycoverage to stte and local governent enployees not under
a retiranent yystemby means of a Section 218 Agreement with the Social Security
Administration.

1954

Coverage expanded to alistates, on aelective bass, to cover state and local
governnent enployees under existing retiremnt systems, except police and
firefighters.

1956

Section 218nodified to allow certain states to digd retirement sstemand cover
only those emloyees who desire coveragad new mmbers. Cetain states ab
pernitted to cover police and firefightecovered under a retiremiesystem

1965

Medicare becamlaw. Enployees covered for social securitgdera Section 218
Agreement autoatically covered foMedicare bemningJuly 1, 1965.

1972

States penitted to nodify their Agreements before 197ddxclude: 1) servicesf
state or polital subdivision eqloyees in part-tira positions; andsér 2) services
performed by students working &etschool, cdege or uniersitywhere theyare
enrolled and regularly attending classes. Once theeAwnt wasmodified to exclude
such serviceghe state could not againodify it to extend coverage to them

1983

States no longer peitted to ternmateSedion 218Agreements after April 19,983.
Those that withdrew in thgast are allowd to opt in gain.

1985

Medicare Hlenly coveraganandated ér most sateand local govemment enployees
hired or rehied after March 311936.

1986

Services covered under a Section 21f8eAment treated as guioyment for purposes
of FICA, effective for wages paid aftBecember 31, 1986. Responsililior
collection ofsocial seurity tax transérred fromSSAand the states to the IRS
beginning January, 1987 Each state ahpolitical subdivision becaaresponsible for
FICA tax collection and panent to the RS, like privde enployers.

1990

Social securit and Medicare coveragaademandatoryfor most state and lo¢a
governnent enployees not covered bypublic retirement sgtemor a Section 218
Agreament. Effective July, 1991.

1994

SSA established as an gpndent agengyffective March 31, 995. FICA exclusion
amount for election workers increasfdm $100 to ay anount less than the
threshold amount amdated lp law in acalendar gar. All states given the opti to
extend social securitgnhdMedicare coerage to police officers arfitefighters who
participate in a public retirementstgm

1998

States providd a 3-nonth period inL9M to nodify their Section 28 Agreenents to
exclude services perfimed by studentdrom coverage. The provision was effieet
July 1,2000,for states tht exercised theption.

2004

Social Security Protectiofict of 2004 equires that beginningvith applications filed
April 1, 2004, state and local goverramt workers be coveredylsccial securityfor the
last 60 nonths of ermployment with the etity to be exenmpt from government pension
offset. Also, Kentuckyard Louisiana added to states authorizeddoduct dvided
coverage referendum



Section 218 Agreements

State and local government ployees can beovered for socialecurity and Medicare
through an Agreeent between the state and SSA to:

e Provide social security and Medicar@verage for non-retireent system
coverage groups and retirenh systengroups.

e Provide coverage for services tlaa¢ excludedrbm mandabry coverage
provisions, but are optiohaxclusions under Section 218 Agresmis, such as
student services and sares of election officialsral election workers who earn
less than the threshold amourdndated by law for a calendar year.

e Provide Medicare HIl-only coverage femployees hired prior to April 1, 1986,
who are nembers of a public retireent system.

Each state’s original Section 218 Agresin(“*Agreenent”) incorporates the basic
provisiors, definitiors, and conditios for mverage. Additioal coverage is provad by
modifications. Each nodification, like the origial Agreenent, is binding upon all
parties.The initiative for securing coverage lies with the state.

There nust be authority under federal law astdte law (state enktg legislation) to
enter into arAgreenent and to extahcoverage under an Agreemt. The types and
extent of coverage provided under an Agreetmust be consistent with federal and
state laws.

State and local government ployees whare covered under an Agreemt have the
sane benefit rights and responsibilities @kher employees who haveantatory social
security coverage. The cost of providing sbeecurity proteatin for state and local
governnent enployees is the sagras for erployees mandatorily covered under FICA.

Coverage under an Agreent rmust be provided forraployees bygroups. An
Agreenent nay be modified tancrease, butnot to reduce the extent of coverage. (An
exception aplies to election workeresvices and solely fee-based positions; see
Optional Exclusions below.)

Coverage Groups

Coverage under Section 218 Agreementsbmaaxtended only to groups ohployees
known as coverage@ups. Once a position isovered under a Section 2 Agreenent,
any enployee filling that position is a emberof the coverage group for social security
and Medicare. There aredvtypes of coverage grouds:absolute coverage groups
(non-retirement systegroups); an@) retirement system coverage groups. Each state
decides, within federal and state law, whgroups to include under its Agreemt and
when coverage begins. The state dawmose to cover non-retire@nt systengroups,
retirenent systengroups, or both.

Absolute Also known & non-retirement system groups or Section 218(b)(5) groups.
Coverage This group includes the seces of all erployees in positions naovered bya
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Groups

retirement systen exaeept those whoseervices s mandatorilyor optionally

excluded fronsocial ®cuity and Medicare coveragA statemayextend

Section 218 @average to a non-retiremesytstemgroup withaut considering the

desires of theraployees. Each of the flowing constitutes ambsolute coverage

group:

1) All employees of a state gaged in pedrming services in connection with
governnental (nonpoprietry) functions

2) All employees of a state gaged in pedrming services in connection with a
single proprigary function

3) All employees of a political subdivisioof a state engaged in penfiaing
services in conection with governental (nonpropriery) functions
All employees of a political subdivisioof a state engaged in penfang
services in conection with a single proprietafynction

5) Certain civilian emloyees working with the National Guard of a state

6) Individuals enployed under an agement between atate and the United
States to perforreervices as inspectoref agricultural products

Retirement
System
Coverage
Groups

These groups consist of empéms working in positions covered by a public

retirement systertSection 218(d¥) of the Act). A group covereby a

retirement systermay beprovided so@l securityand Medicare coverage umde

an Agreement onlgfter areferendun is hdd. The Act gives the state the option,

for referendunpurposesof breakingdown a retirement sgeminto its

components. If a retirement siemcovers positions of gohoyees of the state

and position®f enployees of one omore political subdivisions ahe state, the

state has theoflowing choices. Itmay hold a referendurfor:

1) Employees of the entire siem

2) State emloyees and a sapate reérendum for enployees of political
subdivisios the state wis#s to cover

3) Employees ofany one polital subdivision or any cobination of political
subdivisios

4) State enployees, cobining in the sarareferendun employees of anyne or
more political subdivisions

5) Employees ofa hospital thiais an integral part of a gotal subdivsion or of
two or nore political subdivisions, othe enployees of two or rore hospitals
each of which is an integlrpart of thesame political subdivision

6) Employees of each institution diigher learning

Divided
Retirement
System
Coverage
Groups

The Act authorizes caih states and alhterstate instrumentalities to divide a
retirement systerastablished byhe state, a political subdivisiohdreof, or an
interstate insumentalityinto separat coverage groups basedwihether the
enployees inpositions under that sfem want social securigoverage. The
states having this authoritinder Sectior218(d)6)(c) of the Act are: Alaska,
California, Connecticut, Brida, Georga, Hawaii, lllinois, Kentucly, Louisiana,
Massa@husets, Minnesota, Nevada, MeJergy, New Mexico, New York, North
Dakota, Penndyania, Rhode Island, Tennessee, 8&x/emont, Washington
and Wisconsin.
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Coverage for Employees under Retirement Systems

Majority
Vote
Referendum

Under this ype of referendurnsocialsecurityandMedicare coeragemay be
extended tomployees in positions coved by a retiremnt system onlyif a
majority of the eligible enployees vote in favor of shacoverage. A majoritpf
all of the eligble enployees under theystem rather than a majority of the
eligible enployees votingmust favor coverage. All ates ag authorized by
federal law tause the majority vetreferendunprocedures. Althagh the
referendum itself is a sta matter, feleral law requires that the following
conditions be met:

1) Eligible enployees are given not less than 9@ siaotice of the referendum
2) An opporunity to vote is given and liited to eligibleenployees

3) The referenduns held by secret ballot

4) The referendunis supervised by the Giernor (or lis/her designee)

5) A magjority of the retirenernt systenis eligible enployees voted for coverage

The referendunproceduresnust beconducted uder the directiomf
the State Social Securiydministrator.

Divided
System
Retirement
Referendum

States authorized to use the divided eatgnt system to extend coveragmay use
either of two votingorocedires: (1) poling all eligiblemenbers anl dividing the
systeminto two parts, with eaclmember placed basl on hisor her choice, or (2)
subdivide he retirement systemnto twoparts or sgtems based omdividual
menbers’ choices and then conducirajority vote referendon anong the
enployees who chose coverage. Most states pretaepiure (1)The conditions
for a dividedvote referendunare the same as those given forriagority vote
referendun with one exception. Thieallots are not secret , becatise
individuals choosing covagemust beidentified. New hires will be included in
the coverage group.

Employees who becoemembers of theretirament systen after thereferendm
(division) date and before the executiohthe nodification extenthg coverageo
the retirenent systemcoverage group ay be givena coverage choice at the
discretion of the state.

The referendunproceduresnust beconducted uder the directiomf the
State Social Securitdministrator.



Continuation of Section 218 Coverage

Non- Social securit and Medicare coveragerfnon-retirenent systemgroups
Retirement continues even if the positions are lgikxced undea retirement sstem (This
System includes polie and firefigler positionshat were firstcovered as aabsolute
Coverage coverage group.)
Coverage continues unless the entidases to exist.
Retirement Social securit and Medicare coverader retirementsystemcoveige groups
System continues as long as the covered positiexist. It continues althoughe
Coverage positions are later reowvedfrom under aretirement systenthe sytemis
abolished, othe positionsre placedinder another retireemt system Under a
divided retirenent system, employees cay theno or yes vote with themif they
transfer to another position within the same eatgnt system

Social Security Coverage Exclusions

Certain serices exluded frommandatoryand voluntary social security coverage by the
Internal Revenue Code and are knowmasdatory exclusions.

Other services, however, while excludeohfrmandatory coverage under Section 210 of
the Act are onlyptional exclusions under Section 218 and, thereforegyrbe coveed
under a voluntary Section 218 Agreem. |fopional exclusion swices are covered
under a Section 218 Agreemt, they are suégt to social secity and Medicare under
the terns of the Agreemnt becase coveragender a Sectio 218 Agreerant supersedes
all other comsiderdions. It is theefore criical to first determine whether a workes'
services are covered under an Agreatnif not, then coverage is determad under the
mandatory coverage and exclusions rules.

Generally, psitions optionally exluded by a Section 218 Agreemt nust be covered
under a public retireemt systenor underthe mandatory FIQ\ provisions. See the
Optional Exclusions section below.

Note: A Section 218 Agreeant cannot cover sdaces perforred by transportation
systememployees who are coveredandataily under Section 210(k) of the Social
Security Act.

Mandatory Exclusions

Exclusions fom mandabry and voluntarycoverage under the Social Security Act
(Sections 210(a) ar@iL8(c)(6)) follow. Those exclusiorfisom mandatory coveragthat
are optional exclusions andaynbe coverd under a voluntary Agreeant are so noted:

e Services performed by individuals hired to be relieved from unemployment.
The exclusion does not include servipesformed by individuals under work-
training or work-study prograsithat are dggned to provide work experience and



training to increas the erployability of the persn because the prary intent of
such programis not to relieve them froomanployment.

Services performed in a hospital, home or other institution by a patient or
inmate thereof as an employee of a state or local government. Generally,
services perfored by inmetes in a statprison or local jail are excludedoim
coverage, Wether or not the servicesegperformed outside the confines of the
prison or jail, becausealinmates are nor@ly not in an enployment relationship
with the state or political subdivisioHowever, services panfmed by inmetes
outside the prison or jail fan entity other than ¢hstate or local goverrent
operating the prison or jail, such as owak-release program,am be covered if
an enployment relationship existSSA determnes the employer under the
common-law rules, discussed in Sectio8te: Services perfored by patients
or inmates as part of the rehabilitatioe therapeutic program of the institution are
not usually perforred as enployees.

Services performed by an employee hired on a temporary basis in case of

fire, storm, snow, earthquake, flood or similar emergency. This does not
include workers considered teorary forother reasons, or those who deal with
emergencies on a regular or continuing ba#tiincludes only those who are hired
in response to a specific engency.

Services performed by a nonresident alien temporarily residing in the U.S.
holding an F-1, J-1, M-1 or Q-1 visa, when the services are performed to
carry out the purpose for which the alien was admitted to the U.S.

Services performed in a position compensated solely by of fees received
directly from the public, by an individual who is treated by the municipality
as self-employed. (A state nay optionally incluek the pogion under a Section
218 Agreement.) Sdeee-Based Public Officials later.

Services by students enrolled and regularly attending classes at the school,
college or university where they are working. (A state nay optionally include
these services under acion 218 Agreeent.)

Services performed by election officials and election workers paid less than
the threshold amount mandated by law. (A state nay optionally include the
services of election workers pdaksthan the threshold asant under a &ction
218 Agreement.) See sectiBiection Workers below.

Other services that would be excluded if performed for a private employer
because the work is not defined as eyiplent under Sectio 210(a) of the Social
Security Act. (A state ay optionally inclide certain agricultural services under a
Section 218 Agreeant.)



Optional Exclusions

Under a Section 218 Agreemt, a state can ebude fromsocial security coverage the
following services perfored by menbers ofany coverage group including retiremb
systemcoverage groupsf the Agreement does not specifically exclude these

services, they are covered. Beginning July 2, 1991, ost sevices that were optionally
excluded under a Section 218 AgresTthare overed by the mndatory social security
provisions unless: 1) the @hoyee is covert under a public retireent systenor 2)

the services are excluded franandaory coverage under Section 210 of the Act (e.g.,
eledion worker servces, student ervices). Tle following are positiors ard servies
which may be optionally excluded:

e All services in any class arlasses of elective positions.

All services in any class or clsss ofparttime positiors.
e All services in any class or cless ofpositiors pad on a e lasis.

e Agricultural labor, but only those séces that wuld be excluded if
performed for a private sector guioyer.

e Services perfaned by students enrollexhd regularly attending classes at
the school, college or university where they are working.

e Services prformed by election officials or electionvorkers jid less than
the threshold apunt mandated by\a (If the states Section 218
Agreenent does not have an election-warlexclusion or th entity has an
Agreenent that does ni@xclude eletton workers social secrty and
Medicare taxes apply fromhe firg dollar paid) See sectionnElection
Workers below.

These exclusions can be taken by the $tedmy conbination and applied to both the
absolute and the retireamt systencoverage groupsAny services a state excludes can

be included later if permitted by federal and state law and the state’s Agreement.
Generally, if one of the types of work listabove has been inclutlen a coverage group,
it cannot later be reaved fromcoverage ecept for serviesperformed by (1) election
officials or election workrs and?2) solely fee-tased positioa.

Note: The 1972 Arendrents to the Social Secty Act allowed states a lifted period

to excluak ®rvices in partime positions and services pamined by students where this
exclusion was not taken iratly. Likewise, Section 2023 d?ublic Law 105-277 enacted
October 21, 1998, allosd states a lited perod to exclude the saces of students
enployed by the public school, college or werisity where they arregularly attending
classes. In those states exercising thisoopthe student exclusiomas effective July 1,
2000. Where a state used either or boflthese special one-terprovisions for



excluding services that had been coverediptsly, it cannd again cover these séres
under a Section 218 Agreenmt.

Election Workers

The Federal Insurance Contrilmns Act (FICA) tax exclusn for electiomm workers is
$1,300 for calendar year beginning Januar®0D6, unless those wages are subject to
social security and Medicare under the sga&ection 218 greenent. Many states have
excluded election workers paid less thantbireshold araunt mandated by law. In these
cases, ta saial security and Medicare taxelo not apply until the election worker is
paid $1,200 or mre.

Sone state agreeants specify a loer threshold anount for éection workers, e.g., $50 a
calendar quarter or $100 a calengear. In these states, theesd security and Medicare
tax applies when the amount sified in the state’s agreeant is net. States ray modify
the state’s agreeent to exclude the service$ election workerpaid lesghan the
threshold amount amdated by law. Such adlifications are effective ithe calendar year
the nodification is nailed or delivered to SSA.

If the state’s agreeemt does not have areetion worker exclusion, or the entity has a
Section 218 Agreeant that does not excluédection workers, social security and
Medicare taxes apply fromhe first dollar pal. If the entity is not covered under a
Section 218 Agreeant, the rules for andatory social security and Medicaneder
Section 210(a)(7)(F) of th&ocial Security Act apply.

The election worker threshold aomtfor calendar years 2002 through 2005 was $1,200.
The threshold aount for 2000 and 2001 was $1,100, and $1,000 for years 1995-1999.
For years 1978 through 1994etthreshold awunt was $100 a calendar year; for years
1968 through 1977, the threshold was $50 a calendar quarter.

Contact tle State Social Security Admstraor concerning the statwus election workers
under the state’s Section 218 Agreememltdifional information can bedund at
www.socialsecurity.gov/skyelection_workers.htmIRS Revenue Ruling 2000-6 (W-2
Reporting Rquirerrents for Election Vérkers)provides reporting instructions for
election workers. Se&ppendix).

Fee-Based Public Officials

A fee-based public official, such as a ngtpuHic, receives ad retains remuneration
directly from the public. An individual who receives payant for services from
governnent funds in the fan of a wage or dary is not a fee-based public official, even

if the conpensation is called a feeeBRevenue Ruling 74-608, 1974-2 C.B. 275, stating
that fees received by fee-based pubfitcials are subject to SECA.

Fee-Basis Exclusion—Positions Compensated Solely by Fees
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Services in positiosicompensatedately by feesare excluded fromoverage under
Section 218 Agreeants (unless the stateegjifically included these services) and are
covered as self-gofoyment and subject to SECA.

Fee-Basis Exclusion—Position Compensated by Salary and Fees

Generally, a position compensated by a saladyfees is cosidered a fee-basis pition
if the fees are the principal source ofmpensation, unless a state law provides that a
position for which any salary is paid is reofee-basis position. A stateyrexclude
servi@s in wsitions compensated by both salarnydafees fom socié secuity/M edicare
coverage under Section 218 Agreementthdfexclusion is taken, none of the
conpensation received, including the sglas covered wages under the state’s 218
Agreenent. In this case, thealary paymant, while excludeé under the Agreeemt, would
be subject to mndatory sociasecuity if the official isnot a qualifed paticipant in a
public retirenent system.

Police Officers and Firefighters

Police officer and firefighter positionseadefined under stagtatutes and court
decisons. The terns do not includessvices in paitions that, although amected with
police and firefighting functiondut do not reet the defirtions of police officer and
firefighter msitions.

Note: Police officers andirefighters arenot considered eesrgency workers for purposes
of the mandatory exclusion frorsodal secuity and Medicare covegg for such workers.
This exclsion applies aly to sevices ofan enployee who was hired because of an
unforeseen errgency to do work in connéah with that emergency on a tporary

basis (e.g., an individual hired battle a rgjor forest fre or to provide egrgency
assistance in other silar disasters suchs volcano eruptiorsevere ice storm
earthquake, flood).

Beginning August 16, 1994, all states werevadld to extend social security and
Medicare or Medicarenly coverage tpolice officer and firefighter positions covered
under a retirement system through a referendum procedure conducted by the state.
Prior to that date, only 23 stet (andall interstae instrunentalitieg werespecifcdly
authorized to do so. Those states were:

Alabama Kansas North Carolina Tennessee
California Maine North Dakota Texas
Florida Maryland Oregon Vermont
Georgia Mississipp Puerto Rico Virginia
Hawalii Montana South Carolina Washington
Idaho New York South Dakota

All states nay use the rgority vote refeendumprocedure. Somstates are also
authorized under the Act tese the divided retireent system referendun{interstate
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instrumentalities nay use the rgority or divided retirenent systenreferendum
procedures.)

If the police officers and fifeghters are covered under thergeretirenent system their
positiors may be considered separate ratieat systers for referendunand coverage
purposes, or cobined with each ther, or with other pasions, or both.

Police and Firefighter Positions Not Covered Under a Retirement System

If police officer and firefightr positions are not covered @ndh retirerent systemthese
positiors are mandatorily covered ér socid secuity and Medcare utess the positions
were already covered under a Section 218Agent as part of a non-retiremt system
coverage group.

Foreign Students, Teachers and Apprentices

These indivduals are aalitted to the Unitedstates under an F-1, J-1, M-1 or Q-lavis
and are generally exgrhfrom both social scurity and Medicare taxes. Wages earned
within the United States are subject to imetax, whether or not the workers are U.S.
citizens. Noresidemh sudents who are not U.8itizens, perranent residents or resident
aliens for tax purposesaybe able to takadvantage of treaty exgnions to exclude a
portion of their U.S. source incairom withholding. For nore information on specific
issues, contact the IRS or SSA. (See RBlications 515, 519 and 901 for additional
information.)

Applicability of Federal and State Laws to Coverage Issues

Federal law governs deteimations involvingcoverage of state and local goveemn
enployees. These detemmations may be badeon decisions regarding specific issues to
which federd law is apfied and d¢her isstes towhich state law isgplied. It is inportant

to know whether federal or state law gpled in nmaking a deterrmation on a specific
issue. Generally, questions/blving interpretation orgplication of state law are
resolved by the authized legal officers othe gate in accordnce with aplicade gate

and local laws, regulations and the state cdecisons. The juiisdidion for sone of the
major questions that arise is shown below:

Federal Law:

Does an employer-guioyee relatioship exi$?
What is the identity of the goloyer?

Are earmngs wages

What are emergencewices?

What are stdent serices?

State Law:

Who is an officer of a state or political subdivision?
Is an entity a pdtical subdivision?

Is a function governental or proprietary?
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Is a position under a retiramt syster?
Which enployees are eligible for embership in a retireemt syster?
Who is an employee for purposes of retieatrsystenparticipation?

The IRS deterimmes whether earnisgare sufect to social secuyi and Medicare. SA
decides issues regarding whether to reparetdrnings as wages. However, state laws
have a bearing on the igsof enployment, e.g., whether agsition is that of a public
official of a state. Wiere this is the casan opinion of the state legal officeeyrbe
requested. fie state’s opinion will be giveweight in making the decision, but it will not
be deterrmative of the issue. Before caating IRS or SSA, contact the State Social
Security Adninistrator br guidance. See Chapter 7.

Identity of the Employer for Social Security Coverage and Taxation
Purposes

Sonetimes it is not clear which of two orare entities, organizations, or individuals is a
worker’s enployer. In some cases, individual§'leased workers”) are supplied or paid by
one entity but work under the direction of dmat Generally, if theris a provision in a
statute or ordinance that ctea a position and the individualhired or elected under this
authority, the individual is an grtoyee of tle state or political subdivision to which the
provision aplies. Ifthere is no such authity, the enployer is the etity that has theight

to control the worker in the perfoamceof the work, i.e., the common-lawnployer.

State Entities and Reporting Officials

The enploying entity is responsible forithholding and paying social security and
Medicare taxes on its employees’ wagesyal as reporting to SSA the aont of
wages paid. These withholding, paying aegorting requiremnts apply to wages of
individuals subject to mndatory social secity and Medicare, awell as to wages of
individuals covered under@ection 218 Agreement. (Refto IRS Publication 15,
Circular E, Employer's Tax Guide, for more information.)

The reportig officials $1ould be fariiar with Form 941 filing reqirements, federal tax
deposit requements, ad information return reairements, ad they shold maintain
appropriate records.

The IRS has the respsibility for investigating incorrect reports arfdilures in reporting
as well as assting local officials in th@roper preparation of tax reports. The SSA
Employer Services Liaison Officer has thesponsibility for responding to questions
regarding the prepation of wage reports. (See Chapter Ilfprmation Return
Reporting.)

Indian Tribal Governments

Indian tribal governrents, while treated astates fomany purposesare not treated as
states for social securipnd Medicare tax purposes (IRC section 787hysT Indian
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tribal governnents do not enteinto Section 218 Agreeents with SSA and @y not
participae in a public réremert systemas an alternative taaping social security and
Medicare tax under the provis®of IRC section 3121(b)(7)(Fsenerally, Indian tribal
governnents should consult publications ajgpble to non-governemtal entities for
employment tax rules. Bblications 15Employer’s Tax Guide, and 15-AEmployer’s
Supplemental Tax Guide, provide the basic rules fomployers. There arsone special
enployment tax rules that apply tmdian tribal governmnts.

First, there is an excépn to the deahition of “employnent” for FUTA purposes for
services perfored in the employ of an Indian tribe. See IRC section 3306(c)(7) and
Section 3. Tus, federally recognized Indiambes are not subjetd the FUTA tax,
unless they so elect. For this purpose ¢ “Indian tribe” has the ®aning given in
25 USC Setion 450b(e) (Section 4(e) of thedian Self-Deternmation and Education
Assistance Act). Indian trébincludes any subdivision, subisiy, or business enterprise
wholly owned by an Indian tribe. See IRC section 3306(u).

Second, amounts paid teembers of Indian ibal councils for services perfoeth as
council members are not wages for purposes of FICA and irdam withholding
(although such agunts are includible igross incors). Revenue Ruling 1959-354,
1959-2 C.B. 24.

Third, certain incoraderived by Indians frorthe exertse oftheir recogized tribal
fishing rights is exempt fromfederal incane and ermployment taxes (IRC section 7873).
Wages paid to a ember of a tribe employed by anotheember of the samtribe or by a
qualified Indian entitydr sernices perfornad in a fishing-rights-related activity of the
enployee’s tribe are exempt not only frdetleral incone tax, but also from both the
enployer’s and the eployee’s share of the sial secuity and Malicare tax (Notice 89-
34, 1989-1 C.B. 674).

Extensive iflormation sgcificaly addressingndian tribal governrents and employment
tax issues can bedind in Publication 426&mployment Tax Desk Guide, on the ITG
web site atvww.irs.gov/tribes

Medicare Coverage

The Centers for Medicare & Medicaid Sems (CMS), famerly known as the Health
Care Financing Admistration(HCFA), administers Medicare, theahon’s largest balth
insurance progranMedicare is a éalth insuance progranfior peopé 65 years of age

and older and people with certain disabilitiskedicare has two parts: Part A (Hospital
Insurance) and Part B (Medical Insurané®rt A helps pay for inpatient hospital care,
skilled nursing care and other services. Bdntlps pay for doct@fees, outpatient
hospital visits and otheradical servicesand supplies. Genergllindividuals who are
entitled to monthly social seaty benefits ae eritled to Pat A coverage at age 65 or the
25" month of disability entitlerent, as are idividuals who have Medicare-only coverage
under a Section 218 Agreemt. Others who arnot insured for Part A through their own
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employment may have coverage as theaise, divorced spouse, or widow(er) of a
covered individual if theyneetcertain other requireemts.Individuals age 65 and older,
who are not elidple for ocial security oiMedicare-only coverage, can obtain Part A
coverage by paying aanthly premum. The individuals can pur@se Part B only or
both Part A and Part B coverage.

Example: A public school teacherpwered by a state teachers
retirement systemwhos entire pubt service ves perforned at the
sane board of education, ag be exempt fronpaying both social
security and Medicare taxes.i$heaher, unless eligle for
premum-free Part A as a spousepuld have to purchase Part A
coverage by paying substantial piams.

Contact tle Social Seaity Administraton to deterrme whether, and when, an
application needs to bédd for Part A coveage. All individuals viao enroll in Part B pay
a nmonthly prenium for the insurance.

Mandatory Medicare Coverage

State and local government ployees hied (or rehired) after March 31, 1986, are
subject to mandatory Medicare taxidfic enployees already covered under a Section
218 Agreement are covered under Medicaue subject to the tax. Brtoyees whose
services are not covered for social secusiiywho are required to pay the Medicare-only
portion of FICA are referred to as Mediedualified Governent Employees (MQGE).
To deternme whether th enployees are suégt to the social security tasge the
discussion earlier under “Sat Security Coverage.”

Employees who have been in continuougpyment with the emloyer since March 3,
1986, who are not covered underextton 218 Agreernt nor subject to theandatory
social security and Medicare provisions, eamexenpt from both social security and
Medicare taxes, provided they are nemsof a public retirerant system. (See sectio
Continuing Employment Exception, below.)

The flowchart “Social Securitgnd Medicare Gverage foiState and Local Goverrent
Employees” in Chapter 1 shows how to deterenwhether Medicare coverage applies.
Continuing Employment Exception

Services perfaned after March 31, 1986, tan employee who was hired by a state or
political subdivision employer before Apl, 1986, are exempt fromandatory

Medicare tax if the eployee is a ramber ofa public retirerant systemand neets all of
the following requirerants:
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e The enployee was performg regularand substantial services for
remuneration for the state or politiceibdivision erployer before April 1,
1986

e The enployee was a bona fide @hoyee of that eployer on March 31,
1986

e The enployment relationship with thagnployer was not entered into for
purposes of avoiding the Medicare tax

e The enployment relationship witlthat enployer has been continuous
since March 31, 1986. (See Revenue Ruling 86-88 and Revenue Ruling
88-36 in the Appendix.)

Services Not Subject to Mandatory Medicare Coverage

The following are not subject toamdatoryMedicare tax everhbugh the services are
performed by an emloyee hired after March 31, 1986lote: These are the sam
services tht are excluded frormandatory social security coverage.)

Services perfaned by individuals hired tbe relieved fronunenployment. (This
does not include amy prograns financedfrom federal funds where the prary
purpose is to give the employeerk experience or training.)

Services perfaned in a hospital, hoeor other institution by a patient or iate
thereof as an ephoyee of a state or local goverant employer.

Services prformed by an emloyee on demporary basis in case of fire, storm
snow, earthquake, flood or other gamemergency.

Services perfaned by non-resident ales with F-1, J-1, M-1 and Q-1 visas.
Services in positiosicompensatedately by feesthat ae sulpect to SECA, the
Self-Enployment Contributions Act (ueks Section 218 Agreemt covers these
servies).

Services perfaned by a student enrollehd regularly attending classes at the
school, college or university wheresthare working (unless Section 218
Agreenent covers student services).

Services prformed by an election erker orofficial whose pay in a calendar year
is less than the amant mandated by law (unless Section 218 agreentovers
election workers).

Services that would be excluded if perfed for a private employer because it is
not work defined as gptoyment under Seabn 210(a) of the Soal Security Act
(unless Section 218 Agreemt coversertain agricultural services).

See Chapter &ocial Security and Medicare Coverage, section on Mandatory
Exclusions ér more details on these exclusions.

See the section dvlandatory Exclusions in this chapte for more detailon these
exclusions.
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Voluntary Medicare Coverage

A Section 28 Agreenent can be eecutedto provide Medicare-only coverage for
enmployees who are qualified participants ipublic retirenent systemand not covered
under a Section 218 Agreemt. Contact your &te Social Security Admistrator for
further information. (See list of state adnistratas at ncsssarg.) The samarules that
are digussed earlier in this chigp apply.
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Chapter 6

Social Security and Public Retirement
Systems

With the passage of the 1950 Social Secukityendments, states began to participate in
the Social Security program on a “volant” basis by entering into Section 218
Agreements with SSA. In 1985, Congress legedd mandatory Medicare for state and
local government employees hired or rehired after March 31, 1986.

Effective July 2, 1991, Congress made so@alsity coverage mandatory for state and
local government employees who are not covered by a Section 218 Agreement and are
not qualified participants ia public retirement system. Urrddis provision, states can
provide these mandatorily covered employ@i#l membership in a public retirement
system as an alternative to maiwig social seatity coverage.

This chapter provides information about the requirements for providing a public
retirement system as an alternative ® $bcial security retirement system.

Mandatory Social Security and Public Retirement Systems

Mandatory social security corage only applies after an employer determines that 1) the
employee’s position is not covered by at®er218 Agreement and 2) the employee is
not a qualified participant in a public retiremiesystem. If mandatory coverage applies,
an employer can provide an alternative retirement system as long as it meets the
requirements of IRC Section 3121(b)(7)(F).

This determination is made on an emplopgeemployee basis. For example, a Section

218 Agreement may exclude part-time positions. A public retirement system may exclude
part-time employees. If an employee excluded from coverage because of work performed
in a part-time position as defined under theeagnent is also excluded from membership

in a public retirement system because of-piene status, that employee is subject to
mandatory social security.

Example: A city has a Section 2Agreement that excludes part-time
positions requiring less than 18 hoursaafrk a week. City cafeteria

positions require employees to work only 3 hours per day, or 15 hours per
week. The city’s public retirement system does not allow membership for
employees unless they work 25 hours or more per week. The cafeteria
workers are subject to mandatory social security.



This chapter explasithe neaning of théerms “qualified paticipant” and “public
retirermrent systeni’ as they are defineith IRC section 3121(b)(7)(F) and Regulation
31.3121(b)(7)-2 of themaployment Tax Regulatins. The term “eployer” will be used
only to refer to a statepftical subdvision, a instrunentality. The ternfemployee” will
be used only to refer to an ptayee of a stte, political subdivigin, or instrurentality.

Note: A retirement systen is not regired to be aqualified dan within tke meaning ofthe
Employees’ Retirerant Incone Security A¢ of 1974 (ERISA). For this reason, this
publication does not use the tefqualified” with respect to public retireent systems.
The enployee nay be a nember of ay type of retirenent systemincluding a non-
gualified systenf{for example, a section 4%fan), as long as the plan provides a
minimum level of benefits under that sgat The mnimum benefit requirernts are
contained in the regulatiosection 31.3121(b)(7)-2(e) amiRevenue Procedure 91-40.
See the Appendix.

Public Retirement System — Minimum Benefit Requirement

A public retirement system is a pension, annuity, retiremt or simlar fund or system
maintained by a state or local gewmentthat provides a retireemt benefit to the
enmployee that is coparable to the bengfprovided under the Old-Age portion of the
Old-Age, Survivors and Disability Insuranfsodal secuity) partof FICA. In other
words, a retiremant system mst provide a rmimum retirenent benefit.

Social cuity is NOT apublic rdirement system for this purpose.

Exanple: An individwal holds two psitions with the sara

political suldivision. The wages eaed in one psition are abject
to social security and Medicatax pursuant to a Section 218
Agreenent. The socialecurity sysem is not a rérement system
for this purpose. Thus, mandatorycsd security coverage applies
to senice inthe othe position unless the grfoyee is a ramber of
a public retirerant system witlrespect to that positione&ion
31.3121(b)(7)-2(e)(2).

Types of Retirement Systems

In general, there are two types of retimrsysters—thedefined contribution system
and thedefined benefit system.
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Defined Contribution Plan

A defined contribution plan provides ardividual account for each participant and
provides benefits based solely on theoant cantributed to the padipant’s account, and
any incong, expenses, gains or losses, etat thay be allocated to that participant’s
account. See IRC section 414(i).

A defined contribution plan #h sdisfies the dahition of a retirenent systemmust
provide for an alloation to the emloyees accaint of at least 7.5 perceaf the
enployee’s corpensation during any period undmnsideration. This plan could be
established under IRC sections 401(a), 408(#)57, for example. Contributions from
both the erployer and the eployee nay be used to eke up the 7.5 percent. Matching
contributions by the eptoyer may be taken ito account for this purpose. A plan with
only enployee contributions would alsotsdy the mnimum benefit requirernt,
provided the contributions constitutel@ast 7.5 percent of cqransation. The 7.5
percem canrot include any earnings on the aanty however.To qualify as a retireemt
system a defined contribution plan muskdiit enployees’ accounts with a reasonable
interest rate, or the accountsishbe held ira separate trust subjdotfiduciary sancards
and creded with actwal earnings The definition of corpensaion must generally be no
less irtlugve than tle ddinition of the employee’s base pay.

Defined Benefit Plan

A defined benefit plan is any plan ottiban a defined contyution plan. A defined
benefit plan determes benefits on the basita formula, generally based on age, years
of service and salary level.

A defined benefit retiremnt system that can e alternatie to social ecurity provdes
for a retirenent benefit to the eployee thats conparable to the benefit provided by the
social security part of FICA. Apply therfmulas in Revenue Procedure 91-40 and the
IRS regulations to deteiime whether a dafied benefit retirent system provides a
sufficient benefit. A plan gemaly meets the regtement if the benaf under the sgtem

is at leas1.5 percenof average compensan during an employee’s last three years of
ermployment, multiplied by the employee’s number ofears ofservice.

Definition of Compensation

For a defined contribution plan, the ddfion of conpensation used to deteime

whether tle benet is suficient nust includeat least the eployee’s base pay, provided
that the definition of “base pay” is reasor@blhus, for example, a defined contribution
retirement systemmay disregard one or ane of the following: overtine pay, bonuses, or
single-sumamounts received on acctd of deat or separatiofrom service, armaunts
received uder a bona fide vacation, cpersatory tine or sick pay plan, or amnts
received under severance gagns. Any comensation nore than tte saial security
contribution wage baseay also be disregarded.



Example: A political subdivision naintains an elective defined
contribution plan that is a retireamt systemwithin the neaning of IRS
regulations. The plan is on a eatlar year. In 2004, an phoyee
contributes to the plan atrate of 7.5 percent of base pay. Asstimat the
employee will reach the sodigecuity maximum contribution base in
October. Tle enployee is a qualifiegharticipan in the plan fo the etire
plan year, even if the employee ceageconribute to the fan after
reaching the naximum contribuion base. See Section 31.2U2)(7)-

2(e)(2(iii)(B).

Reasonable Interest Rate Requirement — Generally, a definecbntribution retirement
systemmust credit the employee’s accouwmth earnings at aeasonable rate, under all
the facts andircunstances. Alteratively, enployees’ accounts ay be held in a separate
trust subject to general fiduciary standaadd credited with actualarnings of the trust
fund. Whether thanterestrate is reasonable is detened after reducing the rate to
adjust for the payent ofany adnmistrative expenses.

Who Is a Qualified Participant?

For an employee to be excluded fromamdatorysocial secrity coverage, not only must
the enploying entity naintain a reirement system within the maning of IRC section
3121(b)(3(F); the erployee nust also be a qualdd partici@nt in that gstem An entity
may maintain a retirent systenin which notevery erployee is a qualiéd participant.
The definition of a qualified participantrfdefined contribution and defined benefit
systens is sinlar. Whether an emloyee is a qalified paticipant is detemined as
services are perfored.

Defined Contribution Retirement System

An employee is a qualified participant in afaed contribution retiremnt systemwith
respect to services perfoethon a gven dayif, on that day, the eployee has satisfied all
conditions (other thanegting) for receivng anallocation tohis orher account (exclusive
of earnings) that eets the nmimum retirenent benefit requirerant. The benefit mst be
calcdated wth resped to conpensation durig a period ending ondhday and beginning
on or after the beginning of the plan ye&the retirenent systemThis is the cas
regardess & whether tle allacaions were rade or accrued lhere the effectie date 6

IRC section 3121(b)(7)(F).

Example 1: A state-owned hospital aimtains a nonelective defined
contribution plan that is a retireamt systemwithin the neaning of IRS
regulations. Under theras of the plan, eployees st be employed on
the last day of a plan year in orderreceive any allocation for the year.
Under these facts, grtoyees my not betreated as qualified participn
in the plan before the last day oethear. However, if, under the tesrof
the plan, an eployee who ternmates service befe the enaf a planyear
receives a i rata pation of the allecationof the contribution the

6-4



employee would have received at the end of the year, tipdogee nay

be treted & a qualifed participanin the plan. In other words, the pro rata
allocation available on a given dewpuld have to reet the ninimum
retirenent beneit requrement with respect to ecopensationromthe
beginning ofthe plan year tlough that day. Section 31.3121(b)(7)-

2(d)(D(ii).

Example 2: A political subdivision maintains arelective deihed
contribution plan that is a retireamt systemwithin the neaning of IRS
regulations. The plan is on a calenglaar. It has two open seasons—in
Decenber and June—when gioyees can @drge their contribution
elections. IrDecenber, an erployee eécts not tacontribute to the plan.
In June, the eployee elects @ginring July 1) to contribute a uniform
percemage & conpensation for eachay period to the plan fahe
remainder of the plan year. The @ioyee is nbaqualified paticipart in
the plan dung the perid January-Joe, because no allocatie are rade
to the employee’s account during that teanand it is not certain that any
allocations will be made. Ifthe lewd of contribuions dumg the peiod of
July-Decerber neets tle mnimum retrement benefit requwement with
respect to compensati during that period, however, the @oyee is
treated as a qualified gecipant during that pgod. On the other hand,
assune the sam facts, except #it the plan allows participants to cancel
their electims in casesfoecononnc hardship. In October, the @hoyee
suffers an econoim harghip and cacels the election (effective
November 1). If the contributions ding the period July-October are high
enough to meet theimmumretirenrent benefit requireemt with respect
to conpensation during that period genployee is treated as a qualified
participant during that period. In atidn, if the contrbutions during the
period July-October are high enoughteet the requireents for the
entire periodJuly-Decerber, the ermployee is treated as a qualified
participart in the plan thoughout tle period Jly-Decenber, even though
no allocations are ade to the employee’s &count in the lag two months
of the year. There is no requiremtthat the period used to detena
whether an employee is a qualifiedtmapant on a given day reaims the
sane from day to day, as long &ise period begins on or after the
beginning ofthe plan year and ends on the date the détation is being
made. Section 31.3121(b)(7)-2(d)(2)(ii).

Defined Benefit Retirement System

An enployee is a gudied partici@nt in a defned beneit retirement systenwith respect
to services perforetl on a given day if, on #t day, the eployee is (0 ever has been) an
actual participant ithe retirenent systemand, on thatlay, the employee actually has a
totd acaued beneit that meets the nmimum retirement benat requrement. An

enmployee may not be treated as an actugigpant or as actually havg an accred
benefit for this purpose to the extent that spalticipation or berfé is sibject to any
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conditions (other than vesting)at have not been satesfi. The conditions ight be a
requirenent that the employee attain a mimum age, perform a mimum period of
servie, meke an eletion in order to participa, or be present atd¢tend of the plan year
in order to be creditewith an accrual.

Example: A political subdivision naintains adefined benefit plan that is a
retirement systemwithin the neanng of IRS regulations. Under the tesm
of the plan, service durg a plan year is notedited for accrual purposes
unless a participant has at leAf100 hours of service during the year.
Benefits that accrue gnupon satisfetion of this 1,000-hour requiresmt
may not be taken into account intdamning whether an employee is a
qualified participant irthe plan before the 1,000-hour requiesrns
satisfied. See Regulation 31.3121(b)(7)-2(d)(2)(i).

Part-Time, Seasonal and Temporary Employees

Special rules apply togpt-time, seasnd and temporary employees for purposes of
deternining whether they are gliided partici@nts in a pubc retirenent systemTo be
exenpt from mandatory social secity coverage, these gioyees mst not only be
gualified paticipants they rrust be fully veted in their benéts. This neans the begfits
cannot be forfeited. If a patime, seasonal or tempoyagmployee is not a qualified
participar in a public rérement systenwith benefits fully vested frorthe first day of
enployment, that ermployee is sufed to saial seurity and Medicee tax until the
enployee becormes fully vested.

The special vesting regqament is consideretb be net if a part-time, seasonal or
temporary employee in a defined benefit plas the right to recee a paynent of at
least 7.5 percent of the cpensation the eployee earned while covered under the
retirement system(plus interest) when the @ioyee separates froemployment.

Part-Time Employee - A part-time enployee, for purposesf mandatory social security
and Medicare tax, is any @hoyee who nanally works 20 hours or less per week. A
teacher employed by a pst-secondary educatal institdion (e.g., a comunity or junior
college, post-secondary vocational school, celjemiversity or grduate school) is not
considered @rt-time if the teachr namally teacles classrom hours of one-half or ane
of the nunber of classroorhours norrally considered to be full-tim enployment. See
Section 31.3121(b)(7)-2(d)(2)(iii).

Example: A community colleg treats a teacher as a full-enenployee if
the teacher is assigned to wdrk classrooniours per week. A new
teacher is assigned to vkeeight classroomhours per week. Because the
assigned classroohours of the teder are at leastne-half of the
school’s d@finition of full-time teacler, the teaadr is na a part-tine
enployee. See Section3121(b)(7)-2(d)(2)(iii).
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Note: The definition of “part-ti” under nandatory social secuyi should not be
confused with the definition of “part-tiei under Section 218 Agreeamts. Part-tira
positiors may be excluded froncoverage under a Section 2A8reenent, at the ojon of
the state. Catact the State Social Securgministrator to determne thedefinition of
part-time positiors under the tate’s Section 218 Agreemt.

Example: A city provided social security coverage to soofits
enployees under a Section 218 Agrest) but excluded services
performed in parttime positiors. Pat-time positions areafined by the
Section 218 Agreeant as positionsormelly requiring less than 50 hours
of service per month. The city mstapply the definition in the Section 218
Agreenent to deternme which employees are edluded fromsocial

security coverage under the Agresrh Any employees excluded from
coverage under the Agreent nay then be subject to andatory coverage.

Seasonal Employee - A seasonal employee is aegployee who nanally works on a
full-time basis less thanvie nonths in ayear. Thus, for example, individuals who are
hired by a political subdivision during thexteeturn season in order to process ingam
returns and work full-tira over a three-omth period are seasonal gloyees. See
Section 31.3121(b)(7)-2(d)(2)(iii).

Temporary Employee - A tenrporary enployee is one who perfosiservices under a
contractual arrargrent that isexpected to last two yeaws less. Under this rule, a
teacher under an annual contraelyrar may not be a temorary enployee. Possible
contract extensionsumst be considered idetermining the duration of a contractual
arrangment if there is a significarikelihood that the eployee’s cofract will be
extended. @ntract extensions are considerdelly to occur if, on average, 80 percent of
similarly situated erployees have had bonaé offers to renew their contracts in the
immediately precenhg two academe or calendayears. Cotract extensions are also
considered significantly likely to occurtiie enployee has a history of contract
extensions in the current positioreeRegulation 31.3121(b)(7)-2(d)(2)(iii))(C).

Determining Benefits - Whether an eployee is a pd-time, seasonal or tguorary
enployee is generally deteined on thébasis of service in each position. This
determnation does not take tim account service in othpositions with the saeor
different public erployers. However, all of aemployee’s service in other positions with
the sare or different employers ay be t&en into account for purposes of deterimg
whether an employee is a part-éipseasorar temporary employee with respeo
benefits under the retireamt system provided that:

e The enployee’s sevice in the ¢her podionsis or was coved by the sme
retirenent system

o All service aggregated for purposeflsdeternmning whether an eployee
is a part-tine, seasonal or tegorary enployee (and related cqransation)
is aggregated under the systimal purposes in deteriming benefits
(including vesting); and



e The enployee is treated at leastfasorably as a full-tira employee under
the reirement systenfor benefit accrual purposes.

Example: Assune that an erployee works 15 hours per week for a
county and 10 hours per week for a noypality (the ermployers) and that
both of these eployers contribute tthe same statewide public eployee
retirenent systemAssune furtherthat the emloyee’s service in both
positiors is aggregated under thesggmfor all purposes in deteiiming
benefits (including vesting). the employee is covered under the
retirement systemwith respect to both positisand is teatedfor beneits
accrual purpses at ledsas favorablyas full-time enployees, then the
enmployee is not considered a pam¢ enployee of either eployer.
Therefore his benefits are not reguirto be immediately vested. See
Regulation 31.3121(b)(7)-2(d)(2)(iii)(D).

Individuals Employed in More Than One Position

If an enployee is not covered by a Section 21@&enent, but is a mber of a

retirenent systenwith respect to one full+tie position, the employee is generally treated

as a nember of a retirement systemith respect to any other positiontivthe sara
enployer. Section 31.3121(b)(7)-2(c)(2).

Example: An individual is enployed ful-time by a county and is a
qualified paticipant in its retirerant plan with regard to that guioyment.
In addition to this full-tine enployment, the individual is employed part-
time in another position with theree county. Th part-tine position is
not covered by the county retirent plan. Nevertheless, since the
individual is a qualified pdicipart in the reéirement plan with respéto
the full-time position, it is not necesyato pay social security and
Medicae tax with respet to the patrtime position.

Whether an eloyee is a ramber of a retirernt systems deternmed on an entity-by-
entity raher than a pason-by-position basis. If an ephoyee is a ramber of a retirement

systemwith respetto srvice the erployee peformsin a full-time positio, the
enmployee is generally treated as amber ofa retiement systenwith respect to all
service perdrmed for the sara employerin any other positios. See Regulation
31.3121(b)(7)-2(c)(2).

Caution: In sone cases, an individua enployed full-time by a state
and is a ramber of its retirerent plan, and is also grtoyed part-tine by a
city located in thetate,but does not participate the city’s etirement
plan. The services of the individuak the city are not excluded from
employment under Section 3121(b)(7), because the detextion of
whether services constitute ployment for sub purposes is atle
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separately wh respect to each politicalibdvision for which services are
performed. Sectior31.3121(b)(7)-(c)(2).

Alternative Lookback Rule

An employee nay be treated as a qualifiedrpaipant in a retirenent systenthroughout
a calendr year if he or Be was a qualified pacipant in the systemat tte end ofthe
calendar year in which ¢hplan year rds. Sectior831.3121(b)(7)-(Rd)(3)(ii). For the
first year of participation, an gifoyee who pdicipates in the retireemt systenmay be
treded as a qualiéd paticipant duing the yeaonly if it is reasonalel tobeliewe tha the
enployee will ke a qualifed partici@nt on the Ist day oftheplan yea.

In general, the rules regardiggalified participants apply t@rmer participants who
continue to perfornservices for the eployer or who return aftea breakin senice.

Thus, for example, a fomer enployee with a deferred beriefinder a defined benefit
retirenent systemwho is reermloyed by the samemployer but does not resian
participaion in the retirenent system, ray continue to be a calified paticipant in the
systemafter becorng reenployed if the imlividual’s total accrad benefit under the
systemmeets the mmimumpretirenent beneit requirenent (taking into account all
periods of service, including currentgee). See Section 31131(b)(7)-2(d)(3)(iii).

In other words, the individual ight havea “cushion” of benefits above thammum
requirenent. If this is so, the eployer is notrequired to witthold and pay social security
tax, or make additional paymnts to the retement systenon his behalf. The individual's
status as auglified paticipant would have to be contially reevaluated, however, for
employment of more than a short period.

Rehired Annuitants

A rehired annuitant is a retie who is rehired by his or hemployer or another grtoyer
that paticipates in the @ane retiremensystemas the forner enployer. A rehired
annuitant is either drawing a retirenmt benefit from that retirenent system, or has
reached retireent age under the retirant system.

Rehired annuitants are excluded froranaatorysocial security coverage. However, if an
enmployee is rehired to perforservices ira gate or local goemment position that is
covered for social security under acBon 218Agreenent, services in that position are
covered for social secwyitIn addition, all retireebired after March 31, 1986, are
covered for Medicare.

For exanple, a teacér retires fromsevice with a school district tht participated in a
statewide teachers’ retiremt system and dinot have a section 218eenent, begins
to receive benefits frorthe systemand laer becomas a substitute teacher in another
school district that participatés the sara statewide systenthe enployee is treated as a
rehired annuitant and is nailgect to social security tagand does not have to accrue
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additional lenefits in tre systemThe teachris subject to Mdicare tax. See Section
31.3121(b)(7)-2(d)(4)(ii).
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Chapter 7
State Social Security Administrators

What is a State Social Security Administrator?

Each state designates, by statute, a statgaifto act for the statin negotiations with

the SSA. This official acts for the state widspect to the initial federal-state (Section
218) Agreement, modifications, the perforroarof the state’s resnsibilities under the
agreement, and in all state dealings conogrthie administration of the Agreement. Each
state’s Section 218 Agreement, and SoSedurity Regulations 404.1204, provide a legal
obligation for each state to designate suchfcia. In many states, however, the actual
day-to-day responsibilities are delegatethm staff of the designated state official.

The state is responsible footifying SSA of any changesgarding its designated state
official. A letter should be sent to the SSA Regional andilRa&ocial Security Offices
for that state.

For Section 218 Agreement purposes, tlspoasibilities othe state are to:

e Administer and maintain thfederal-state Section 218 Agreement (“Agreement”)
that governs voluntary socis¢curity and Medicare coverage by state and local
government employers in the state;

¢ Negotiate modifications to the origindgreement to include additional coverage
groups, correct errors in modificati®, conduct referendums and identify
additional political subdivisions that join a covered retirement system;

e Maintain in a secured location the statmaster Agreements, modifications,
dissolutions and intrastate agreements;

e Provide SSA with notice and evidence o tegal dissolution of covered state or
political subdivision entities;

e Resolve coverage and taxation qumsdirelated to the Agreement and
modifications with SSA and IRS;

¢ Negotiate with SSA to resolve socialcsirity contribution payment and wage
reporting questions conceng wages paid before 1987;

e Provide information to state and local public employers covered under
Agreements in accordance with the Act; and



e Provide infornation to state and local plibenployers in accordance with the
state’s enabling legislation, policiesppedures and standis regarding non-
section 218 entities. Intaction with non-section 218 &iies is appropriate and
necessary, but the degree of involeaitvaries fromstate to state.

The State Smal SecurityAdministrator is tle principal state officiaresponsible for these
functions. As such, the Admistrator serveas the rain reource to tte and loch
enployers for infornation and advice abosbcial security coverage, taxation and
reporting issues that could not be easily atg#dielsewhere. SSA, IRS, public@oyers
and enployees should contactdtdesignated Admistrator tohelp resolve questions as
to who is and is not covered.

The State Smal SecurityAdministrator (Stee Adnministrator) and staff possess a wealth
of knowledge regarding statenlafederal law and regulations, retirem systenrules,
personnel rules, and haall these interrelat® provide social security protection to
public enployees. The law requires that eatate proide a centrapoint of contact to
handle these coplex matters.

For further infomation about the NSSSA, cotact your state Social Security
Administrgor. A listing is avdable atwww.ncsssa.org

National Conference of State Social Security Administrators (NCSSSA)

The ever-chnging and corplex social secatty coverage statutes, withholding
requirenents, reporting obligations and assaied employment taxegulations require
constant ronitoring and interpretation. Faver 50 years the Natial Conference of
State Social Security Admistrators (NGSSA) has provided an effective network of
communication for federal, state, alodal governnents concerning social security
coverage and federal @oyment tax policy.

With the enactrent of Sestion 218 to the Acin 1950, states codffirst exercise the
option of providing social sectyicoverage for state andclal enployees. By the end of
1951, 30 states had executed Section 218 Agrrtwith the federal goverramt. The
responsibility for adimisteringthe social security prograwaried fromstate to state,
depending on the particulatate’s enabling legislation.

State Adnmnistrators began to operate inamea where no precedent aéx It becara
apparenthat a forumwas needed wheredladninistratos calld addres the nany
problens and questions posed by the new paogrThe first forunbetween State Social
Security Adninistrators and federal offigis was held in Jaawny 1952, in Bloonngton,
Indiana. As a result, iNCSSSA was esthsheal to provide a unifiedtate persgctive at
the federal level to provide an on-goingdium for problemsolving and to mntain an
open forumfor the developrant of new policy.

Since its formation in 1952, the NCSSSA has rked closely with SSA and IRS to
address soal secuity (and later Medicarejoverage and epioyment tax issues raised
by state and local goioyers and State S@tiSecurity Adnmistrators throughout the

7-2


http://www.ncsssa.org/

United Staées. The NCSSSA works with thederal officials to ensure that legslative and
regulatory changes address stahd local concerns. The SSSA provides leadership to
state and local goverramts through accurateterpretation of federal laws and
regulations, communication of federal taxipg, and resolution oproblens arising at

the state antbcal level. The NCSSSA hostational workshops and annuagetings
where SSA and IRS offials addresthe concersof state ad local goernment
repregntatives in a face-to-face foanNCSSSA officials represepubic secta
enployers on various $8and IRS comrittees and work groups.

Audits and Reviews of Public Employers

When the IRS or SSA conducts an auditemiew of a public eployer, it may contact
the State Adnmistrator br that state rmy becontacted to clarify the goloyer’s status,
including:
e Whether the eployees are coverathder a Section 218 Agreemt, and;
e If so, the specific exclusions éndatoryand optional) that are applicable to that
entity, which nust be taken into accoudtiring the audit oreview, including any

that are unige to indvidual enployees. For example, areya@nployees subject
to the Medicare continuing gatoyment exemtion?

For further infomation about the NSSSA, cotact your State Social Security
Administraor. (See th listat NCSSSA web sitewww.ncsssa.ory.

7-3


http://www.ncsssa.org./

Chapter 8
Social Security Administration

Overview

The Social Security Administration (SSK)the Nation’s primary income security
Agency. It administers the federal Old-A@rvivors and Disability Insurance (OASDI)
program and the Supplemental Security meqSSI) program. The OASDI program is
the largest income-maintenance program in the United States. The program provides
monthly benefits designed to replace, in part, the loss of income due to retirement,
disability or death. The SSI program providesupplements the income of aged, blind
or disabled individuals with limited inconad resources. Children, as well as adults,
can receive payments because of disability or blindness.

In addition to the OASDI and SSI prograr8§A provides service delivery support to
other programs, particularly Medicare aBk Lung, Railroad Retirement, Medicaid and
Food Stamps.

Medicare

SSA is the primary public contact point for the Centers for Medicare & Medicaid
Services (CMS), which is responsible foradistering the Medicare program. SSA staff
determines, and answers questions reggrdvliedicare eligibility SSA also maintains
records of Medicare eligibility and collects Medicare Part B premiums through
withholding from social security payments. (See Chapt8o&al Security and

Medicare Coverage, for more information.)

Black Lung

The Black Lung program pays monthly cashdfés to coal mine workers and their
dependents and survivors. SSA is respons$drladministering Part B of the Black Lung
program under title IV ofhe federal Coal Mine Health and Safety Act.

Railroad Retirement

SSA provides services in cagrtion with entitlement to benefits from the Railroad
Retirement Board (RRB). SSA takes the agtians and coordinates benefit payments
with the RRB. The latter organization, as regdiby statute, issues a combined monthly
benefit payment when a retiree is entitledbéodth Railroad and sociakcurity retirement
benefits due to having worked for botfe thailroad and other industries prior to
retirement.



Medicaid

In 32 stées and the Disct of Columbia, &gibility for SSI benefs corfers autoretic
entitlenent to Medicaid. SSA provides infoation and referral services in support of
Medicaid and is directlyunded by the states and CMS.

Food Stamps

SSA assists the Department of Agricodétdy providing information about the food
stanp programand taking food stamp apgéitions for qualified OASI, DI and SSI
claimants.

Social Security Number

The social security number (SSN) is thethod used for posting andamntaining the
earnings and ephoyment records of persorvered under the social security program.
Employers withhold social security and Medre taxes frorntheir enployees’ paychecks
and forward these amants, along with th enployer tax, to the IRS on a regular
schedule. B the end ofebruary ¢énd of March if W-2 data is subitted electronielly),
enployers file wage reportsith the SSA showing the wgas paid to each @ioyee
during the precedng year. In tun, SSA shares ik information with the IRS. SSA also
sends weekly updates to IRS with infation on newly established SSN records and
corrected inforration for previouly estallished SSN records. Reported earnings are
posted to the worker’s earnings recorchaifa worker or a worker’s faily member
applies for social security benefits, the wark earning reaal is used to deternme the
eligibility f or beneits ard the anount ofany castbenefits payable. It igwus critial that
enployers naintain accurate, up-to-date S$MNormation on their emloyees to reke
sure each employee’s earnings are corrguibted to that empl@g’s earnings recd.

Organization

SSA'’s organization features dealized management of tle national social security
prograns and a decentralized natwide netvork of 10 regional offices overseeing337
field offices (FO), 138 hearing offices, 36 t&device centers, 7 processing centers and 1
data operations center.

All components witin SSA’s cental office,which is locaed in Baltimore, Maryand,
performa supporting role to SSA FOs byopiding direction, gudance and aierial
resoures needed by the FOs. FOs are Iteghin cities and mal comnunities across the
nation and are the agency’simphysical pant of contact wh beneficiaries and the
public. Additionally, the sociadecurity disability progrardepends on the work of 54
Disability Determination Services, \uich indudeall 50 sates the Distri¢ of Colunbia,
Guam and Puerto Rico.
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SSA Responsibilities

Public enployers should initially discusssues and questions with the State Social
Security Adnmnistrator. Ifadditiorel assstance is needeagarding coerage, the
appropriate Parallel Social Seity Office should be contacte(BSee list at the end of this
chapter.) Public eployers who have questis regarding agnetic nedia or electronic
filing should contact the appropriate BloyerServices Liaison Officer (ESLO) listed at
www.socialsecurity.gov.

For additional contact infanation, see the SSA web sitevaivw.socialsecurity.gov/slge.
Questionsdated to tax liabilityshoud be directd to the IRS.

Parallel Social Security Office (PSSO)

The PSSO, usually located in thiate capital, is the on-sitegpresentative of the SSA to
the state under the leadershiglod Regional Commissioner. The PSSO:

e Conducts day-to-day negotiations with the state;

e Assists thetate in drafting Seatn 218 Agreerents and nodifications;

e Reviews agreeents and rdifications from the state for technical accuracy and
appropriate docusntation before forarding to the Regional Office; and

e Makes coverage and wage detmations, as appropriate.

Regional Office (RO)

RO staff works under therdiction of the Regional Comissioner (RC). The RO
provides leadership and technical directiothi@ coverage area for thiate and local
programwithin the region, constent with established policy. ¥kin the RO structure is
the Assigart Regional @mmissioner (ARC) who has ong@mesponsibity for state
and local coverage aciiles within the region. fie Regional Office:

e Interprets, reviews, presses and executes Section 218 Agee¢srand
modificatiors;

e Reviews supporting docuwantdion to state notices to rawe legally dissolved
entities fromcoverage utler Section 218 Agreements;

e Makes and reviews coverage and wagerdet®tions consistent with established
policy;

e Provides guidance and advice to stateproposed legislativand regulations
that may have inpact on the staeSection 218 Agreeemt;

e Interprets and advises states otaklshed policies and procedures;

e Refers to Central Office questions fehich no policy has been established or
present policy ray require a change thatagnhave national impact;

e Maintains fle of original agreenents and rodifications;

e Maintains tle Sumnaries of State Agreeents; and
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e Handles inquiries and answers quassi about magneticadia reporting,
electronic filing, and papeeporting of wages.

Note: Listings of the Regional Social Securidffices and te Parallel Scial Security
Offices (dizussed aba) are locate at the end of this chapter.

Central Office

The Office of Incona Security Prograsy(OISP)is primarily responsible for
administerirg the state and local cenageprogram. Organizationgl] OISP is located
under the Bputy Comnissioner for Disability and IncoelSecurity Programs

Office of Income Security Programs (OISP)

This office plans, develops, evaluatesi assues operational policies and procedures
concerning coverage and waggestions related to Sections 210 and 218 of the Social
Security Act. As lead component for athte and local atters OISP administers the
Social Sectty Act and inteprets its provisions. OISP:

e Interprets lavs and regulidons relating to state ardcal coverage andages;

e Coordinates national coverage anahe poicy with the Internal Revenue Service
and other federal and state agencies;

e Coordinates coverage andges issues for which no policy has been established
or in which present policy ay requirea change that ay have national impact;

e Issues policies and develops procedarss instructions on coverage, wages, and
reporting;

e Administers the policy for decisiomsvolving pre-1987 reporting and wage
corrections;

e Maintains and updates the State anddl&Coverage Handbook (SLCH) for SSA
and the State Social Security Adnstratas; ard

e Makes decisions regarding 218és)d (t) casesof pre-1987 periods.

Office of Communications (OCOMM)

This office maintains liaison with all levis of governnent—federal, state and local
(county and municipal). OCOMM Babversightesponsibility for both the Agency’s
interaction and relationshipgith government entities witha focus on public inforation
and public affairs. Basicgl] in regard to state drocal activties, OCOMM:

e Coordinates the broad infoational effortto explain social security prograno
state and local ephoyees and eployers;

e Produces comprehensive publicity materialexplain the protection which social
security coverage provides;

¢ Maintains contact with national orgaations representing goverental and
governnent enployee interest;
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e Represents SSA in negotiations with fedlestate and local gvernnent agencies
on mgjor programissues concerning publatfairs and public inforration, i.e., the
interface between federahd state inome maintenance progans, or the
implications of proposed changes in S&#mnistered prograsfor state and
local goermments;

e Seeks to insure that the interests afestind local governents and otherefleral
agencies are repmsted in SSA’s pady and decision king process; and

e Has lead role in NCSSSA/SSA Gaomenent Communications \@kgroup to
develop strategy for reaching state armhl@udiences, as well as toprove
communications in general amg the states, regions, and Central Office as well
as other federal &gcies in state and locaktters.

Office of Central Operations (OCQO)

This office processes all waged correction reports, reaciles Annual Wage Reports
with IRS Form941 tax returns, and corpends with those employeshowing reporting
discrepancies. Specific areas of respongitfibr state and local Section 218 ployers,
for pre-1987periods, include:

Receiving, controlling and accounting fwontributions icluding interest;
Preparing, raintaining and furnishing trst fund reconciliation inforation;
Preparing ad issuing adit statenentson wage reports and corrections; and
Providing infomation on outstanding ovesigments and underpagmis to states
and referring outstanding debts to thi#&i¢@ of Financial Policy and Operations
(OFPO).

Office of Legislation and Congressional Affairs (OLCA)

e Conducts programvaluation and legidi&@e planning activities including those
relaed to stée and l@al coverage isgs;

e Monitors legislation tha affects SSAprograns and revewing regulations
resulting from legislation;

e Prepares testiony and background aterial for use by SSA officials in
connection with congressidnaearings and other catts with the Congress.

Office of Systems Analysis (OSA)
Areas of responsibilitydr pre-1987 tax years include:

Trust fund accounting cftate and lcal conributions;
Deposit procedures, including igitransnssion of deposits;
State and lcal internal adjustnents; and

Audits of state and local reports.

Office of Financial Policy and Operations



e Resolves unpaid Section 21&gt987 contribution liability.

Regional Social Security Offices

Direct inquiries regarding state and local coverage questions only to State and Local Coverage
Specialist. For all other inquiries, go to www.socialsecurity.gov/reach.htm.

Boston:
Social Security Admmistration
Room1900
JFK Federal Building
Boston, Massachusetts 02203

New York:
Social Security Admmistration
Federal Bilding, Suite 4060
26 Federal Plaza
New York, New York 10278

Philadelphia:
Social Security Admmistration
P.O. Box 8788
300 Spring Garden St.
Philadelphia, Pennsylvania 19101

Atlanta:
Social Security Admmistration
61 Forsyth 8eet, SW
Suite 22T64 — RSIPT
Atlanta, GA303®

Chicago:
Social Security Admmistration
600 West Madison Street
10" Floor, Chicago, IL60601

Dallas:
Social Security Admmistration
1301 Young St. Ste. 130
Dallas, Texas 75202-5433

Kansas City:
Social Security Adimmistration
601 East 12 Street, Roon36
Kansas City, Missouri 64106

Denver:
Social Security Admmistration
1961 Stout Street
Room1052 Federal Office Bldg.
Denver, Colorado 80294-3538

San Francisco:
Social Security Admmistration
P.O. Box 4206
Richnond, California 94804

Seattle:
Social Security Admmistration
701 Fifth Avenue
Suite 2900 M/S 303A
Seattle, Washington 98104-7075
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Parallel Social Security Office Contacts

Region 1 Connecticut Maine Massachusetts
960 Main St (mailing address) 1> floor
Second Floor PO Box 105 10 Causewaypt, Rm148
Hartford, CT 06103 Augusta, ME 0432-1075 | Boston, MA0222
(office address)
North Park Professional
Building
330 Civic Cater Dr.
Augusta, ME 0430
New Hampshire Rhode Island Vermont
Suite 100 380 Westnmister Mall 33 Schol St
70 Commercial Street | Room318 Montpelier, VT05602
Concord, NH 0361 Providence, R029(
Region 2 New Jersey New York Puerto Rico
Capitol Center Building | Federal Building State Road 838, Ki.3
50 East State Street, 1 ClintonAve, Rm430 Sector El Cinco, Piso 4
Suite 228 Albany, NY 12207 Rio Piedras, PR 0092
Trenton, NJ 8608
St. Thomas, Virgin Isles
8000Nisky Center, 1
Flr., Suite 2
Charlotte Amalie, VI
008@-9911
Region 3 Delaware Maryland Pennsylvania
Suite 100 Suite 200 555 Walrut Sreet
500 W.Loockerman 1010Park Awenue Harrisburg, PA 17101
Street Baltimore, MD 21201

Dover, DE 1904

Virginia
1834W. Carey Street
Richmond, VA 23220

West Virginia
500 Quarrier Street
Charleston, WV 25301




Region 4 Alabama Florida Georgia
2450President Drive 20020Id St.Augustine | 401 W.Peachtree Street
Montgonery, AL 36120 Road, Suitd812 Suite 286
Tallahassee, FB2301 Atlanta, GA303®
Kentucky
330 W Broaavay, 2 Mississippi
Floor 100 W Capiol Street, North Carolina
Frankfort, Ky 40601 Room401, McCoy 47010Id Wake Forest
Federal Building Road
South Carolina Jackson, MS 39269 Raleigh, NC 2769
StromThurmond Federal
Building Tennessee
1835Assenbly St, 4527 Nolensville Road
2" Floor Nashville, TN 37211
Colunbia, SC 29202
Region 5 Ilinois Indiana Michigan
2715West Monroe St 575 N Penngvania St, | 5210Perry Robinson
Springfield, L 62704 Room685 Cir.
Indianapolis, INA6204 Lansing, Ml 48911
Minnesota Ohio Wisconsin
Federal Building Federal Building 60110dana Rd
316 Rdert St Room185 | 200 NorthHigh Street, Madison, WI53719
St. Paul, MN551QL Room225
Colunbus, OH 43215
Region 6 |Arkansas Louisiana New Mexico
Federal Building 5455Bankers Ave. 1922Fifth Street
700 W Capitl Street, Rm| Baton Rougel.a. 7088 | Santa Fe, NM 87%b
1433
Little Rock, AR 72201
Texas
Oklahoma 903 San Jacinto Blvd,
Shephard Mall Suite 102
2615 Villa Prom Austin, TX 8701
Oklahoma Ciy, OK
73107
Region 7 |lowa Kansas Missouri

Federal Building

210 Walrnut Sreet, Rom
293

Des Moines]A 50309

Nebraska
100 Centenmal Mall N,
Room191

Lincoln, NE685(B

1201SW Van Buren St
Topeka, KS 6612

3523Amazmas Drive
Jeffewson City, MO
651M™




Region 8 |Colorado Montana North Dakota
1616Chanpa Street, 4 | Suite 160 1680E. Capiol Ave.
Floor 10 W. 55" Street Bismarck, ND 58501
Denver, CO 80202 Helena, MT 59626

\Wyoming
South Dakota Utah 5353Yellowstone

Federal Building 202 West 40 South 2" Floor, R@m 210
200 4" Street,S.W. Salt Lake City, UT 8401 | Cheyenne, W 82009
Room105
Huron, SD 350

Region 9 Arizona California Hawaii
Suite 100 8351FolsomBoulevard | Federal Office Building
1122N. 7th Sreet Sacramento, CA 95826 | 300 Ala Moana Blvd,
Phoenix, AZ8500®%-2781 Room1-114

Honoluluy HI 9680

Nevada
1175Financal Blvd
Reno, NV 89502

Region 10 Alaska Idaho Oregon
222 W8" Avenue, Room| 1249S. Vinrell Way 1195 SW ad Street,
66 Suite 101 Suite 100,

Anchorage, AK 99513-
7505

Washington

402 YaugeWay SW
Olympia, WA 98502-
5068

Boise, ID 83709-678

Beaverton, OR 97
2906
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Chapter 9

Internal Revenue Service

Overview

The Internal Revenue Service (IRS), an ayearf the Department of Treasury, is the
federal agency charged withe administration of the tdaws passed by Congress. For
many years, the IRS was organized geografiiedath a national office in Washington
and regional, district and local officesalighout the country. With the Restructuring and
Reform Act of 1998, the Internal Revenue\iee began a major reorganization in an
effort to improve compliance and customer service. This restructuring marks the most
sweeping overhaul of the agency €ri®52. The reorganization and its impact on
federal, state, and local government égitvill be discussed in this chapter.

More information about the programs ando@ssibilities of the IRS is available at
WWW.irs.gov.

Organization

In October, 2000, Internal Revenue Servipe&ctice of dividing the nation's taxpayers

by geographic boundaries was replaced wittew system built around four specific
customer bases (groupings of taxpayers determined to have common needs). The new
structure is intended to reduce the nundfenanagement layers in the agency.

National Headquarters, located in Washington, D.C€ontinues to develop nationwide
policies and programs for the administratiorited IRS. National Headquarters is headed
by the Commissioner of Internal Revenunel dhe CommissionerSenior Staff, who
provide direction for the founew Operating Divisions, folunctional Divisions,
Modernization Systems (Business Systems Moderniiwen and Information Technology
Services), and Agency Wide Share@ervices (AWSS). This organization replaces the
Regional, District Offices, and ten Service Centers.

The Office of Chief Counsel, also at National Headquarseprovides independent legal
counsel to the Internal Revenue Servitemission is to provide the correct legal
interpretation of the Intern&evenue Code; represent th&IR litigation; provide for

all other legal support for the IRS; and penh these duties in a manner that enhances
public confidence in the integrity, efficiepcand fairness of the nation's tax system.

The fourOperating Divisions, representing four customer bases, are as follows:

Wage & Investment, focused on individual taxpayers.


http://www.irs.gov/

Small Business/Self-Employed, oriented to S-corporans, partnerships, sati
corporations and sole proprietors.

Large & Mid-Size Business, dealirg with all forms of business with &sts greter than
$5 million.

Tax Exempt and Government Entities, which includes all governemt organizations as
well as nonprofit and other ex@torganizations.

FourFunctional Divisions offer supporting services the operating divisions:

Appeals, intended to resolve issueithout litigation in a fairand inpartial environrent.
Communication and Liaison, developing relationshgpwith stakeholders.

Criminal Investigation, with responsibilityfor investigating violations daw.

Taxpayer Advocate Service, to help taxpayers resoly@olems with thelRS.

Each of the four Operating Divisions hasatgn Counsel to providiegal expertise and
guidance.

Tax Exempt and Government Entities Operating Division

The Tax-Exempt and Government Entities (TE/GE) Operating Division was
estatished in late 1999 and replactdgkformer office of Asistat Commissioner
(Employee Plans andXenmpt Organizations).It serves three very distinct custem
segnents:Employee Plans, Exempt Organizations, andGovernment Entities.
Custoners range fronsmall local comnunity organizations and amicipalities to major
universities, huge pensioarids, state goverrants, Indiantribal governnents and the
conplex tax-exerpt bond community. Theseganizations represent a large ecoiom
sector with unique needs. They are goedrhy highly comlex, highly specialized
provisions of the tax law

Government Entities contains three coponents:
Tax-Exempt Bonds (TEB)
Indian Tribal Governments (ITG)
Federal, State, and Local Government (FSLG)

Tax-Exempt Bonds: provides information to the tax-exept bond community in the
form of education and outreach progamh encourages voluntary cqhance through
ruling and agreeent efforts. It also adinisters and conducts the tax-exempt bond
exanination programMore information is available atww.irs.gov/taxexemtbond
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Indian Tribal Governments: helps Indian tribes deal witheir federal tax matters aiwl
provides a single point of contdor assitance and servic&he specialists in this area
address issues and providedance unique to Indian tribewhose concernsam relate
to tribal governrants as eployers, digtibutions to tribal rembers, and the
establishrent of governrantal progrars, trusts, and businesses. Fareninformation
visit the ITG web sitetavww.irs.gov/govt/tribes

Federal, State, and Local Governments: provides a clear poirf contact for all
governnent entities for their taissues with the priary focus on information return
reporting and eployment tax issues. It delops and deliversitared communication
and education prograsrand provides e accessible and equitable voluntary
conpliance progrars for its goermrment cusbmers. FSLG is also responsible for
administerirg the tax lavs and ensuring coptiance.

On the Federal, State and Local Goveenta web pagewww.irs.gov/govts) you can
find the latest, updated version of this puddiicn, and additional formation, including:

e Latest technical develomntsaffecting governrent entities
e How to contact an FSLG Specialist in your area

e How to e-mail FSLG with a quéen

e Fact sheets and frequently asked questions

e Schedule of events of interest to goveentrentities

e The FSLG Newsletter

e Links to related sites of interest


http://www.irs.gov/govt/tribes
http://www.irs.gov/govts
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Chapter 10

Wage Reporting

Form 941 and Form 943 show wages paidtamds withheld. After the calendar year
ends, employers prepare individual eay@e reports on Forms W-2 (Wage and Tax
Statements) with Form W-3 (Transmittal of g¢ésand Tax Statements), showing the total
wages paid and taxes withheld for each @ygé during the year. This wage information
is reported to SSA for crdthg to the employees’ earningscords—either by sending
SSA Copy A of the paper Form W-2 witlcavering Form W-3 or by sending the Form
W-2 information in the form of electronic anagnetic media reports. Employers who file
250 or more Forms W-2 are required to filauras electronically or use magnetic media.

The information submitted to IRS on Form 941 is compared to the Form W-2 information
sent to SSA and any discrepancies musebelved by the employer. As SSA processes
employer wage reports, it maintains a reaafrtbtal wages processed for each employer.
These totals are then compared with E8ployment tax records filed by the employer

on Forms 941 or Form 943. Employers whose reports to IRS and to SSA do not match
are contacted for an explanation—IRS eat$é employers who reported more wages to
SSA than to IRS and SSA contacts empitsyeho reported a higher amount to IRS.

Failure to resolve these discrepancies may result in IRS assessing penalties for filing
incorrect reports.

If an employer needs to talk directly $&A about an electronic file, magnetic media
filing or other wage reporting problem, temployer may contact an Employer Services
Liaison Officer (ESLO) via

www.socialsecurity.gov/employevAge reporting_specialists.hton call 1-800-772-
6270 for earnings report teckrans’ help. Specification®r electronic or magnetic
media reporting of Form W-iaformation can be found at
www.socialsecurity.gov/employer by calling the ESLO for your state.

Note: Government entities are responsiblerfporting payments on information returns.
Payments for nonemployee compensatiorcakered in Sectiod. Governments must

file Form 1099-G, Certain Governmentyia@ents, for certain payments, including tax
refunds and grants. Seestmstructions for Form 1099-G for more information.

Special Situations

Information Reporting for Election Workers: See IRC section 3401(a). If an election
worker's compensation is less than audtaily established amount ($1,300 for calendar
year 2006), it is generally not subject to social security\Medicare tax. See IRC
section 3121(b)(7)(F)(iv) and 3121(u)(2)(B)V). However, under a state’s 218
Agreement an election worker’s compensatitay be subject to social security and
Medicare taxes at a levellbes the statutory amount. Compsation of election workers
is not subject to income tax withholding.


http://www.ssa.gov/employer/wage_reporting_specialists.htm
http://www.ssa.gov/employer

If an election worker’s copensation is sulkgt to withholding okocial security and
Medicare tax, FornW-2 reporting is requikfor all conpensation, regardless of the
amount. If an election vorker’s compensatiois not subject to whholding of social
security and Medicare tax, FoWd-2 reportng is required for payents that aggregate
$600 or nore in a calendar year. See Raue Ruling 200-6, in the Appendix, for further
discussion of infanation reporting vth respet to eletion workers.

Section 457 (g) Trusts: A section 457(qg) trust, estalilisd to hold section 457(b) assets,
is not required to file For@90, Return oOrganization Exempt Frommcome Tax, Form
1041 U.S. Incorm Tax Return for Estates andubts, Forml120, U.S. Cgroration
Income Tax Return, or 6rm 5500, Annual Retun/Report of Erployee Benefits Plans.
For further infomation regarding the annlugporting requirerents for setion 457(qg)
trusts, annuity contracts or cusi@daccouns, see Section VII.A of Notice 2003-20time
Appendix.

Worker’s Compensation

Amounts received by (ice, firefighters, and ther enployees or their swuivors for
personal injuries or sicknesgurred in the course ofr@loyment are excludable from
income and social security and Medicaexes if they are paid under a worker’s
conpensation act or a statute in theture of a verker’'s compensation act.

This exclusion does not apply to retirem planbenefits based on age, length of service,
or priar contributions to the plan, even iftindividual retired because ah occupational
sickness or injury.

Worker’s canpensation benefits are fully exded fromgross incora and are not subject
to enployment taxes, incoetax withholding or reporting. Amunts received under a
statue “in the nature of” a worker’s copensation act, however,anbe subject to
enmployment taxes and report

Medicare Qualified Government Employment (MQGE)

Employers must file aeparate Form \A2 for each emloyee subject to Medicare-gn
withholding. MQGE Foms W-2 are filed sepately fromFoms W-2 having full FIG
wages, or fronForms W2 having no sociadecurity or Medicare wages. Paper MQGE
Forms W-2 must be trasmitted with a coveing FormW-3 with “Medicare Govt. Ep.”
checked in box b. See the InstructionsForms W-2 and W3 or contact your ESLO for
more information.

MQGE Forns W-2 records (Code RWecads) trasmitted by magnetic nedia or
electronically should be grouped to follow ade RE record with an Esfoyment Code
of "Q". All other W-2 records should be @uped to follow a Code RE record with an
Employment Code of "R". Do nogroup MQGE W2 records and non-MQGE %/
records together afterstngle Code RE record.
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Employees Covered for MQGE and FICA

Sone state and local employeesyrbe sibject to both Medicaronly withholding and
full socid security and Medicee in the sme reporting year. When the employee is in a
continuous employent relationsip with the same epfoyer (sare EIN) for the year, the
enployer has two reporting options. The@oyer nay:

1. Prepare a single Foriv-2 with the total annual wages box 1, the total Medicare
wages and taxes froBOTH positions irbox 5 and box 6. Social security and
Medicare vages and taxes are enteredox 3 and box 4. (SSA prefers that this
method be used in order to reduce errors), or

2. Use a separate Fovii-2 for each withholohg category, i.egne Formw-2 for wage
data fromthe Medicare-only position aredsecond Forriv-2 for FICA wage data
from the positions with both sociakécurity and Méicare coverage.

How SSA Processes Wage Reports
All wage reports (FormV-2 information) sent to SSA are subject to:

e Balancing and validation prograno detemine whether th reports are accurate
and can be “read” by $Ssystens; and

e Employee nara and social secity number (SSN) verification.

Reports that have errors, do nadtam or donot meet edit caditions are retured to the
employer (or subntter) for correctim and resulmission.

All employers are subject to IRSte filing penalty assessents.

Note: If the initial repor was fled timely and later réurned br carrections, the eployer
will be subect to late fling penaltiesf the repat is not esulmitted on tine.

Verifying Employee Names and Social Security Numbers

After wage reports habeen enterethto SSA’s systemeach emloyee nam and social
security nunber (SSN) is copared to SSA’secords to verify that it is correct. Matched
wage reports are updated to the individuapkryee’s record; reports that do nodtoh

are identified and the employer or employeeastacted and asked to provide a corrected
nanme or SSN to SSA. Additically, IRS may impose a penalty of up to $50 per
misreported namand SSN. Accurate credify of earnings to individual records is
essential to the correcygmert of social security benefitsTherefore, obtaining a correct
name and SSN is very important. See IRS Radtion 15, Circular Efor a discussion of
requirenents for new hires. SSA offeesfree S8l verification service to allow

employers to be sure they have a correct@and SSN.

Verification Services Available from Social Security

SSA offers free verification ofmnaployee nares and social security niars to
enployers. This can be done by telephone, pageor megnetic nedia. The instructions
are in SSA Publication 20-004, Employee Veafion Service (EVS)This is available
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from any ESLO or it can also lmwnloaded from SSA'web site at
Www.socialsecurity.gov/epioyer/ssnv.htm

Telephone: You y call SSAS Employer Serces Nunter at 800-772-6270 and verify
up to 5 names and SSNs per callur Gervcces are availdb viaour toll-free nurber
Monday through Friday from:00 a.m. to 7:00 p.m. EST.

Paper Lis You may subnit a list of up to 50 itera to the local social security office.
Write a letter on your company’s letterhesat send it to the atigon of “District
Manager."

Larger Regasts: Tlese requests rame registration with SSA’s Office of Eptoyer
Services. 8e page 3 of the Hrtoyee Verlication Service booklefor the address to
register and for registrationstructions. This allows verifation of paper lists frorl up
to 300 itens.

Magnetic Media: Conplete instructions are prowad in SSA’s Publication 20-004 for
subnission of either diskette oragnetic tapeor cartridge for vefication of nore than
50 itens. If you have any questns, consult your local ESLO.

Verifying Employment Eligibility
Under thelmmigration and Nationality Act, employers must verify the identity and

employment eligibility of anyone hired for eployment in the United States. This
includes citizens and necitizers.

FormI-9, The Enployment Eligibility Verificaion Form was develogd by the
Immigration and Naturalization 8ace (INS) to verify that persons are eligible to work
in the Unital States. Capletion ofthis form is required for every ephoyee hired after
November 6, 1986. The functions of the INSarow carried out by the.B. Citizensip
and Immgration Sevice (USCIS).

The M-274 Handbook for Employers, conplete with Forml-9 and answers to questions,
is available to eployers at USCIS regiohand dstrict offices, as well as local
governnent printing office bookstores. For qgt®ns not addressed in the handbook, visit
the web site atvww.uscis.goy call (202) 375-5283, or @l questions to:

U.S. Citizenship and Imigration Service

Office of Employer and Labor Relations

425 | Street NW

Washington DC 20536
A free on-line comuter verification service iavailade that dlows ingant verifcaion of
name, SSN, and work eligibility via a peysal computer and mode Contact the USCIS

Business Liaison Office at 1-800-357-2099 ifformation and free software for this
service.

Making Corrections

Once infornation has been filed with SSAny corrections must beashe using Form
W-2c¢ and FormV-3c.
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Forms W-2c nay be filed on paper or vielectronic transimssion. (Filing by nagnetic
tape or cartridge is not alleed after 2004; filing by disketiie not allowed after 2005
Magnetic media files should be foatted follaving the insructions in SSA Publication
MMREF-2, Magnetic Media Reporting and Elextic Filing of Foms W-2c, available
on SSA’s web site atww.socialsecurity.gov/employer fromany Employer Service
Liaison Officer (ESLO. A list othe ESLOs is also available at
www.socialsecurity.gov/ephoyer. See "Failure to File Form-2c and/or Fornw-3c
with SSA" below when adjusting prioegr earnings on For841 and/or Brm 941c.

Note: There is no requirement to file electronic or magnetic media Forms W-2c
regardless of quantity filed.

If the enployee has a namthange, the eployee nust notify SSA and request a new
social secrity card.Never change an epioyee's namin your payroll sgtemuntil the
employee has furnished you a new socedigity card showing the change. See IRS
Publication 15, Circular E), for rules on namchanges.

Occasionby, a correction to FormW-2 information is requed before ifing such
information with SSA, but after providing tlierm to the employee. Make changes on a
new original fom, but annotate it “Bissued Statrent” at the top. Be sure to change the
information subntted toSSA as well, either by aking the origiral pagr W-2 "VOID"

at the top (if you subihon paper) or by corréing the data file before filing either
electronically or via ragnetic nedia.

FormW-3c must accompany Copy A of FoiV-2¢c when it is sent to SSA. A septe
FormW-3c must be used for eaclpgof Form W-2 being corrected anuust
acconpany a single Form W2c, as well asnultiple Forms W-2c. Large nurbers of
Forms W-2c¢ nay also be filed on @gneticmedia. Contact your ESLO for details.

Common Reporting Errors

General

Incorrect or missing Employer Identification Number (EIN). SSA and IRS m@intain
records by the EIN. Reports received witlssmng or erroneous EINs may be credited to
the wrong record and result in IRS assessing pesdtir failure to file correct reports.

Incorrect employee names and social security numbers. SSA cannot credit earnings to
an enployee’s recad unless the eptoyee’snane and social security number on the
wage report raiches the namand number in # SSA files. Use the namexactly as it is
shown on the eployee’s social security card.

Wage reports for years after employee’s death. Paynents on behalf of a deceased
enmployee made after the year of death cateotredited as wages for social security
purposes. Such paynts should be repodédo the erployee’s estate ondfm 1099-
MISC, Miscellaneous Income.

Errors resulting in out-of-balance reports. Errors nay occur due to incorrect wage
base for social security, applying a wage base litation to the Medicare wages.
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Tips. If an employee has tips, they must be regubrh the Soial SecurityTips field (of
the W2). They aranot included in the social securityage field. These two fields are
added together by SSA to obtain tb&al social security earnings.

Omitted wage or tax fields on wage reports. All fields must be comleted.

Paper Form W-2 Reports

Wrong tax year form used. SSA optical scanning and aging systemm are nodified
annually to neet yearly changes irofm W-2 formats. The correct year’s A& form must
be used or SA will (1) be unable taead tle form, or (2) pet the earimgs to the wrong
year.

Unscannable reports. Reports that are not scannablethg SSA’s optical equipent are
more costly to procesnd subject to error.

Failure to file Copy A of Form W-2 with SSA. Enployers must always file Copy A of
FormW-2 with SSA, unless @y sibmit the sare data electronically or via agnetic
media.

“Void” indicator on Form W-2 checked in error. SSA will not credt wages shown on
any FormW-2 that is void.

Electronic/Magnetic Media Reports

Failure to file Form 6559 with each magnetic media tape/cartridge (not applicable
after 2004). Form 6559, Transmitter Report and Summary of Magnetic Media, must be
filed with magnetic radia cartridges or tapes help SSA identify the employer, the type
of report and the year being reported befscheduling the report for processing. Multi-
reel filers slould provide acopy of Form6559 for each reel.

Major reporting problems. Make sure you show the cortéax year on the codeER
records. Dollar totals ("RT" Record) areeddy SSA to deterime whether the repbis
in balance and, if not, tshow where the erroram be found. Make sure you report
enmployee nares and socialecurity nunioers correctly.

Missing/Incorrect submitter (Code “RA”). This information helps SSA properly
identify and contrbeachreport. It povides catact information in case #re is a prolem
with the subrission.

Unreadable reports. Reports mist meet the requireents set out in MMREF-1,
Magnetic Media Reporting and Electronic Filirig,be processable on &S electronic
equipnent. Unprocessde repats will be rdurned to the @nsnitter for correction and
returred to SSA. Failure to t@rn the corection reports timely ray result in IRS penalty
assessent.

Note: For information on the most recent MMREF-1 formats, visit SSA's website
at www.socialsecurity.gov/employer
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Form 941 Reports

Incorrect or omitted Medicare wage/tip amounts. Medicare wages/tips ust be shown
separately fronsocial security wages on s 941 filed with the IRS. All Medicare
wages/tips are subjettt Medicare taxes.

Showing non-covered amounts as social security and/or Medicare wages. Exanples

of non-covered apunts include employee earninst exceed the wage base for social
security and paysnts to an independent coadtor shown as wages. See IRS Publication
15 for other noncovered paygmts under the heexd) “Special Rules for Various Types of
Services andPaynents.”

Failure to file Form W-2c and/or Form W-3c with SSA when adjusting prior year
earnings on Form 941and/or Form 941c. Adjustments of tax liability filed with IFS

that are based on changes in social secantl/or Medicare wagesust be natched by
the filing of Forns W-2c and W3c with SSAto allow entry of the wage changes on the
employee’s social secily earnngs records.

Filing of duplicate or partially duplicate Forms 941. Social security and/or Medicare
wages shown on duplicate Fa@ar@41 nay leadto unnecessary and costly reconciliations
between SSA, the IRS and the@ayer.
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Social Security and Medicare Tax Rates and Limits

Social Security and Medicare Tax

2003 2004 2005 2006
Social Security (OASDI) Tax Information
Employee Rate 6.20% 6.20% 6.20% 6.20%
Employer Rate 6.20% 6.20% 6.20% 6.20%
Maximum Wages* $87,000 | $87,900 | $90,000 | $94,200
Medicare Tax Information
Employee Rate 145% 145% 145% 145%
Employer Rate 145% 145% 145% 145%
Maximum Wages All W ages

*Thewageba® subject to acial security fothenext calendar year s cakulated ard announced by SSA
in Ocobe. Note: For years after 2002, visit SSA's website at www.socialsecurity.gov/OACTo obtain
the wagebaseinformation.
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Chapter 11
Social Security and Medicare Benefits

Social Security and Medicare Benefits

Under the Federal Insurance Contribution$ &a&CA), social secity and Medicare

benefits are financed through taxes paictinployees and their employers. The social
security and Medicare tax rates are set by law. The tax rate for the Old-Age, Survivors
and Disability Insurance (OASDI) program applies to earnings up to an annual maximum
amount. This amount, called the earnings biseeases as average wages increase.
Medicare Hospital Insurance (HI) taxes aredpn total earnings; #re is no wage base

limit for Medicare tax. The Supplementary Meali Insurance (SMI) part of Medicare is
financed by monthly premiuntharged beneficiaries and by payments from federal
general revenues.

Earning Credits

Individuals become eligible fssocial security benefitsnd Medicare hostal insurance
based on credits for work covered by sosgturity and/or Maicare. (In 2006, one
credit is earned for each quarter with $97@annings, for up to four quarters per year.)
The amount of earnings required for each itiedreases each year to reflect average
wage increases.

Credits earned remain on the worker’s social security earnings record even if the
individual has a period of no earnings. The benof credits needdd be eligible for

social security and Medicare benefits depemdshe individual’'sage and the type of

benefit. Most people need 40 credits (Bans of work) to qualf for benefits. Younger
people need fewer credits to be eligible for disability benefits or for their family members
to be eligible for survivors’ benefits if they die.

State and local government employees covireiedicare HI-only must earn the same
number of credits to qualify for Medicare as required for social security benefits. Basic
pay earned from active military duty or training in the military service beginning in 1957
may earn social security credits. In @dsh, military service before 1957 may qualify a
person for additional earnings credits. Determination of these additional credits is made
at the time a person applies for benefits.

If a question arises concerning the empleytrelationship of a worker for claims
purposes, SSA determines whetheréhg&as a common-law employer-employee
relationship for the purpose of detenmng the benefits of the claimant.

Retirement

Full social security retirement benefits @ayable to individualsvith 40 credits (10
years of work) at full retirement age (FRAAn individual can elect social security



retirenent benefits as early agp 62 but when social sectyiretirenment benefits begin
before FRA, then the individual’'santhly benefit is reduced by a certain percentage.
Beginning in the year 2003, FRA tire age awvhich full benefits are payable increases
in gradual steps fror@5 to 67. This provisin affects people born in 1938 and later.

If you receiwe social secrty benefits befoe you reach FRA, your benefits are further
reduced if you continue to work and eBawver an annual exempt aimt. The annual
exenpt anount changes each year. You eann up to that amount and not experience
any additional reduction gfour social security benefitff you are under FRA and earn
over the exempt aount, your benefits will beeduced $1 for every $2 in earnings &ko
the exerpt amount. In th year you reach FRyour benefits will be redied $1 for every
$3 in earnings above the exginamount.

A spouse or faner spouse @y qualify for benefits upon a worker’s retiremt or
disability. (Note: Benefits for divorcegbsuses age 62 or olderynbe payable if the
insured worker is “eligible” for retireemt benefits, even though nget retired.) Benefits
are paid as early as age @ at any age ithe spaise is caringor the worker’s cid. The
child must be under 16 or disabled and reedpenefits on the woek’s record. Spouse’s
benefits will be one-half or less ofulf retirement age” nonthly benefit.

Unmarried children under the age of 18 (underiflifi high school) or any age if disabled
before age 2 may qualify for social securitpenefits on a retired alisabled parent’s
social secrity recad.

2006

2002 2003 2004 2005
Earnings required for one credit $870 $890 $900 $920 $970
Exempt amount - under full $11,280  $11,520 $11,640 $12,000 $12,480
retirement age
Exempt amount - year attaining $30,000  $30,720 $31,080 $31,800 $33,240
normal/ full retirement age
Full retirement age or older No limits effective January 2000.

NOTE: For more details and to obtain new Social Security benefit amounts, visit the
Social Security Administration's website at www.socialsecurity.gov/OACT. To see a chart
of full retirement ages (FRA) see www.socialsecurity.gov/retirechartred.htm.

Survivors

For family members to receive benefits upamworker’s death, the workerust have
earned one social security credit for egelar beginning in951 (or sice age 21,
whichever is later) and aimmum of six cedts. Fanily members nay also qualiy for
benefits if the worker earned six creditstine three years gor to death. The nuber of
credits a person needs for survivors to batdigor beneits increases ach year util
the worker reaches ad?, up to a maximm of 40 credits.
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Children and the surviving spouse may qudiidr monthly benefits up to a atimum

level and nay also qualify for a one-timmdeal benefit. A surviving spouse’s benefit can
be affected by his or her age, work higta@nd the nutmer of other fanty members who
receive benefits on theedeased worker’s gangs record. Tie benefit ipermanently
reduced if the surviving spouse retires Ibefage 65 and is noaring for a child who
receives begfits on the deceased wker’s earings record.

Benefits are paid to widows and widowers & &Q, at age 50 if disadd, or at any age if
the widow or widower is caring for the deceds child. The child mast be under age 16
or disaled before age2and eligble toreceive benefits on the deceds recad.

Unmarried children under the age of 18 (underiflifi high school) or any age if disabled
before age 2also nay qualify for social seauty benefits on a deceasedgnt’s social
security record.

Disability

To qualify for disability benefits, aavker must be fully insured and, except where the
individual is disabled becausé blindness, nast also neeta test of substantial recent
work activity. Under this test, a worker agét or older rast have at least 20 credits
during the period of 40 calendar quarters englitg the quater in whichthe digbility
began. Wrkers disabled at ages 24 throlBfhmust have credit in one-half of the
calendar quarters elapsing afége 21, and workers underea2d need 6 credits in the
period of 12 quarters ending withetiquarter of disability onset.

Benetfts to the worker ad entitled &mily members nay be reduced if workers’
compensation or public disabilitenefits are also received.

Medicare Hospital Insurance (HI)

The Medicare prograns adnnistered by th Centers for Medicare & Medicaid8iEes
(CMS), formerly known as the Health CaFenancing Administration. However, SSA
enrolls people in the prograamd dssenmnates general Medicare infoation.

Individuals who are elidple for social seauty are eligide for premum-free hospita
insurance (HI) benefits when they reade 65In addition, workers antheir spouses
with a sufficient period of Medicare-only covgeain federal, state and local government
enployment are eligible at age 65.IHprovides protection to disabtl beneficiaries who
have been entitled to social security diity benefits for ateast 24 ranths (or
governnent enployees with Medicare-only cokegge who have been disabled foore
than 29 ronths), and to insured workershtheir spouses andittren) with chronic
kidney disease that requirdmlysis or a kidney transpia Effective July 1, 2000, the 24-
month waiting period is waived for diséity beneficiaries vimo have Amyotrophic

Lateral Sclerosis. Call 1-800-MEDICARR speak with a MedicareuStorner
Representative.

Note: Although the full retirerent age forsocial security is changing, Medicare

eligibility remains at ag 65. Eligibility for HI is based obenefits as a teed worker, as
a spouse of a retired disabled workeor as a spouse of a deceased worker. The
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individual qualifies evenf the indivdud is na receivng nonthly social security
retirenent benefits becaudbe individual or the individua spouse continues to work.

Special rules apply to uninsured persons ateoat least 65 but wrare not eligible for
HI under the regular rules. See Chaptedgjal Security and Medicare Coverage.

Social Security Statement

SSA sends a statemt annually to workersna former workers aged 25 and older that
have paid social security taxes during thedrking years. This stateant shows all
earnings on which a worker has paid soataisity taxes during his/her working years.
Workers at any age ay request a beffie estimate by conpleting FormSSA-7004
(Request for Social Secty Statenent). Thes requests should beade by calling 1-800-
772-1213 or through the SSA web sitevaiw.sacialsecurity.gov/mstatenent The
statenents should be exaned closely bythe employee to ensuadl earnings are
properly credited. If the earnings shown oe #taterant are not correct, the ployee
should call SSA at 1-800-772-1213.

Note: Individuals who have worked only mon-covered eployment (no social security
and Mediare taxe3 for their ertire workinglif etimes will not recéve a Scial Seurity
Statenent.

The Medicare portion of the Sociak&urity Statenent reflects the aount of earnings
that were taxed and an eséta of the amunt of taxes paid teupport the Medicare
program The taxes are estated because SS#oes not keep records of Medicare taxes
paid. If an employee had both social segugarnings and goverremt earnings that
gualified for Medicare in the sanyear, thestatenrent would reflect an estiate of the
combined Medicare taes paid. Wrkers nay access on-line benefit plaing toolsat
www.socialsecurity.gov/plannerfhese can be used to @aj potential benefits using
various earnings scenarios.

Pensions from Work not Covered by Social Security

There ae two situdions in which recipt of a pension based on playment not covered
by social security will affect the amant ofyour social security benefit. Theidfall
Elimination Provision \VEP) afects the way yar socid security retirement or dsability
benefit is computed. The Goveramt Pensin Offset (GPO) affects the amount of the
social security benefit yoeceive as a spouse or wid¢ar). SSA Publication 05-10045
covering VEEP and SSA Publication 05-1000@vering GPO are available frottme
Social Security Adnmistration by calling 1800-772-1213 These publigans can also be
downloaded fronthe SSA Publications web pagenatw.socialsecurity.gov/about.htm
Employers assisting in reément planning are urged to provide copies of these
publications to their eployees.

Windfall Elimination Provision (WEP)

If you receiwe a pension based on work roavered by social security, yosocial
security retirerant or disability benef is conmputed using a wdified benefit forrala.
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The resulting benefit amountlswer than you wuld receive if you did not also receive a
pension based on noncoveredptoyment.

The weighting is intended to help peoplearspend their working lives in low paying
jobs by providing themwvith a baeft that is higher in relation to their prior earnings than
the benefit provided for workers with highreer earnings.he purpose of WEP is to
renove the unintended advantage that thephegeighting in the soail security benefit
formula provides for persons who recepensions frormoncovered eployment.

The fomula also benefits people who workied only a portion of their careers in jobs
covered by social security blad their benefits coputed asf they were long-termlow-
wage workers. \EP elimnated this advaage by providing for a different, less heavily
weighted benefit formla used to amputebenefits for persts who receive a pension
based on non-covered emplogmh

The nodified formula applies to thaswhoreach age 62 or becedisabled after 198
and first becoraeligible after 1985 for a omthly pensiorbased in whole or in paoh
work not covered by social sety. You are coadered eligitke to receive a pension if
you mreet the requireemtsof the pension, even if you continue to work.

Workers with relatively low pensiorese potected becausedhreduction in the social
security benefit cannot beame than one-half ahat part of the pension attributable to
earnings not covered by social security.

The nodified formula does not apply to suwor benefits. It also does not apply to:

e A federal worker perforimmg service on January 1, 1984, who beeomewly
covered under social security on Jarnul, 1984 under theandatory coverage
provision in PL 98-21;

e An employee of a non-profit organizationw is exemt from social security
coverage on Decdmer 31, 1983, and who beuves covered for the first temas an
enployee of that organization on Janpar 1984 under the cqmulsory coverage
provision of PL 98-21;

e Pensions based on earnings under the Railroad Retitéut;

e Pensions based entirely on noncodeseployment before 1957; or

Persons who have 30 or more yearsutissantial earnings under social security.
Government Pension Offset (GPO)
The Governmnt Pension Offset (GPO) ajms to a worker who gets a goveremh

pension that is based on ployment not covered by social setty and isalso eligilbe
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for social security as a spouse or widow(&wyo-thirds of the government pension is
used to offset any spouse’s omaw(er)’s social scurity benefit.

Before the GPO provisions were erettn Decerber 1977, nany governnent
enployees qualified for a pension fraimer governnent agencies and for a spouse’s
benefit from social secuyit even though they were not dependent on that spouse.

This was casidered urdir to enployees in soial security cgered positions because the
SSA requires an individual’s sial security spose’s or wdow(er)’s benefit be offset
dollar for dollar by the amount difis/her own social securitgtirenent benefit. For
exanple, a wonan eligible for $400 in sociaecurity retirerant benefits on her own
work record and also eligible for a wifdi@nefit of $300 receivemnly the higher of the
two benefits - $400 in this cas&ut before enactemt of the GPO provision, if that san
woman was a governemt enployee who did nopay into SociaSecurity and who
earned a $400 govermmt pension, there wam offset; and she ould receive the $300
social security wife’s benefit as wels her $400 goverrent pension. The GPO
provision was enacted to prevent such inequities.

However, within this GB provision, espouse or widow(er) couldeet the GPO
exenption if on the last day of state laical government enployment, the individual
worked in a position that was covered by b&xdtial sscurity andhe pension plan.
Many teackrs, in particular, were able take advantage of this exption. Congress
decided todirther tighten the GPO provasi and on March 2, 2004 ghPresident signed
the Social Security Protection Act of 2004.

The Social 8curity Protection Act of 200#equires that beginning with “applications
filed” April 1, 2004, state and tal governrent workers becovered by social security
throughout their last 60 months eploynent with the governmnt entity in order to be
exenpt from GPO. For applicationgdd before April 1, 2004, state and local
governnent workers need to be covereddncial security only on the last day of
employment with the geernnent entity in ordeto be exemt from GPO. Ifthe worker’'s
last day of governent employnent is coveed by both social security and the pension
systemand the last day occurs before JuJy2004, the worker is exgrnfrom GPO with
respect to all current and future applioas for spouse’s or widder)’s benefits. For
exanple, a teacher whose lastydof governnent enployment in June 208 was covered
under social security and the pensiostegnwould be exemted fromthe GPO
regardless of when he/she filed for benefits.

The Social 8curity Act of 2004 does provigetransition for workers whose last day of
governnent enployment occurs within 5 yearafter the date afhactnent (March 2,
2004). Any State or local goverent workerwhose last day of govement enployment
occurs after June 30, 2004, and before M&,c2009, can have the requit@mh for 60
months of social security covered goveamtremploynent reduced. For these workers,
the reqirement for 60 casecutie months of social securigpvered employment would
be reduced (but not to lessaathone month) by the total nunrlméd months that the worker
had in social security covered govemmnservice under the sametirenent system
before the date of enactnt, March 2, 2004. If the 60-onth period is reduced, the
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remaining months okewice needed touffill the requiement must be pedrmed ater
March 2, 2004.

Example. Ms. Jones as working in a non-covered position at thediof
enactnent, but had previously worked a social security caved job in
the sare retirenent system for 12 wnths in 1997Because shhad
previouslyworked in &cial scurity ®vered employrent for 12 nonths,
the requirerant that her last 60 omths of enployment be in a social
security covered position would be reduted8 nonths, or four years. If
Ms. Jones begins working after Marg, 2004, in social security covered
employment under the samretirerrent systemas her prior governent
work, and worked continuously in the coveredsition for at least the
final 48-nmonth period of her eployment, and her last day of mployment
is before March 2, 2009, Ms. Jonesuld be exempt fronthe GPO offse

For all other non-covered State and local gowertt workers, if they first switch to
governnent enployment coveredoy social security and thgdension plan after June 30,
2004, they would have to work in covered gaowveent enployment for the entire final
60-nonth peiod of their governrent enployment in order to avoid the GPO.

Defining a Pension for WEP/GPO Purposes

Since 1991, state and local goveemtnenployeeswho are not rembers of a retirerent
systemmust be covered by social seityr This provision, called endatory social
security, does not apply if the piloyee aleady has social security coverage under a
Section 218 Agreeant. Mandatory sociaksuity coverage ray cease if the eployee
becones a qualifed paticipart in a public retirenent system thatasisfies the citeriain
IRC section 3121(b)j7and regulations.

In lieu of social security, soapublic enployers have opteai alternative retiremnt
plans instead of a conventional pension planinstance, a deferred compensation plan.
This and other alternative plans raise questiabout the applicakyl of WEP and GPO.

A plan is considered a savings plan @&dot a pension fOWEP/GPO purposes if:

e An employee voluntarily conthiutes to a plan that separate fronand in
addition to a prirary retirenent plan;

e The enployer mekes no contributions to the plan;

e The withdrawals fronthe plan do nibexceed the eployee’s contributios (plus
interest); anl

e Withdrawals are not based upon algagth of service or earnings.
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Examples 1: A part-time enployee for a city is notovered by a 218 Agreemt. In July
1991, the employee elected to participatthanstate’s public eployees deferred
conpensation plan in lieu of amdatory so@l security coverage. The employee, upon
retirenent, will receive a paynent from the deferred copensation fan kesed on
employee and eployer contributions to the plaas this is th only plan to which the
enployee contributes. This plan is nainsidered a savings plan for GPO or WEP
purposes amthe payrant will be considered a gnsion and gbject to theGPO or VEP
provisions.

Example 2: A state erployee is not covered by2d8 Agreement, but is covered by a
state erployee retirerant systenand has also etted to rake contributions to a deferred
conpensation plan. The paynt from this defeeed conpenstion plan is separate from
and in addition to the priary retiren@nt phn. The emloyer made no contributions to
the deferred copensation plan and the pagnt fromthe deferred copensation plan is
not based on age, lengths#rvice or earnings. le the paynent from the retireent
systemis subject to GPO or BP, the paynent fromthe deferred copensation plan is
not.
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Chapter 12
Publications, Forms and Other Resources

Publications and Forms — Internal Revenue Service

Actual exhibits are not included in thisagiter because forms are revised frequently. A
more comprehensive list of IRS publications is available in IRS Publicatioviolr,
Federal Income Tax (For Individuals).

Publication
Number Title
1 Your Rights as a Taxpayer
15 Circular E, Employer's Tax Guide
15-A Employer's Supplemental Tax Guide
15-B Employer’s Tax Guide to Fringe Benefits
17 Your Federal Income Tax (For Individuals)
51 Circular A, Agricultural Employer's Tax Guide
80 Circular SS, Federal Tax Guide f@mployers in th&/irgin Islands,
Guam, American Samoa, and the Commonwealth of the Northern
Mariana Islands
393 Federal Employment Tax Forms
463 Travel, Entertainment, Gift and Car Expenses
508 Tax Benefits for Work-Related Education
509 Tax Calendars for 200@itle revised annually)
515 Withholding of Tax on Nonresident Aliens and Foreign
Corporations
516 U.S. Government Civilian Employees Stationed Abroad
517 Social Security and Other Infoation for Members of the Clergy
and Religious Workers
519 U.S. Tax Guide for Aliens
520 Scholarships and Fellowships
521 Moving Expenses

525 Taxable and Nontaxable Income



Publication
Number Title

553 Highlights of 2001 Tax Changéstle revised annually)

571 Tax-Sheltered Annuit?lans (403(b) Plans)

575 Pension and Annuity Incoen

590 Individual Retirement Arrangenents (IRAS)

594 What You Should Know About the IRS Collection Process

596 Earned Incoe Credit (EIC)

721 Tax Guide to U.S. Civil Service Reement Beneits

901 U.S. Tax Treaties

910 Guide to Fre Tax Servies

915 Social Security and EquivaleR&lroad Retiement Benefs

926 Household Emloyers Tax Guide

939 General Rule for Pensions and Annuities

947 Practice Before the IRS and Power of Attorney

957 Reporting Back Pay and Special §¢aPayrents to tle Soci
Security Adnanistration

1542 Per DiemRates

1976 Independent Contramt or Enployee?

Form Number Title

SS-4 Application for Enployerldentification Nunter

W-2c Corrected Wage and Tax Statemh

W-3 Transnittal of Wage and Tax Stateemts

W-3c Transnittal of CorrectedNage and Tax Stateemts

W-4 Employee’s Wthholding Allowance Certificate

W-5 Earned Incone Credit Advance Payent Certificate

W-9 Request for Taxpayer Identifitan Nurmber and Certitation
941 Employer’s Quarterly Federal TaxeRirn

941c Supporting Stateant To Correct Infanation

943 Employer’s Annual Tax Return For Agricultural Ephoyees
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Form
Number Title

945 Annual Return Of Whheld Federal IncomTax
945-A Annual Record Of Federal Tax Liability
1042 Annual Wthholding Tax Return fot).S. Source Incomof Foreign
Persons
1042-S Foreign Person’s U.S. Sourcetme Subject to Vithholding
1096 Annual Sumnary and Transittal of U.S. Infomation Retuns

1099-MISC  Miscellareous Inconme

3747 Introduction to Indian Tribal Governents

4268 (Indian Tribal Governments) Eployment Tax Desk Guide
(available only atvww.irs.gov/tribe3

8233 Exenption fromWithholding on Compensation for Independent
(and Certain Dependent) Personalv@gs of a Nonresident Alien
Individual

You can download ost IRS foms and publications frorthe IRS web siteyww.irs.gov.
To order by phone, call 1-800-829-3676lIffree). To request formby fax, call
1-703-368-9694 fronyour fax nachine. Forra and publications are alsavailable at IRS
walk-in offices.

The IRS ale offers the following free of charge. Visitww.irs.govfor more
information.

¢ Forms and Publications on CD-ROM

¢ IRS press releases and fact sheets

¢ TeleTax (autorated) infornation onabout 150 tax topics (1-800-829-3676)
¢ EducationbMaternals

¢ Telephone assistaa (1-800-829-1040)
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Publications and Forms — Social Security Administration

Publication/Form

Number Title
SS-5 Application for Social 8curity Number
SSA-7004 Request for Social Segty Statenent
16-004 Employer’s Guide to Filing Tirdly and Accurate A2 Wage
Reports
20-004 Employee Verificdion Service (EVS)

(Contains instructions for usy SSA’s Enuraration Verification
System(EVS) to natch nanes and scial security nurbers with
SSA’s records.)

20-007 Online Weage Reporting Service

31-011 Software Specifications and Eslfor Annual Wage Reporting

31-031 Software Specifications and Eslfor Correcting Annual \&je
Reports

MMREF-1 and Magnetic media reporting and ellemic filing instructions ér
MMREF-2 FormW-2 and FormW-2c data

Form SSA-1945  Statenent Concerning ¥ur Enployment in a Job Not Covered by
Social Secrity

SSA/IRS Reporter

(A newsletter that keeps @hoyersinformed of he latest wage and
tax reporting news. It is freend mailed quarterly with IRS Form
941 (Enployer’s Quarterly Federdlax Return). To obtain a copy,
call IRS toll-free at 1-800-829-FORM.

To request SA publications:

¢ Telephone 1-800-772-1213 (tollek), or TTY 1-800-325-0778
+ Download fomthe SSA web sitetavww.socialsecurity.qov/ephoyer.

Other SSA Services

Business Services Online (BSO)

Employers with Internet access can suttimeir W-2 file using SSA’s Business S&es
Onlinewww.socialsecurity.gov/employerhis option is fast, free and secure and uses
the same W-2 file format as would be semn disk or tape. For security, a PIN and a
password are required before you sithyour W-2 file over this web page;ast
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registrations can be completed onwWebh page. For ore information, visit
www.socialsecurity.gov/ephoyer or call your ESLO (see list at web site).

SSA Speaker’s Bureau

SSA can arrange to have speakelalde for wage reporting seimars, pre-retireent
sessions and other piayer-sponsored onsiteeatings with employees to discuss social
security natters. For nore information, contact any ®tal Security office or call
1-800-772-1213. For a local SSA @f#fi near you, seeww.socialsecurity.gov/reach.htm

Statistical Information

SSA'’s Office of Policy (OP) provides ongoingtsttcal data and reaech analyses of
the Old-Age, Survivors, and Disabilitydarance (OASDI) and Supplemental Security
Income (SSI) progrars. In quarterly, annliand one-tine publications, BES keeps
current on major issues that historicallycorrently have patiy implications and
programrelevance for the nation’sajer income security prograsn

OP has a number of its pulditons and tables availabdaline at its website address
http://www.socialsecuntgov/policy/research.htinPublications ray also be requested
by calling 1-202-358-6274, by faxing OP a2Q2-358-6192 or by writing to the Division
of Information Resources at 500 E Street, S8VFloor, Washington DC 20254.

SSA Web Sites

Employer Reporting Instructions and Information (www.socialsecurity.gov/employer)

This SSA web site addressespoyerreporting and other interests.
Social Security Online (www.socialsecurity.gov)

SSAS hone page that lists available onliservices such as benefit planners, Social
Security Statemnts, Medicare card replacemn, etc.

State and Local Government Employers (www.socialsecurity.gov/slge)

This site is or state and local govement enployers who are responsible for
withholding, reporting and paying SocBécurity and Medicare taxes for public
enployees.

Employer Training Seminars

Each year, Eployer Service Liaiso®fficers (ESLOS) provide a series of free training
senminars to annual wage reportersll@our local ESLO to find out when a semar is
held in your area. Or check our web sitevatw.socialsecurity.gov/epioyer/senhtm.

for a list of sermars held around the nation.
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Chapter 13

Frequently Asked Questions

The following are some questions that arigerfn connection witlthe topics in this
publication. Some are hypotheticaiuations that refle@tommon types of questions.
After each answer, the primary organizatiosp@nsible for answering this question is
identified. For convenience, the questions are grouped by topic.

(Section 218 and Social Security)

1. What is a Section 218 Agreement? A Section 218 Agreement is a written
voluntary agreement between a state ard3tBA pursuant to the provisions of
Section 218 of the Act to provide socsa&curity and Medicarer Medicare-only
coverage for state and local governmemiployees. The term refers to the
original agreement and all subsequent modifications. These agreements can cover
services of employees who are covered ipublic retirement system as well as
those who are not. To determine whether your entity is covered under a Section
218 Agreement, or needs to execute ao@tact your StatSocial Security
Administrator. See list of state administrators under Chap&tea# Social
Security Administrators, or on-line atwww.ncsssa.org [SSA/STATE]

2. Why may a Section 218 Agreement be necessary and/or appropriate? To
provide social securityrel Medicare coverage femployees already under a
public retirement system. Thesmployees will have both social
security/Medicare and public retiremesyistem coverage. An Agreement will:

e Provide social security and Medicare coveragefisolute (non-
retirement system) coverage groups prior to choosing retirement
system coverage.

e Provide coverage for servicpsrformed that are excluded from
mandatory coverage provisionslawe optional exclusions under
Section 218 Agreements, e.g., studemvices; services of election
officials and election workers who earn less than the threshold
amount.

e Increase the threshold amount for services performed by election
officials/ workers from the amoustipulated in the Agreement to
the current threshold amount.

e Provide Medicare HI-only coverage for employees hired before
April 1, 1986, who are qualified parigants in a public retirement
system and meet the continuiegployment exception. [STATE]


http://www.ncsssa.org/

. Why would a Section 218 Agreement be modified? Modifications to Section
218 Agreements are necessary to incladditional coveraggroups, to cover
additional services in a group already aaek(e.g., services @viously optionally
excluded), to cover ineligibles, toer enployees changing to the “Yes” group
in a divided retirerent systemto coverpreviously ternmated groups, to identify
additional plitical subdvisions tha join a cowred retirenent system|[STATE]

I checked with the State Social Security Administrator and was told that my
town is covered for social security under the state’s Section 218 Agreement.
Therefore, the coverage cannot be terminated. Why can’t our town stop its
coverage? Since April 20, 1983, coveragbtained under a Section 218
Agreenent cannot, by law, be temated. Beginning July 2, 1991, if state and
local governrent anployees are not covetddor social security under a&&ion
218 Agreement and are not qualified papmts in a public retireemt system
they are mndatorily coverd under social security. Mdatory social security
coverage ceases if the emmyptes subsequently becequalified partici@nts in a
public retirenent system. [STATE/SSA]

. A utility district’s Section 218 Agreement, effective on January 1, 1959,
covers the services of all positions for social security and Medicare purposes.
On July 1, 1994, the utility district joins the state’s public employee
retirement system. Would Section 218 coverage continue? Section 218
coverage continues for all @hoyees. After August 20, 1983, a Section 218
Agreenent cannot be terimated for anyeason. The addition of a retirement
systemdoes not alter the coveragedenthe Section 218 Agreemi. [SSA]

I am the payroll clerk of a new water district that was formed by the merger
and dissolution of two other water districts. The new district is providing
retirement coverage to the employees through the state's PERS and is also
withholding and paying social security and Medicare taxes. What should | do
about a Section 218 Agreement? You should first cortct your State Social
Security Adnmnistrator to determe the soial security status of the new and the
old water districts. The State Admistrator will need to eview the lega
docunentation establishing the new distrand terrmating the old district,
ascertain the necessary procedurdsetfollowed and, working with you, enact
the appropriate coverage. Actiorayralsobe required by the State Admstrator
to dissolve the Section 218 coveragetfa old districts that are no longer in
existence. [STATE]

My entity was never covered under a Section 218 Agreement. Therefore, we
have not been subject to social security or Medicare. Why should | care

about changes in the laws related to these programs? Since 1985, there have
been significant changestime social security and Meare responsibilities of
state and local goverremt entities. Ifanenployee is not covered under a Section
218 Agreement, is not a quadifl participant in a publicetirenent system, and is
not excluded under federal law, theayee is subject to sl security and
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10.

11.

12.

13.

Medicare taxes. In addition, abst allemployees hired or rehired after March 31,
1986, even if covered under a public retieat systemare subject to Medicare.
Requirenents vary not only fronone ently to another but on an groyee-by-
enployee basis witin the entity. Contact yauRS FSLG Specisst to determine
whether you comply with federal laws. [IRS]

Are any services excluded from mandatory social security and Medicare
coverage under Section 3121(b)(7)(F) of the IRC? Yes. However, some
services excluded under Section 3121 (pbdfthe IRC nay be covered by a
Section 218 Agreeant. See Chapter Spcial Security and Medicare
Coverage. [IRS, SSA]

If a local government has a qualifying public retirement system and does not
have a Section 218 Agreement, can employees elect to participate in social
security on a voluntary basis? No. An employee can only participate in social
security if the position isovered either by amdatorycoverage or a Section 218
Agreenent.

A utility district terminated its Section 218 Agreement and joined the state’s
public employee retirement system. Could some of the employees continue
paying social security and Medicare? No. The erployees’ state and local
governnent services are not covered undecial security and MedicarenA
employee would be subject toamdatory Melicare portion of FICA if hired after
March 31, 1986.

If board members are paid nominal amounts, for example under $1,000 per
year, must social security and Medicare taxes be withheld? Elected and st
appointed dicials are employees of thpublic entity they serve, and are subject
to the general eployment tax rules. Whhold social securitand Medicare taxes
for any official who is 1) covered der a Section 218 Agreemt or 2) not a
gualified paticipant in a public retinment system. However, any official elected
or appointed after March 31, 1986 sisbject to Medicare. [IRS]

Are Indian tribal government employers eligible to enter into Section 218
Agreements? No, Indian tribal governemts ae not treated as states for this
purpose. See IRC section 7871. [IRS]

What determines whether an organization is a public or a private non-profit
employer? Generally, you should consider thmvisions of state and local law
when deternming whether an organizat is a public eployer or a private non-
profit enployer. Obtain a copy of the stié under which the entity was created
and the legal docuemt creating the entity. Wénthe status of an entity is unclear,
the state ray request the Attorneyderal’s opinion concerning whether the
entity constitutes a political subdivigi under the laws of that state. Som
political subdivisions, such as hosgstand libraries, aabe both public and
nonprofit. Contact the IRS concerning the s$atf an entity for socialesurity
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and Mediare purposes. Ref questions concenng the statusf an entity ér
Section 218 purposes to the State Sdsedurity Adninistrator. Also, see
Chapter 2Government Entities, for information on wholly owned
instrumentalities of a stater political subdivision. [IRS]

14.What is FICA? FICA stands for Federal Insunae Contributions Act (Chapter

21 of the IRC). FICA taxemclude Old-Age, Survivorand Disability Insurance
(OASDI) and Hospital Insurance (HI or Medre) tayes. [IRS]

(Whom To Contact)

15.1 have a question regarding social security and Medicare coverage

16.

17.

18.

19.

requirements. Whom do | contact? The State 8cial Security Adnmistrator
should always be an entity’s first caot on any questions regarding coverage
under social security or Medicare afditional assistance is needed, coverage
issues should be addressed to SSA. See Chatett& Social Security
Administrators. [STATE]

Where should questions that begin, “Do we have to pay social security taxes
on...?” be directed? All questions elated to &deral tax liablity shoud be
directed to the IRS. [IRS]

If the IRS is responsible for answering questions on withholding and paying
social security and Medicare taxes, why do we get reporting information

from SSA and why do we have to send IRS Forms W-2 to SSA? People apply
to SSA for monthly retireent, disabilityor survivors bends. The amunt of
benefits is based in part on an indwal's earnings over his or her working
career. Therefore, SSA must know abitwtse earnings. The infoation on an
individual’'s earnings recoris taken directly fronthe social security and
Medicare vage fields on the ForidV-2 sent to SSA by the employer. After SSA
processes this inforation, it is forvardedto the IRS. Either IRS or SSAat help
you with reporting questions. [IRS/SSA]

Where should questions related to social security benefit payments and
earnings records be directed? Questions concerningaal security bedfit
paynments or correcting earnings rede should be directed to SSA. [SSA]

| prepare payroll for six individuals. With a question on withholding social
security taxes, | called the nearest Social Security office and was told to
contact the IRS. Why should I call the IRS if I am asking about social

security taxes? The IRS is respoitde for deternming liability and collecting
social secrity and Medcare taxes. @ntact tle IRS withquestions regarding
when to withhold social security and Meare taxes and where and how to pay
them If you have a question about coage you should first contact your State
Social Secuty Administrator to deermine whether theesvices are covered for
social secrity and Medcare. [STATE/IRS]
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20.

21.

Where can | obtain a list of governmental employers in my state? A list of all
states and the total nilo@ of governnent enployers can be found on the U.S.
Bureau of the Census Goveremis Integrated Directory web site at
www.census.gov. To identify the spcific entities, locde a list ofstate
departnents in your state and identifyhe works with emloyers. You ray start
with offices such as thaage apartmentof labor and employment or Secretary of
State and aatact dher dfices such as #departrent of locd affairs. Deternme
whether any governent types are not inatled in your existing lists and gather
lists fromthe appropriate sourceschuas school districts. [STATE]

(Correcting Errors)

How does an employee verify what the SSA shows on her/his earnings
record? An enployee nay subnit Form SSA-7004Request for Social Security
Statement, to the SSA. Thed&ial Security Statement is mailed annually to
workers and faner workers aged 25 and oldehevhave worked in covered
enmployment. There is no charge.otl can get 6rm SSA-7004 fromany Social
Security office, by calling 1-800-772213, or through the SSA web site at
www.socialsecurity.gov/pstatenent. [SSA]

22.What should an employee do if the earnings information on the Social

Security Statement is incorrect? If an enployee has a question or disagrees
with the information shown, the eptoyee should conta&SA at 1-800-772-
1213. [SSA]

23.What are the consequences of misclassifying a worker? Generally, when an

enployer erroneously classifies an emye as an independent contractor and
does not withhold federal payroll taxéise enployer could be liable for the
enployer and employee shares of all appéible £deral payroll taxes, as well as
penalties. See Chapter@etermining Worker Status. [IRS]

24.What do you do if the status of a worker cannot be determined? The state or

local entity and/or the workeeg request a brmal deternmation by sulmitting to
the IRS Form SS-&etermination of Worker Status for Purposes of Federal
Employment Taxes and Income Tax Withholding. When Form SS-8 is subtted
to the IRS, all th facts are analyzed atlee déermination ofthe workers stats
is preented to the worker and thergice recipent. See Chder 4,Determining
Worker Status. [IRS]

25.What is the statute of limitations date for an adjustment or claim for refund

of payroll taxes? The general rule is that an aslfjoent or claimfor refund of any
overpaynent of federal payroll taxes ust be fled within three yeas from the
date the return was due or three years filoendate it was filed, if that date is
later. [IRS]
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26.

27.

28.

29.

(Coverage for Specific Types of Workers)

Are the services of police officers and firefighters considered emergency

services and therefore excluded from social security and Medicare coverage?
Police officers and firefighters an®t considered eergency workers under the
mandatory exclusion from social securdnd Medicare covege. This exclusion
applies only to services of amployeewho was hired because of an unforeseen
emergency due to work in connectioritlivthat energency on a teporary basis
(e.g., an individual hired to battle egjor forest fire or to provide eengency
assistance in other silar disasters suchs volcano eruptiorsevere ice storm
earthquake, flood). See also IRSig8ner 2003FLSG Newsletter
(http://www.irs.gov/publirs-tege/sum03_fslg.pdbages 11-12. [IRS]

Does a college student employed by a university during the summer months
qualify for the student social security and Medicare exception if he/she is not
regularly enrolled and attending classes at the university during that time?

If an individual is not enrolled in ctges during school breaks obma than five
weeks, inclding sumner breaks, the stlent social secuyi and Medicare
exception does not apply (other than dumpagroll periods of anonth or less that
fall wholly or partially within the acadmic term). See Revenue Procedure 98-16,
Sections 6.04 and 6.05 for further details. [IRS]

How is prison inmate labor treated? Generally, services perfoet by

inmates for the state or local politicalibdivision that operates the prison are
excluded from coverage whether or petfornmed outside the confines of the
prison. This is becausenmates usuallyare not in an eployment relationship
with the state or political subdivision. Sexes perfornad by inmates for an entity
other than the state or local goveemtal unit, e.g., a work-lease program, ay
be covered if anmployment relationkip exists. The relevant factor for
deternining social security covege is whether an goloyer/enployee
relationship exists between the iamand the non-governental enployer, not
the place where &hinmete is incarcaated. An employer/eptoyee relationship
exists when the entityof which the innate perforns services has the right to
control and direct the inabe worker regaling the desired rekwf the work done
and the details andemans by which the work is accplished. This includes the
right to select, disms,and control the inaie. Services peofmed by innmetes
outside the institiion for the sare unit of governnent that gerates it are
considered perfored in the institution. In addition, services perfoed by
inmates as part of the rebiitative and theapaitic program of the institution as
not usually perforred as enployees. [IRS]

Are elected and appointed officials employees? Elected and st appointed
officials are defined by stateias emloyees of the public ety they serve, e.g.,
mayors, nembers of the legislaturepanty comnissioners, city council embers
and board or comigsion nembers. Mand#ory social security and Medicare
applies unless the official is coverander a Section 218 Agreent or is a
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qualified paticipant in a retirerent sysem However, all officials elected or
appointed to their pasons after March 31, 1986,asubject to Medicare
withholding. See Chapter Betermining Worker Status. [IRS]

(Mandatory Social Security Coverage)

30. A worker in a county’s finance office has held that position since February
1983. The worker is not a member of a public retirement system. Also, the
county is not covered by a Section 218 Agreement. Must the worker and
county pay social security and Medicare taxes? The worker and the county
must pay social security and Medicareasi for services pesfmed after July 1,
1991 under the amdatory social security provision. If the worker beesra
qualified member of a public retireemt systemat a later date, however, neither
the county nor the worker would pay so@aturity taxedMedicare taxes would
also not be payable once coverage urdaublic retirerant systenmbegins
because the worker was hired befageil 1, 198, and neets the continuing
employment exception to Medicare. [IRS]

31. A candidate was elected to a city council on January 1, 1991. The city’s
Section 218 Agreement, effective on October 1, 1980, excludes elected
officials from Section 218 coverage. The city provides no retirement plan for
its employees. Must the city council member and city pay social security and
Medicare taxes? The new council mmber is no@&a participant in a public
retirermrent systermor covered for soal security under #hcity’s Section 218
Agreenent. The new council ember and city must pay Medicare taxes for
services perfored beginning January, 1991, under the andatory Medicare
coverage provision and pay both social sig@and Medicare taxes for services
performed dter July 1, 1991, under theamdatory Social Security coverage
provision. [IRS]

32.Before April 1, 1986, an individual was performing services for remuneration
as a substitute teacher on an as-needed basis for a state entity, and the
individual continued performing those services on that basis after March 31,
1986. Does the individual qualify for the continuing employment exception?
No. The individual does not qualifyrfthe continuing eloyment exception.
Even though the services pamrhed may have ben substantial, the services were
not reguar because they were perfoechon an as-neede@dss. (IRC section
3121(u)(2)(c)(ii)()) (Revaue Ruling 86-88.) [IRS]

33.How is termination of employment defined for purposes of determining
whether the Medicare tax is applicable? The question of whether an
employment relationship has tenmatedis a question of fact thatust be
deternined on the basis of all the relendacts and circustances. Great weight,
however, will be gren to the persarel rdes ofthe stée enployer or pditical
subdivision emloyer to deternme whethean employrent relationship has been
termnated. (Revenue Ruling 86-88.) [IRS]
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34. An employee who was hired before April 1, 1986, by the state transferred
after March 31, 1986, to another state agency. The transfer was made
without terminating the employee’s employment with the state. Does the
employee qualify for the continuing employment exception? Yes. An
enployee hired before April 1, 1986, by a state employer and who transfers after
March 31, 1986, to another stateayerof the sara state may qualify for the
continuing employrent exception, providithe transfer was ade without a
termination of the erployee’s overall eployment relationship with that state.
The same rule applies to an goloyeehired before April 1, 1986, by a political
subdivision emloyer, who transfers aftédlarch 31, 1986, to another phayer of
that sare political subdivision. Howewe an enployee hired before April 1,1986,
does not qualify for the continuing erogiment exception if after March 31,
1986, the employee transfers franstateenployer to a patical subdivision
employer or fom a political subdvision enployer to a stateraployer. Likewise,
an enployee does not qualify for the exdiem if the enployee transfers frora
political subdivision employer in onmlitical subdivison to a political
subdivision emloyer in a different politial subdivision, or frona state employer
in one state to a state employea diferentsiate. [IRS]

35. Can employees who were hired prior to April 1, 1986, and who are not
currently paying into Medicare, enroll in Medicare in the future? Individual
enployees can never elect voluntarilygarticipate in social security or
Medicare. Ifan individual's state docal governmnent enployment is not covered
under social security or Migcare, the individual ay notbe insured (i.e., have
enough work credits) for Medicare basedhis/her own wages. That individual
may be entitled to coarage based msufficient other work that is covetdor
social security, or Medicare on his/herroearnings record or that of an insured
spouse. Also, state or local public eoy@rs can voluntarily choose to cover one
or more groups of mployees under Medica-only, even if they are otherwise
exenpt because of the ntinuing enployment exception. The state ochl
governnent (through the state)umst ente into a modification of the state’s
Section 218 Agreeant to elect such covega. Wntact your State Social Security
Administrator for further inforration. [SSA]

36. In November 1982, an individual was elected to a state public office for a
four-year term, beginning in January 1983, making the individual an
employee of the state. In November 1986, the individual was re-elected. Are
the individual’s services performed in the second term, which began in
January 1987, subject to the Medicare tax? No. The continuing eployment
exception aplies fere if the enploymentrelationship has not been tenmated
after March 31, 1986. The individual was reetdel before the first termexpired,
so there was no break in the@oymernt relationship. Beginning July 2, 1991, the
individual would also need to be aember of a public retiremnt system to
qualify for this exception. [IRS]
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37. A professor at a state university, performed regular and substantial services
for remuneration for the university from September 1985 to June 1986. The
professor was granted a leave of absence for the 1986-87 school year, with the
right to return to the same position at the end of the leave. In September
1987, the professor returned from the leave and resumed the same position
with the university. Are the professor’s services performed after returning
from the leave of absence subject to the Medicare tax? No. The leave of
absence was granted by the universitg did not ternmate the employment
relationship. The university’s persommpelicies indicate thathe enployment
relationskip continued bcause therpfesso wasgiven the right to returto the
sane positin. (See Q&A-6 of Revaue Ruling 86-88.) Beginning July 2991,
the individual nust be a ramber of apublic retirerent system to qualify for this
exception. [IRS]

38. An employee signed an employment contract before April 1, 1986, but did
not begin to perform services until after March 31, 1986. Does the employee
qualify for the continuing employment exception? No. The ermployee does not
qualify for the contining enployment excepion because the gutoyee was not
performing regular and sutential services for reameration before April 1, 1986.
(Revenue Ruling 86-88.) [IRS]

39.0ur employees’ union wants us to begin withholding only Medicare taxes for
all employees who are not currently covered for Medicare because they were
hired before April 1, 1986. Can we agree with the union to do this? If the
enmployees have been in continuous eoyplent with the employer since March
31, 1986, and areembers of a public retireemt systema referendunmust be
conducted by the staterfall eligible enployees. A mdification to the 8ction
218 Agreement for Medicare-only coveragast be executed by the state and
SSA before you begin withholding Medreataxes. A collective bargaining
agreenent with the union does not charitpés requirerent. Contact your State
Social Security Adimistraor to prepare a Medicaxanly Section 218 Agreeemt
modification. [STATE]

40.What is the key to understanding the coverage situation for a rehired
annuitant? 1. First, you need to ask, “Is thesition that the rehired annuitant
now occupies covered under a Section AgBenent? If “Yes,” then the new
position is covered for full Soai Security (Retiremnt, Survivors, Disability, and
Hospital Insurance) and FICA taxemist be withheld. If the answef the answer

(WEP/GPO Reduction)

41. My employees are paying into the State Teachers’ Retirement System and
some have enough social security credits from former employment to be
eligible for social security benefits. Will they receive full benefits from both?
The Windfall Elimination Provision ray reduce social security benefits.
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Additionally, spouses’ benefitsay bereduced by the Goverremt Pension
Offset fomula. See Chapter 11, Soctécurity and Mediaga Benefits. [SSA]

(Public Retirement System)

42. A Section 218 Agreement can cover services of employees who are in a
retirement system, but how does the Social Security Administration define a
retirement system for this purpose? Is it the same definition that the Internal
Revenue Service uses? A retiremrent systenfor retirenent systengroup
coverage under an Agreent is a pensin, annuity, retiremnt or simlar fund or
systemestablished by a state or politisaibdivision. The systemeed not be
created by the legislature of the state, shmes it have to be a plan under which
the benefits are guaranteed by ttegesconstution. A retirenent system can
include a group annuity policy purchasedtbhg state or politial subdivision from
a private insurance cqgrany. NOTE: For a retireent system to be covered
under a Section 218 Agreenmt, it does noteed to neet mnimum benefit levels.
Only a retirenant system a state or l@cal subdivision is considering as an
alternative to randatorysocial sectty has to meet #se nmimum standards as
required by the IRS in Section 3121(BJ&) of the IRC (qualifying public
retirement systenm.  See Chapter 6,uBlic Retirenent Systers. [IRS/SSA]

43.What is a “public retirement system” as defined by the IRS? A “public
retirenent systeriior a “retirenent syséni’ is a pension plan antained by a
public enployer that neets the requireents of IRC Section 3121(b)(7)(F). See
Revenue Procedure 91-40 in #hppendix, and Section 31.3121(b)(7)-2 of the
Employment Tax Regulations. These requirarts nust be net for a retirenent
systemto be used as an alternativartandatory social security coverage. Also
see Chapter ®ublic Retirement Systems and Question 2 above. A public
retirenent systenis not required to be@ualified plan withinthe meaning of the
Employees’ Retirerant Incone Secuity Act of 1974 (ERISA). [IRS]

44.\What does it mean to be a qualified participant in a retirement system? A
member nust actually prticipate in the systenif an employee is eligible but
decides not to participatthat individual will be sbject to nandatory social
security tax, up to the amount of the sthciecurity wage base for the year. An
enmployer is entitled to treat an @hoyee asa qualified participant if he or she was
a qualifed participart in the reéirement systemon the last day of the plan year
ending in the previousalendar year. [IRS]

45.How are part-time, seasonal and temporary workers defined to determine
whether they are qualified participants in a public retirement system under
IRC section 3121(b)(7)(F)? A part-time enployee works 20 hours or less per
week. A seasonal grtoyee can work full-the but less than 5 anths a year. A
temporary employee perfors services unde contractual arrangeamt of two
years or less. In the case of teachbersva the hig-school le, part-time is
defined as less than one-half the classrhours designated as full-tenPossible
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contract extensionsumst be consided in determining the duration of a
contractual arrangeent if there is a significant lidihood that the eployee’s
contract will be extended. Future contraxtensions are congced likely if(1)

on average 80 percent of sianly situaed enployees have had bona fide offers
to renew tleir cortrads in the imnediately preceding two acadéoor calendar
years, or (2) the contrahtstory of a particulaemployee inttates that th
enployee is not a teporary enployee. [IRS]

46. Are there special vesting rules for part-time, seasonal and temporary
workers? For part-tine, seasonal and t@orary enployees to be qualified
participants in an eployer-sponsored regment plan, they must be imediately
and fully vested (100 percent. The vegtrequirenant for a defined contribution
plan is n&t if an anployee has a nonfortable right to receive a payent equal to
7.5 percent of the comensation the eployee earned while participating in the
systemplus a reasonable rate of irgst when the epioyee separates from
service. [IRS]

47.1f a local government participates in a statewide retirement system, is the
plan considered “established” by the employer? Yes. Even though the plan is
not meintained by the local governmeittjs offered through the goloyer and
would qualify. Nevertheless, each local goveent is a separate goyer. [IRS]

48. Is there any waiting period for alternate retirement system coverage in
which social security and Medicare taxes do not have to be paid? Yes. If a
full-time employee candeenrolled inthe plan by the first day of the second
calendar ronth of service, social securignd Medicare taxes do not have to be
paid during this interinperiod. This ruleloes not apply to part-tiey seasonal and
temporary employees. [IRS]

49.1Is a retirement system that does not cover all employees a “retirement
system” within the meaning of Regulations section 31.3121(b)7-2? This
determnation is nade on an individuaby-individual basis. fius, a pension plan
that is a retiremnt system for somenployees my not be a retireent systenfor
other enployees. [IRS]

50. A teacher who is a participant in a retirement system during the academic
year also works a few hours per week in the summer in the school library.
The library job is not covered by a Section 218 Agreement or by the public
retirement system because it does not fall during the normal 10-month school
year. Are the wages for the summer job subject to social security and
Medicare taxes? The wages are not subject to social security taxes because the
teacher is a qualifiegarticipant in tle public retirenent system with resgt to
her full-time job. A teachr who is epectedto be erployed on a continag basis
qualifies for treament as erployed simultaneously in aftiple positiors with the
sane entity. Consequently, the detenation may be nade ®lely by reference to
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service in tle teackr’s full-time position.The applicahlity of the Medicare tax
depends upon whether the continuingoéagment excepion is available.IRS]

51. A teacher retires from a school district, starts collecting a pension under the
state retirement system, and returns to work for the same school district as a
bus driver. The bus driving position is not covered by a 218 agreement and is
not covered by the state retirement system. Does the employee have to pay
social security taxes on the wages as a bus driver? No. The teacher is a rehired
annuitant. He is deesd to be a qualifié paticipant in the etirement system
without regard to whether he continuesaccrue a benefit.¢dvould, however,
have to pay Medicare tax because ¢hignal employnent relationsip
termnated aretirement. [RS]

(Role of State Administrator)

52.What is the responsibility of State Social Security Administrators with
respect to non-Section 218 entities? Under Section 218 of the Act, the pany
legal responsibility tate Saial Security Adnmistratas have is for Section 218
entities. However, responsibilities foon-Section 218 entities iafrom state to
state. Sorastate admmistrators may not interact with non-Section 218 entities
while others ray perform nonitoring, quasi-regulatory and enforcent
functions. If a non-Section 218 entity neaedformation regarding coverage under
an agreerant, it shold contact the Stat8ocial &curity Administrator. [STATE]

53.What information can IRS provide to State Social Security Administrators to
help them perform their responsibilities especially when an audit or review is
to be conducted of a public employer in his/her state? Section 6103 of the IRC
governs the disclosure of tax infornaatiby the IRS to other federal and state
agencies. Without the congeaf the taxpayer, no prasion in section 6103 would
authoize the IRS to shee spedic taxpayer inbrmation with State Soal
Security Adnmnistrators. However, in prming a tax invetggation, the IRS ray
request inforration from the State 8@l SecurityAdministrator. [IRS]

54.What information can be provided by SSA to State Social Security
Administrators to help them perform their responsibilities? SSA nay provide
interpretations ofthe Social Seurity Act, Social Security regulations, rulings, the
state Section 218 Agreamt and its radifications, as theypply to the public
enployer at issue. [SSA]

55.Whom should I call when I have questions about Annual Wage Reporting?
Call your local Employer Servicesiaison Officer. See Chapter 1hyformation
Return Reporting, or visit the SSA web site at
www.socialsecurity.gov/eployer/empcontact4SSA]

56.What information can IRS share with SSA and under what circumstances?
Section 6103 of the IRC governs the discie of tax inforration by the IRS to
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other federal and state agencies. SSAiobttax infomation fromIRS under
several provisions of sgon 6103 to adimmister thke social security laws.
Questions concerninghat can be discloskeby IRS to SSAlsould be directed to
the loa IRS DisclosureOfficer. [RS]

57.What information can IRS share with the State Social Security
Administrator and under what circumstances? Section 6103 of the IRC
governs the disclosure of tax infornmatiby the IRS to other federal and state
agencies. Without the congeaf the taxpayer, no prasion in section 6103 would
authoize the IRS to shee spetfic taxpayer inbrmation with State Soal
Security Adninistrators. However, in parming a tax invetggation, the IRS ray
go to the State Social Security Adistrator to dotain information or the
investigation. [IRS]

58.What information can IRS share with a public employer and under what
circumstances? Section 6103 of the IRC pensthe IRS to disclose inforation
about a taxpayer’s tax liability to th@txpayer, including disclosures to a public
enployer about that public guioyer’s socal security and Méicare tax liability.
[IRS]

(Social Security Benefits)

59. Are social security benefits calculated on the last five years of earnings? No.
Retirenent bendts ae calclated o earnings during a lifetimof work,
generally the highest-earning 35 years unldersocial security systerfears of
high earings will increase the aaunt of the bedfit. [SSA]

60. Will my retirement pension from my government job reduce the amount of
my social security benefit? If you receive a pesion based o enployment
covered under social security, it will ndfesct your social security benefit. If you
receive a pension either wholly orrpally based on eployment not covered
under social security (faxanple, certain federagtate or local governent
employment), your social security mefit may bereduced. For additional
information, see SSA publications “Govenent Pension Offset” (05-10007) and
“A Pension for Work Not Coveredyy Social Security” (05-10045). These
publicationsare availake online atvww.socialsecurity.goSSA]

61. My full retirement age is 65. | understand I can retire at age 62 and collect
social security benefits, but that they will be less than if | wait until 65 to
retire. How does that work? Your benefits are reduced for eacbnth you retire
before full retirenent age. The reduion is five-ninths of one percefor each of
the first thirty-six nonths of early retin@ent and five twelfths of one percent for
each additinal nonth. However, reemberthat, in your case, by taking benefits
at age 62, you'll receive s@tisecurity checks for ahger period of tira. [SSA]
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62. 1 have two children at home and I plan to retire next fall. Will my children be
eligible for monthly social security checks after I retire? Monthly social
security payrants nay be nmade to unnarried children under age 18, or age 19 if
still in high school, or children age 18 @rer who were severely disabled before
age 22 and who continue to be disabled. [SSA]

13-14
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Glossary

Absolute Coverage Group — For Section 218 coverage poses, a group ofployees
whose positions are not covdrender a retireent systemalso referred to as a non-
retirenent systencoverage group or@ection 218(b)(5) coverage group.

Agreement - Section 218 Agreeant.

Alternative Lookback Rule — A rule that allows an eployer to deternme whether an
enployee can be treated as a qualified pgudict in a retirement plan for purposes of
mandatory FICA. An enployer nmay treat aremployee as a qualéd participart in the
first yea of enployment if it is reasoable to lelieve the erployee will ke a qualifed
participarn on the last dgy of the plan year. An employenay treat an employee as a
qualified paticipant in a calendayea if the enployee was a qualdéd paticipant 4 the
end of the previous plan year. Sextton 31.3121(b)(7)-2(d)(3), Broyment Tax
Regulations

Annual Wages Paid - The sumof wages paid over the calendar year.

Average Annual Employment - The average employent for the 12 reporting omths
of the calendar year.

Average Annual Wage - The annual wages paid divideg the average annual days of
enmployment.

Continuing Employment Exception — Exception fromMedicare taxes and coverage
applicable to services ofstate or local government @ioyee who is a participant in a
public retirenent system and eetsall of the following requirerents:

e Employee was performg regular and substaal servies br remuneratiaon for the
enployer before April 1, 1986;

e Employee was a bona fide @ioyee on March 31, 1986;

e Employment relationship was not enteredarfor purposes of avoiding the Medicare
tax; and

e Employment relationship with the employé&as not been terimated after March 31,
1986.

Coverage Groups — Categories of state and local gaweent enployees brought under a
Section 218 Agreeant. There are twtypes of coverage groups:

1. Absolute coveragergups, comosed of enployees in pasons nd covered
under a retiremnt systemand

2. Retirenent systentoverage groups, cquseal of employees in positions
covered by a retireemt system



TheSocial Security Act gives eah stae the righ, within the limts of state and federal
laws, to decide which coverage groupstarbe included under its Agreemt and any
modificatiors to the Agreerant.

Department of Health and Human Services (DHHS) — Former parent agency of SSA
responsible for Section 218 AgreerteerPrior to March 31, 1995, Section 218
Agreenents were entered into between aestatd the Departent of Health and Human
Services and admistered by the SocialeSurity Admnistration.Since that date, SSA
has been an independent agency amesigonsible for executing and aiahistering
Section 218 Agreeants with the states.

Defined Benefit Plan - A plan that deterimes retirenent benefits under a fowla,
generally based on age, yearseivice and salary level.

Defined Contribution Plan - A plan that povides for an indvidual accaint for each
participant and for benefits based solelytlom amount contributed to the participant’s
account, anény incone, expenses,ans, losses and forfeitures of acctsiof other
participants that my be allocgéed to the participant’s account.

Earned Income Credit (EIC) - A tax credit for workers who have earned inedmelow
specific thresholds.

Earnings Record - The information naintained by the Socié&ecuity Administration on
each inadvidual’s sacial security and Mdicare coered wageand self-employment
income. Each indivdual’s record is accexd by Social Seaity Number (SSN).

Employee - Generally a worker who is an ployee under the common-law test. Defined
for social security and Mectre purposes in Sectiop$0(j)(2) and 218(b)(3) of the
Social Security Act and IRC section 3121(d)

Employer Identification Number (EIN) — A unique nine-digit identification nuver
assigned by IRS to state and local goveams) businesses, and other entities for tax-
filing and reporting purposemcluding withholding and paying FICA taxes. An entity
can obtain an EIN by filing Fori8S-4, Applcation For Emloyer Identification Number,
with the IRS.

Entity — A separate legal “persontfiat is not an individuak corporation, partnership,
LLC, a political unit, including a state, political subdivisan, a wholly-owned
instrunmentality, a nunicipality, etc.

Establishment - An establishrent is an economic unit, generally at a single physical
location, where business is conducted or wisarvices or industrial operations are
performed.

Federal Insurance Contributions Act (FICA) — Federal statute ippsing social security
and Medicare taxes on employers angeyeeswith respect to wages for @hoyment.

Federal-State Agreement — Formal arrangerant availdle beginning in 1951, when
states were allowed to provide social secuaitg/or Medicare coverage to ployees of
states or their political &dlivisions by neans of an agreeant between the federal
governnent and the state, governed by Section 218 o$tle&l Security Act.



Federal Unemployment Tax Act (FUTA) — Federal law imposing tax on gtoyers in
order to provide for payants of unemloyment conpensation to workers who have lost
their jobs. States and political subdivisimisa state are exgahfrom paying FUTA, but
most state and local goverent enployeesmust be covered for state unployment
insurance purposes.

Fee-Based Public Official — A public official who recees and retains remmeration
directly from nmembers of tle public, e.g., a notary public. An official who receives
paynment for services from goverremt funds inthe fom of awage or salary is not a fee-
based public official, even if éhcompensation is called a fee.

FICA - Federal Insurance Contributions Act.

FRA (Full Retirement Age) — The age at whichinreducedacial security benefits are
payable. Depending on the date of bigh,individual's FRAs between 65 and 67.

Full Social Security - Full sodal seurity indudes boh the Old-Age, Survivors, and
Disability Insurance (OASDIprogram and Medicare Hospital Insurance (HI). Both the
enployer and employee pay these taxes.

FUTA - Federal Unemployment Tax Act.

Governmental Function — A traditional function of govement, legislative, executive,
judicial: the control and prention of crine, promoting the general welfare, providing
for public safety.

Government Pension Offset (GPO) — A reduction in the sociakcuity benefts that
applies to individuals whfl) receive a governent pengn not covered for Social
Security and (2) who are eligibler social security as gsuse or widow(er). Two-thirds
of the governrant pension is used to offsaty spouse’s or Mlow(er)’s social security
benefit.

Gross Wages - As reported on the Ungploymentinsurance Tax Report, gross wages
are the total awunt of ®mpensation paid by employers for the year.

HI - Hospital Insurance (Medicare Part A).

Identification Number — A nine-digit nunber assigned byS prior to 1987 to every
state and political subdivsn included under ae€stion 218 Agreemnt, beginning vth

the prefix “69” (69-NNNNNNN). Many statesontinue to sequentially assign a 69-
number for internal state record keepipgrposes to entities brought under Section 218
coverage.

Indian Tribal Government — The governing body of any tribe, band, community,
village or group of Indians or (if applicablalaska Natives that is detemmed by the
Secretary of the Treasyrgfterconsutation with the Secrary of the Interior, to exercise
governnental functions. IRC section 770)(40). Under IRC section 7871(a), listing
purposes for which Indian tribal goverants ae treated as states subdivision of an
Indian tribal government shallbe treated as a political subigion of a state if (and only



if) the Secretary of ther€asury étermnes,after consultation with theeSretary of the
Interior, that the subdivision has been delegjdte right to exercisene or nore of the
substantial governamtal functions othe Indian tribal governemt.

Indian Tribe — For purposes of the FUTA tax, indies any subdivisig subsidiary, or
business enterprise wholly owned byladian tribe. RC section 3306(u).

Ineligibles - Individuals who work in retireent systempositions but are not eligible for
membership in the retireamt system becausd a personal disquaiifation such as ag
or length of service.

Interstate Instrumentality - An independent leg entity organized by two or ore
states to carry out one or more goveental functions. For purposes of a Section 218
Agreenent, an intestate instrurentality has the tatus of a state.

IRC - Internal Revenue Code.
IRS - Internal Revenue Service.

IRS Letter Ruling/Determination - Proceduredr obtaininga binding ruling fronthe
IRS, applyimg the law to specific factsn a variety of issues including worker
classification, wages, employmt, etc. Bylaw, there nay be a fee for certain lings.
(Contact the IRS for further inforation.)

Mandatory Exclusions - Those services that are raatvered under Sections 210 and 218
of the Social Security Act.

Mandatory Medicare (HI) — Required Medicare tax and caage to state and local
governnent enployees hired or rehired after March 31, 1986.

Mandatory Social Security — Required application of sociakcurity tax and coverage to
state and local goverremt enployees whare not nembers of a public retireemt
systemand who are not covered by a @t 218 Agreerant; effective July 2, 1991.

Medicare — Health insurance program for peoplge 65 years of age and older and
certain people with disahties. Part A (Hospital Insunge — Hl) is financed through
enployer and employee taxes on covered wages/selpEyment or by individual
payment of monthly premums. Part B (8pplemental Medical Insurance — SMI) is
financed by individualpaying nonthly prenums.

Medicare Qualified Government Employment (MQGE) - Services of @te and local
governnent enployees subject to Medicare (Hllghtax but not to social security tax.

Modification — An amendment to an original Section 218yfeenent to extend coverage
to additional groups of employees or tpiement changes in federal and state laws.
Each nodification, like the original Agrernrent, is a legally binding docuwnt.

MQGE - Medicare Qualified Gvernment Employnent.

National Conference of State Social Security Administrators (NCSSSA) —
Professional association of Stg&ocial Security Admistratas, state officials atorized
by state law to admister Section 218greenents with tle Scial Security



Administration and responsible for all othetigities assoiated with federa and sate
laws addressing social security and Mede coverage ofat and Ieal public
enployers.

NCSSSA - National Caference of State Sa@diSecurity Adnmistrators.

Non-covered Employment - Employment not covered by sa&l security or Medicare
under the Social Security Achd the Internal Revenue Code.

Non-Proprietary Function — Governnental function of astate or political subdivision,
i.e., maintaining order.

Old-Age, Survivors and Disability Insurance Program (OASDI) — Program
administered by the Social Security Admstration, providing rnthly benefits to retired
and disabled workers, their spouses and mmidand to survivorsf insured workers.

Optional Exclusions - Those services that federal laweg states the djon to include
or exclude frontoverage under a Section 21§réenent.

Parallel Social Security Office (PSSO) - The S&\ office, usually located in thaate
capital, responsible for day-tay negotiations w#h the statesn state antbcal coverage
issues.

Pension Plan — A plan that proidessystenaticdly for the myment ofdefinitely
deterninable benefits to eptoyees over aeriod of years, usually for life, after
retirerrent. Retirenent benefits are gendlsadetermned by factors such as an
enployee’s years of service andngpensation.

Political Subdivision — A separate legal ¢ty of a state that has govenantal powers
and functios. A political subdivisio ordinarily includes a couwt city, town, village,
school district and otherrilar governnental entities.

Proprietary Function - Function of a governemtal eriity that is other than
governnental in nature.

PSSO - Parallel Social Security Office.

Public Retirement System - A pension, annuity, retireent, or simlar fund or system
established by a state or political sulision for the purpose of paying retirent
benefits to employees. For purposes of mhaiting whether an eployee is subject to
mandatory social security and Medicaréretirement system” in which the goloyee
participates must eet the tests uld IRC section 3121(b)(7)(F) and section
31.3121(b)(7)-2(e) of the Eoloyment Tax Regudtions. For this purpose a “retirent
systeni is not idertical to a qualifed plan within the neaning of the Eployees’
Retirerment Incone Security Act of 1974 (ERISA).

Qualified Participant — An individual who is (or halseen) a actua paticipart in a

public retirenent system and who has a taa@lcrued benefit underdlretirenent system
that meets the nmimum retirenent benefitrequirenents of RC section 3121(b)(7) and
regulations thereunder. Section 31.3121(bX(d) of the Employrant Tax Regulations



establishes standards for defined contrdutietirenent systers. See Rev. Proc. 91-40
in the Appendix, for safe-harbor formulas ttefined benefit retireemt systers.

Retirement System - See Public Retireent System

Retirement System Coverage Group — A group of enployees whose positions are
covered under a retireamt systenmby referedumunder the provisions of Section 218(d).
The retirenent systendoes not need toaat the tests under IRC Section 3121(b)(7)(F)
and Section 31.3121(b)(7)-2(e) of the layment Tax Regulations to secure coverage
under an Agreeent.

SECA - Self Enployment Contributions Act.

Section 218 Agreement - Voluntary agreemnt between atate and the Comesioner of
Social Security (prior tdlarch 31, 1995, the Secretarytddalth and Huran Services);
allows states to voluntarily provide socsacurity and Mediga or Medicare-only
coverage for the sepesof state and local gevnment enployees. The agenents cover
positiors, na individuals so that, ifthe position is covered der the agrement, then any
employee flling that pogtion is sulpect to FICA taxes.

Self-Employment Contributions Act (SECA) - Federal statute iposing social security
and Medicare taxes on the net eagsinf self-employed individuals.

Social Security Act (Act) - Federal statute providing Old-&gSurvivors and Disability
Insurane (OASDI) andHospital Insrance (Medcare), as well astber tkenefits.

Social Security Administration (SSA) - An independent agency in the executive branch
of the federal governent responsible foadninistering the Old-Age, Survivors and
Disability (OASDI) insurance prograandfor deternining digibility f or Medicae

benefits.

Social Security Statement — Annual staterant issued to workers with infoation about
their individual social security and Medreaearnings as reported by @oyers with
estimates of the different types of benefits which they andheir family may qualify.

State Social Security Administrator (SSSA) - The principal state official authiaed by
state law to admister the Section1B Agreenent with the Social Security
Administration and responsible for all othetigities assoiated with applicable éderal
and state laws addressing social secaity Medicare by state and local public
enployers in the state.

Social Security Number (SSN) - The identification nurner assigned by the Social
Security Adninistration to individuals. linust always be used in reporting an
individual's earnings and inorrespondence regardiagecific enployees. Each
individual's earnings record imaintained under this nuber.

Social Security Offices - The offices that admister thesocial security progranocally.
These servicing offices ag request techoal assistance from the PSSO as needed.

SSA - Social Security Aministratian.
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State - For purposes of a Section 218 Agrestincludes the fifty states, Puerto Rico,
the Virgn Islands and intersta instumentalties. It does not incide the District of
Colunmbia, Guan or American Samoa.

Taxpayer Identification Number TIN - The nunter used to identify employee$8l)
or enployer (EIN) for tax reporting purposes.

Ticket to Work and Self-Sufficiency Program - An SSA progranthat provides
disabled bedficiaries exanded access to pinyment services, vocational rehabilitatio
services, or other support serviceSA$aysthe providers of th@sservices after the
beneficiariesachieve cdain levels ofwork.

TIN - Taxpayer identification nubrer.

Wage Base - The naximum wage of each worker the sibject to tle OASDI portion of
social seciity tax in anycalendar year. Th&ocial sectty wagebase changes yearly.
There is no wage base linfior Medicare beginning in 1994.

Wages - Remuneration paid in cash or saihing other than cash for services of an
enployee.

Wholly Owned Instrumentality - An entity aeated by ppursuant totate stéute to
carry on a governemtal function of a state quolitical subdivision. lis an independent
legal entity with the power tbire, supervise, and discharigs enployees and, generally,
it may sue and be suedanenter into contrast and may hold or transfer property in its
own nane. Nomally a wholly owned instruentality of a $ate @ political subdivision
does not exercise goveremtal powers, i.ethe police power, the taxing power and the
power ofeminent dorain. An instrunentality can also be eated by a tte and a
political subdivision, by more than one politicibdivision, or by rore than one state.
See “Intergate Insrumentality.”

Windfall Elimination Provision (WEP) - A social sectity benefit formula that nay be
used for workers who receive both a soceisity retirenent or disability benefit AND
a pension based on work not covered undeiatsecurity. Tie WEP benefit formala
produces a lower social security retimrnor disability insurance benefit.
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Appendix

The following pages contain portant docurans referred to in the text. Many other
related docurants nay be found at the web sitesvw.irs.gov, www.ssagov, and
WWW.NCSSSa.org
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VOLUNTARY AGREEMENTS FOR COVERAGE OF STATE AND LOCAL
EMPLOYEES

Purpose of Agreement

SEC. 218[42 U.S.C. 418] (a)(1) The Comnissoner of Saial Secuity shall, at the
request of any state, enter into aneggrentwith such state for the purpose of extending
the inswane systenestablished by this titl® services perfored by indviduals as
enployees of such state or any politicabdivision thereof. Each such agresrhshall
contain such provisions, not imasistent with the provisions tiis sectionas the wte

may request.

(2) Notwithstanding sectioR10(a) for the purposes of this title the tefemployment’
includes any service included under areagent entered into under this section.

Definitions

(b) For the purposes of this section--
(1) The term"State" aes not include theDistrict of Colunbia, Guam or American Samoa.
(2) The term"political suldivision' includes an irstrumentality of (A) a State, (Bbne or more
political subdivisions of a State, or (ICa Stateandone or more of itspolitical sukdivisions.
(3) The term"employee” ircludes anofficer of aState o pditical subdivision.
(4) The term"retiremert system'mears a @nsion, anntty, retirenert, or similar fund or systen
estallished by a State oby apoalitical suldivisionthereof.
(5) The erm "coveragegroup” means Q) employees of he Sate oter than hoseergaged in
performing senice in comection with a praorietary function; (B) enployees of gdlitical
subdivision of a State ther hanthose enggedin performing senice in canectionwith a
proprietary function; (C) enployeesof a State emagel in performing service inconrection with a
single proprietary function; or (D) enployees ofapdlitical subdivision of a State enaged in
performing sevice n connecionwith asingle pioprietary funcion. If under the preceding
senenceanenployee wailld beincluded in more than ane coveage goup byrea®sn of the fact
that he performs senice in connectionwith two or more proprietary functions or in conrection
with both aproprietary function ard anonproprietary functon, he shall beincludedin only one
sud coveragegroup. The deermination d the coveragegroup in which such enployee shdlbe
included shal be nmade n such manneras nay be pecified in the ageement Pesons enployed
under section709 of title 32 United State<Code, who electeduncer sedbn 6 of the Natianal
Guad TedniciansAct of 1968 to renain coverad by an enployeeretirementsystem of, or plan
spasored by, a Sate a the Commonwealthof Puerto Ricoshall, for the puposesof this Act,be
employees ofhe Stateor theComnonwealthof Puerto Rico ad (notwithstandihg thepreceding
provisions of this parayraph), shal bedeened b bea s@aate coverage group. For purposesof
this secton, individuals enployed pursuant to anagreenent, entered into pursuantto sedion 205
of the Agricultural Marketing Act of 1946 (7 U.S.C.1624) or sectio 14 of the Rerishade
Agricultural Commodities Act, 180 (7 U.S.C. 499), betweena State and thUnited States
Depatment of Agriculture t pefform services asrispecbrs d agricultural product may be
deened, at theoptionof the State, to be eployees of thé&tate and(notwithstarding the
preceling provisions d this paragraph) shall be deeradto bea sepeate coverage goup.

Services Covered

(c)(1) An agreerant under this stion shall be adcable to any one or more coverage
groups designated by the State.

(2) In the case of each coverageugraowhich the agreeant applies, the agreemt
must inclue all ®rvices (othe thanservies excluded by or pursuaie subsection (d) or
paragraph (3), (5), or (6) of this subsectipejformed by indviduals as metvers of such

group.
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(3) Such agreeent shall, if the State regsts it, exclude (in thease of any coverage

group) any one or ane of the following:
(A) All services inary classor classe®f (i) elective positions, (ii) part-time positions, or (iii)
positions the canpersatian for which is ona feebasis;
(B) All services prformed by individuals asmembers of a ceerage group in pasitions covered by
a retirenent systen on he date subh agreement ismade ajlicablk to sud coverage group, but
only in the ca® d individuak who, on such dat (or, if later, the date on which theyfirst occupy
slch positions), are no eligible to becane membersof swch systen ard whose senices n swch
positions have not alread/ beenincluded undersuch agreemerpursiart to sulsection(d)(3).

(4) The Commissioner of Social Security shallthe request of any Stategdify the
agreenent with such State so as to)(ilaclude any coverage group to which the
agreenent did not previously apply, or (B) inde, in the case of any coverage group to
which the ageenent applies, &vicespreviousy excluded fran the agreemnt; but the
agreerent as so wdified may not be inconistent with the provisions of this section
applicalke in the case ddn origiral ageenent with a StateA modification of an
agreenent pursuant to clause (B) of theepedng sentence ay apply to individuals to
whom paragraph (3)(B) is applicable (whettor not the prewus exclusion of the
service of such individuals was pursuant tohsparagraph), but only if such individuals
are, on the effective date spieail in such modification, indigible to be nembers of any
retirenent systenor if the nodification with respect to such indduals is pursuant to
subsection (d)(3).
(5) Such agreeent shall, if the State regsits it, exclude (in thease of any coverage
group) any agricultural labor, or servicerfjoemed by a student, designated by the State.
This paragraph shall apply only with respto service which is exclad from
enmployment by any provision of sectiohl0(a)other than paragraph (7) of such section
and service the remmeration for which is excluded fromages by subparagraph (B) of
section209(a)(7)
(6) Such agreeemt shall exclude--

(A) seavicepeformed by anindividual who is enployed b relieve him from unenployment

(B) senice performed in ahospital, hame, or other institution by a petient or inmate thered,

(C) coverd transportation sewice (asdeerminedunde secton 210(k)),

(D) senice (other thanagicultural laba or senice performedby a stident) which is excluded

from enploymentby any provision of secton 210(@@) other thanparagraph (7) of such sedion,

(E) sewicepeiformed by anindividual as @ enployee sering on a emporary bass in case d

fire, stam, snow eathquake, flood, o other similar emergency, and
(F) sewvicedesribed in secton 210(a)7)(F) which is included as"enmployment’ under section

210(@@).
(7) No agreerant nay be nmade applicable (gher in the original agreeent or by any

modificationthereoj to srvice perforned by any individual to whorparagraph (3)(B) is
applicable unless such agremmhprovides (i the case of each coverage group involved)
either that the service of any individuaMtom such paragraph is applicable and who is
a member of such coverage group shall continue to be covered by such egréecase
he therefter becones eligible to le amember of a retirenent systemor that such service
shall cease to be so covered when he besefigible to e amember of such a systa

(but only if the agreeent is not already apipable to such systeursuant to subsection
(d)(3)), whichever ray be desired by the State.

(8)(A) Notwithstanding any other provision ofighsection, the agreeant with any State
entered into under this sectiorayrat the opthn of the State be mdlified at any tine to
exclude service perfored by ekction officials or election workers if the remeration



paid in a calendar year for such senigtess than $1,000 witlespect to service
performed during any calendar year commegcon or after January 1, 1995, ending on
or before Deceliver 31, 1999, and ¢hadjustd amount deterimed under subparagraph
(B) for any calendar year congmcing on or ater January 1, 2000, with respect to service
performed during such calendar year. Anydification of an agreeent pursuant to this
paragraph shall be effective with respecédovices performed in and after the calendar
year in whit the nodification is nailed or delivered by other @ans to the
Commissioner of Social Security.
(B) For eactyear after 899, the Commissionef Social Security shall adjust the
amount refered to in subparagraph (A) at teane time and in the sammanner as is
provided under sectial5(a)(1)(B)(ii)with respect to the amowteferred to in section
215(a)(1)(B)(i) except tat--

(i) for purposes of ths submragaph 1997 shall be sutstituted for the calewlar year referred tin

secton 215(a)1)(B)(ii)(11), and

(if) suchamountas ® adjusted, f notamultiple of $100, shall berounded to the next highe

multiple of $100 whee sich amount isa nultiple of $50 and to th@eaeg multiple of $100 in
any oher case.

The Comnnssioner of 8cial Secuity shall déemine and publish in the Federal Retgr
each adjusted amnt déermned under this sulgpagraph nolater than Mvenber 1
preceding tk year for which the qualstment is made.

Positions Covered By Retirement Systems

(d)(1) No agreerant with any State ay bemade appliable (eitler in theorigind
agreenent or by any rodification thereof}o any service pesfmed by anployees as
members of any coveragyroup in sitions covered by a retiremnt systeneither (A) on
the date such agreemt is nade applicabléo such coverage grougr, (B) on the date of
enactnent of the succeeding paragh of thissubsection (egept in the case of positions
which are, by reason of action by such Statpobtical subdvision theeof, as nay be
appropriate, taken prior to the dateeofaciment of such succeeding paragraph, no longer
covered by a retireemt systenon the date refeed to in clause (A), and except in the
case of positions excled by paragraph J6A)). The preceding sentence shalt be
applicable to any service perfoethby anenployee as a ember of any coverage group
in a position (other than a position excludsdparagraph (5)(A)) covered by a retir@rh
systemon the date an agenent is made apglale to such ceerage group if, on such
date (o, if later, the date on whictlush individual first acccupies such psition), such
individud is ineligible to bea member of such system

(2) It is hereby declared to be thdipy of the Congress in enacting the succeeding
paragraph of this subsetion that the protetion aforded employees ingsitions covered
by a retirenent systenon the date an agreemt under this section isashe applicable to
service perdrmed in such positions, or releeng periodic benefits under such retiremh
systemat such tine, will not be inpaired as a reft of making the agrement so
applicable or as a result of legitla enactrent in anticipation thereof.

(3) Notwithstanding paragraph (1), an agreatrwith a State ay be nade applicable
(either in theorigind agreenent or by anynodification thereof) to service perfoaa by
enployees in positioncovered by a retireemt system(including positios speciied in
paragraph (4) but not includinmpsitions excluded by or pursuant to paragraph (5)), if the
governor of the State, or afficial of the State deghated by hinfor the purpose,
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certifies to the Commsioner of Social Secity that the following conditions have been

met:
(A) A referendun by secret writterballot washeld on the guestionof whether senice in positions
covaed by sud retirementsysemshauld be excluded from or included under an agreesmt under
this sectim;
(B) An oppatunity to vote in such referendum was gven (ard was limited) to eligible enployees;
(C) Not less thaminety days' ndice of suichrefererdum was gvento all such enployees;
(D) Such referendum was onducted under the supevision of the govemor or an agency or
individualdesgnatd by him; ard
(E) A mgjority of the eligble employees veéed in favar of including senice in swch positions
under an agreementunder this secton.

An employee shall be deesd an "eligible emloyee” for purposes of any referendum
with respect to any retireent systen if, at the tine such refeendumwas held, he was in

a position covered by such retiremb systemend was a reamber of such systenand if he
was in such a position at the gmotice ofsuch referendurwas given as required by
clause (C) bthe preceding sentence; excepitthe shall nbbe deerad an "eligble
enployee” if, at the tira the referengin washeld, he was in a position to which the State
agreenent already agped, or if he wasn a position excluded by or pursuant to
paragraph (5). No referendunith respecto a etirement systenshall be valid dr
purposes of this paragraph unless held withetwo-year period which ends on the date
of executionof the agreent or nodification which extends the insur@nsystem
established by this title to such retirarhsysten, nor shall any referendum with respect
to a retirenant systembe valid for purposes afis paragraph if held less than one year
after the last previous referendunald wth respect to such retireamt system

(4) For the purposes of subsien (c) of this section, thimllowing enployees shall be

deened to be a separate coverage group--
(A) all enployees inpositions which were coered by the sane retiremert systen on the date the
agreenent wasmade applicable tough systenfother tha employees to whas sevices he
agreenent alrady appliel on sut dag);
(B) all enployees irpositions which becaencoverd by such systemat any time after such date;
and
(C) all enployees inpositions which were ceoeredby suwch systen at ary time before suchdate
ard towhose serices he insurance systenestaltished by this title has not been exendcedbefore
sich date becatse the positions werecovered by such retirenert systen (including enployees to
whoseserviceghe areenent wasot applicableonsud date becase sich seviceswere
excluded pursuant wbsecton (c)(3)(B)).

(5)(A) Nothing in paragaph (3 of this subsetion shall athorize the extasion ofthe
insurane systemestablished by this title tgervice in any policeans or fireman's
position.

(B) At the iequest ofthe State, anylass or tasss of positiors covered bya retirenent
systemwhich may be excluded fronthe agrement pursuant to paragraph (3) or (5) of
subsection (c), and tohich the agreeentdoes not already apply,anbe excluded from
the agreemnt at tle time it is made applicale to such retireent system; except that,
notwithstanding the provisions of paragrdBhB) of such subection, such exclusion
may not include any services to which such gaaph (3)(B) is applicable. In the case of
any such exclusion, each such class so exdlsball, for purposesf this subsection,
constitute a sepamrdirement systen in case of any wdification of the agreeent
thereafter ageed to.

(6)(A) If a retirement systentovers positiogof enployees otthe State iad positiors of
enployees of one or ane political subdivisdins of the State, or covers positions of
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employees of two or mre political subdivisins of the State, then, for purposes of the
preceding pragrapls of this subsection, thereah if the State so desires, be deedto
be a sepate retirenent systenmwith respetto ary one or nore ofthe politial
subdivisions concerned and, where the retar@mystencovers positions ofreployees
of the State, a separate retimrhsysemwith respect to th&tate @ with respetto the
State and anone or nore ofthe politial subdvisions comwerned. Where a retirerent
systemcovering positions ofraployees of &tate and positions ohgloyees of one or
more political subdiisions of the State, azovering positioa of enployees of two or
more political subdivisions of the Statenist divided into sepata retirenent systers
pursuant to the precew) sentencergursuanto subparagraph (C), then the Statgym
for purposes of subsection (e) only, dethim systemto be a separate retiremt system
with respect to any one orame of the pbtical subdivisions oncerned and, where the
retirenent systencovers positions ofraployees of the State, a separate ret@em
systemwith respetto the State pwith resgct tothe State ashany one or rore of the
political sulgivisions concerned.

(B) If a retiement system covers positisiof employees obne or nore institutions of
higher learing, then, for purposes of such praogdaragaphs there shall, if the State
so desires,ddeened to be a separate retiremsystenfor the enployees of each such
institution d higher learning. For thpurposesf this subparagraph, the tefimstitutions
of higher learning" incldes junia colleges ad teachers colleges.dfretirenent system
covers positions ofmployees of a hospitalyhich is an itegal part of a political
subdivision, then, for purposes of the precegiarggrapls there shall, if the State so
desires, be deexd to be a separate retirerhsystemfor the employees of such hospital.
(C) For the purposes of this subsection, atiyar@ent system established by the State of
Alaska, California, Connecticut, Florida, @gia, lllinois, Massachusetts, Minnesota,
Nevada, New Jersey, New Keo, New York, North Dakat, Pennsylvania, Rhode
Island, Tennessee, Texas, Vemy Washingtn, Wisconsin, or Hawaii, or any political
subdivision of any such State, which, on, beforeafter the date adnactnent of this
subparagraph, is divided into two divisiamsparts, one of which is cqused of
positiors of members of such systemho desie coverage uret an agreeent under this
section and the other wfhich is canposed opositiors of members ofsuch systemwho
do not desire such coverage, shall, if theeSsatdesires and if it [rovided that there
shall be included in such dsion or part coqosed of rambers desiring such coverage
the positions of individuals mo becorne members of such systerafter such coverage is
extended, be deerd to be a separate retment systenwith respect to each such
division or part. If, in the casef a separate retireant sysem which is demed to exist
by reason of subparagraph (A) and which heenldivided into two divisions or parts
pursuant to the first sentence of this subgiaah, individuals becoemembers of such
systemby reason of action taken by a paii subdivision after coverage under an
agreenent under this section has been exteriddtle division or part thereof cqosed
of positions of individuals who desire suobverage, the positions of such individuals
who becons members of such retireemt sysem by reason of the action so taken shall be
included in the divi®n or part ofsuwch systemconposed ofpositiors of members who do
not desire such coverage if (i) suclinduals, on the day before becamg such
members, were in the division or part afaher separate retirem system (deeed D
exist by reasn of subparagraph (A)) cgrasedof positions & members of such system
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who do not desire coverage under an ageskeomder this section, and (ii) all of the
positiors in the sepiate retirenant systenof which such intvziduals so kcome members
and all of the positions in the separate rataet systenreferred to in clause (i) would
have been covered by a single retieatrsystam if the State had not taken action to
provide for separate retireamt systera under this paragraph.

(D)(i) The position of any indidual which is covered by amgtirenent systento which
subparagraph (C) is applicablea#ihif such individual is ieligible to becora a nember
of such systenon August 1, 1956, or, if lateihe day he first occupies such position, be
deened to be covered ihe sepateretirenent systenconsisting othe positios of
members of the division or part who do nosde coverage under the insurance system
established under this title.

(i) Notwithstanding clause (i), thet&e nmay, pursuant to subsection (c)(4)(B) and
subject to the conditions @bntinuation or termation of coverage provided for in
subsection (c)(7), odify its agreement underighsection to include services performed
by all individuals described in clause (i) othlean those individual® whose services
the agreemnt already applies. Suaidividuals shall be deezxd (on and after the
effective date othe nodification) to be inpositions covered by the separate retmeim
systemconsisting othe positios of members ofthe division or panivho desire covege
under the insurance systesgiablished under this title.

(E) An individual who is in a position covered by a retieatrsystento which
subparagraph (C) is applicabledawho is not a mmber of sich systembut is eligible to
becone a menber thereof shall, for purposes$this subsection (other than paragraph
(8)), be regarded as aember of such systiy except that, in the case of any retieatn
systema division or part of which is coveteincer the ageament (either in the aoginal
agreenent or by a radification thereof), while coverage is agreed to prior to 1960, the
preceding povisions of this subparagph shdlapply only if the State so requests and
any such intvidual referred to in such precediprovisiors dall, if the Sate so requests,
be treated, after division ofelretirenent systen pursuant tesuch subparagraph (C), the
sane as individuals in gsitions referred to in sbparagraphK).

(F) In the case of any retiremt systendivided pursuant to subparagraph (C), the
position ofany member ofthe division or part acnposed opositiors of members who do
not desire coverageay be transferred to éhseparate retireant systencomposed of
positiors of members who desire sh coverage iit is so povided in a nodification d
such agreeent which is nailed, or delivered by other @ans, to the Comissioner of
Social Security prior to 197@r, if later, the expiration of two years after the date on
which such agreeemt, or the mdificationthereof naking the agreeent applicale to
such separate retiremt systemas the case ay be, is agreed to, but only if, prior to
such nodification or such later adification, as the caseanbe, the individual
occupying such position files with the Stat written request for such transfer.
Notwithstanding subsection (e)(1), any suabdification or later mdification, providing
for the transfer of additiom@ositions within a etirement systenpreviously divied
pursuant togbparagrapliC) to the sparateretirenent system coposed of positionsf
members who desire coverageadtbe efectivewith respet to services perfored &ter
the sam effective date as that which was sfiied in the case of such previous division.
(G) For the purposes of thialssection, in the case of anyirement systenof the State
of Florida, Georgia, Minnesota, North Bi#a, Rennsylvania, Véshington, or Hawaii
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which covers positions ofaployees of suclstate who are eopensated in whole or in
part fromgrants nade to such State under tilié, there shll be ceened to be, if such

State so dgres, a segate rairement systenwith respetto any of the ollowing:
(i) the pasitions ofswch enployees;
(ii) the positions of all enployees é suwch Sate coveredby swch retirenert systen who are
enployed in the dgpariment of such State in which theenployees réerred to in claus€) are
enployed;or
(iii) employees of soh State ceered by swch retirenent systen who are emloyedin such
depatment of such State in positionsotherthanthosereferredto in clause (i).

(7) The certification by the governor (or afficdal of the State designated by hiior the
purpose) required under paragrghshall be deesd to havdbeen nade, in the case of
a division or part (created under subparpgréC) of paragraph Jé@r the corresponding
provision of prior law) consigtg of the positions of embers of a retiremeinsystemwho
desire coverage under the agreetrunder thisection, if the governdpor the official so
designated) certifies tihe Comnssioner of Social Secity that--
(A) anoppartunity to vote by written ballot on the questionof whether they wishto be covered
under an agreementunder this secton was given b all individuals who were members d such
system at the time tle vaewas teld;
(B) not less hian ninety days notice of sud vote wasgivento all individuals who were members
of swch system orthe date the ndice was issed
(C) the vote was canducied unde the supavision of the governor or anagencyor individual
desgnated by him; and
(D) such systen was divide into two pats ordivisionsin accordace withtheprovisions of
sutparagaphs(C) and (D) of pararaph (6) or the cmrreponding provision of prior law.
For purposes of this paragraph, an individoal position to which thet&te agreemnt
already applied or in a pien excluded by or pursuant paragraph (5) shall not be
considered a ember ofthe rdirement system
(8)(A) Notwithstanding paraggh (1), if under the provisions this subsection an
agreenent is after December 31, 1958 ade apjicable to ®rvice performed in positions
covered by a retireemt systemservice pedrmed by an individual in a position covered
by such a sstemmay not be exclued from the agreemnt because suclogtion is dso
covered under another retirent system
(B) Subparagraph (A) shanot apply to service perfored by an individual in a position
covered under a retiraamt systemf suchindividual, on the day the agreent is nade
applicate to servie peformed in positios covered by suchretirenent systemis not a
member of sich systemand is a ramber of another system
(C) If an agreemnt is madepplicable, prior to 1959, toséce in positions covered by
any retirenent systemthe preceithg provisiors of this paragaph shall kb applicalbe in
the case ofukh systemf the agreement is adified to so preide.
(D) Except in the case &tate ageenents nodified as proided in subsection (l) and
agreenents with intestae ingrumentalities, nothing in this paragraph shall authorize the
application of an agreesnt to service in any policeans or fireman's position.

Effective Date of Agreement

(e)(1) Any agreemnt or modification of amagreenant under this section shall be
effective with respddo servies perbrmed ater an effective date spdged in such
agreenent or nodification; except that such @amay not be earlier than the last day of
the sixxth calendar yearrpceding the year iwhich such agreeemt or nodification, as
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the case @y be, is nailed or delivered by d¢ter neans to the Comissioner of Social
Security.

(2) In the cae of servicgerfornmed by members of any coverage group--
(A) to which anageenen under this sectionis made apgicable, ard
(B) with respect towhich the agreerant, or modification thereof reking the agreenent ®
applicable, specifies areffective dete earlier tranthe date oexecutionof sud agreement and
sud modificaion, repecively,

the agreemnt shall, if ® requeted by the Statde applicable to such services (to the
extent the aggenent was not already applidap perforned before such date of execution
and after such effective date by any individasia nember of such coverage group if he
is such a ranber on a date, specified by that8t which is earlier than such date of
execution, except that in no caseynthe date sgpecified be earlighan the date such
agreenent or such mdification, as the caseaybe, is nailed, or delivered by other
means, to the Comissioner of Social Security.

(3) Notwithstanding the provisisrof paragraph (2) of thsubsection, in the case of
services pedrmed by individuals as embers of any coverage group tdish an
agreenent under this section isaghke applicake, and with respect to which there were
timely paid in good faith to the Secretarytbé Treasury abunts guivalent to the sum

of the taxes which would have beerpmsedby sections 3101 and 3111 of the Internal
Revenue Code of 1986 had such servicestitotexd enployment for purposes of chapter
21 of such Code at the tathey wee perfomed, and with respect to which refunds were
not obtained, such individualsay if sorequested by the State, be dedro be

members of such coverage group on the dasignated pursuant to paragraph (2).

Duration of Agreement

() No agreerant under this sectionay be teminated, either in its entirety or with
respect to any coverage group, on or after the ofethe enactent of the Social Security
Amendrent of 1983.

Instrumentalities of Two or More States

(9)(1) The Comnssioner ofSocial ®curity nay, at the requ& of any ingrumentality of
two or nore States, d@ar into an ageenmentwith such instrmentality for the purpse of
extending the insurance systestablishedby this title to services perfored by
individuds as emloyees ofsuch infrumentality. Such agrement, to the extent
practicable, shall be governed ttwe provisions of this sectiapplicalte in the cae d
an agreemnt with a State.
(2) In the cae ofany ingrumentality of two or more States,-i
(A) employees of sah instrumenality are n positions covered i a retiremensysten of swch
instrumentality or of ary of suchStatesor any d the pdlitical suldivisions thered, and
(B) such retirementsystemis (on, before, or after the dake of enacinent of this paragraph) divided
into two divisionsor parts, one of which is conposedof positionsof members ofsud systemwho
are enployeesof swch instrumertality and who desire coverag under anagreenent under ths
sectian andthe aher of which is canposed of positions of members of suchsystenwho are
employees of sah instrumentality ard whodo nat desiresuch cowerage, and
(C) it isprovided tat thereshall be ncluded in such division or pat conposel of the positionsof
members dasiring such coerage the pasitions ofenployees of sah instrumeitality who becane
members of sich systenafter sub covergyeis extaded,

then such retireemt systenshall, if such istrumentality so desires, be deshto be a
separate retireemt system witlrespect to each such diasior part. An individual who
is in a position covered by a retiremt systendivided pursuant to thpreceding s¢ence
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and who is not a ember of such systerbutis eligible to lecome a member theeof

shall, for purposes of this subsection, bgarded as a ember of such systenCoverae
under the aggenent of any such individuathall be provided under thamse conditions,
to the exent practicableas are adcablein the case of th&tates to whib the
provisions of subsection Y@)(C) apply. The position any enployee of any such
instrumentality which is covered by any retiment systento which the first sentence of
this paragraph is applicable shall, if suctividual is ineligide to becone a member of
such systenon the date of enacemt of thisparagraph or, if later, the day he first
occupies such position, be desalrto be covered by the separate retar@rsystem
consisting bthe positims of members ofthedivision or @rt who do not desire covage
under the insurance sgst established under this title. I8&es in positions covered by a
separate retireamt system created pursudatths subsetion (and consisting of the
positiors of members who desire gerage undean agreement under this sectioralsh
be covered under such agremsmon cormpliance,to the exent practicablewith the sane
conditiors as are afjzable to coverage under agreerent under this section of sé&rgs
in positions covered by a separate retmetsystem createdupsuantto subparagraph (C)
of subsection (d)(6) or thmrresponding provision of prior law (and consisting of the
positiors of members who desire gerage under such agreent).

(3) Any agreerant with any instrumentality dfvo or nore Stategnered into pursant
to this Act nay, notwithstanding the mvisions of subsectio(d)(5(A) and the
references thereto inlssectios (d)(1) and (d)(3), apply to service perfned by
enployees ofsuch instrmentality in any policerans or firemans positioncovered by a
retirerrent systembut only upon compliancéy the extent practicable, with the
requirenents of subsection (d)(3). For the puspaf the preceding semce, a retireent
system which covers psitions of policerren or fremen or both, and other positign
shall, if the instrurentality concerned so dees, be deepd to be a separate retirem
systemwith respetto the positions bsuchpolicenen or firenen, or both, as the case
may be.

Delegation of Functions

(h) The Commissioner of Social Security ishaarized, pursuant tageenent with the
head of any federal agency, to delegatg @ the Comrissioners functions under this
section to any officer or epioyee of suctagency and otherwise to utilize the services
and facilities of such agenay carrying out such functionand payrant therefore shall
be in advance or by way of reimrsenent, as may be provided in such agreent.

Wisconsin Retirement Fund

()(1) Notwithstanding paragph (1) of subsection (d), tlegyeenent with the Statefo
Wisconsin may, subject to the provisions of thesibsection, be atified so as to apply to
servie perbrmed by employees in positisrtovered by thaVisconsin etirement fund

or any successor system

(2) All employees in positions covered byetkVisconsin retireent fund at any timon

or after January 1, 1951, shall, for the purpadesibsection (c) only, be deenhto be a
separate carage groupexcept tlat there sl be excludedrom such separate coverage
group all employees inggitions to which theageenent applies withouregard to this
subsection.
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(3) The nodification pursuant to this subsewst shall exclude (in the case ahployees

in the coverage group established by parag(apbf this subsectio) service perforred

by any individual during any period beforeibencluded under the W&consin retirement
fund.

(4) The nodification pursuant to this subsemtishall, if the &ate of Wsconsin requests

it, exclude (in the case ehmployees in tlk coverage group established by paragraph (2)
of this subsection) all service perfaathin policenens positions, all service perfored in
firemen's positiors, or toth.

Certain Positions No Longer Covered By Retirement Systems

()) Notwithstanding subsection (d), an agrestwith any State entered into under this
section prior to the date of the enaetrtrof this subsection ay, prior to January 1, 1958,
be nodified pursuant to subsection (c)(4)@®to apply to services perfaedhby
enmployees, as embers of any coverage grotgwhich such agreeemt already applies
(and to which such agreemt applied on suctiate of enactment), in positions (1) to
which such agreeemt does not already appl() which were covered by a retirent
systemon the date such agreent was rade applicable to suchoverage group, and (3)
which, by reason of action by such State ditipal subdivision thereof, as ag be
appropriate, taken prior to the datetle enactrent of this subsection, are no longer
covered by a retireemt systenon the date such agreent is nade applicable to such
services.

Certain Employees of the State of Utah

(k) Notwithstanding the provisianof subsection (d), the @gnent with the State of
Utah enteed into pursant to ths setion may be nodified pursuant to subsection (c)(4)
so as to apply to servicesrformed for any of the following, the eployees perforimg
services for each of which shall ctitute a separate coverage groupetWr Junio
College, Carbon Junior Collegbixie Junior College, Central Utah Vocational School,
Salt Lake Area Vocational Schoole@er for the Adult Blind, Union High School
(Roosevelt, Utah), Utah High School Agties Association, gte Industrial School,
State Training School, State Board of Edigrg and Utah School Epioyees Retirent
Board. Any modification agreed to priordanuary 1, 1955, may beade effective with
respect to services perfoethby enployees asnembers of any of such coverage groups
after an effective date spified therein, esept that in no case ay any such date be
earlier than Decebrer 31, 1950. Coverage pided for in ths subsectio shall nd be
affected by a subsequent change in theaaina group.

Policemen and Firemen in Certain States

() Any agreenent with a State eared intopursuant to this sedion may, notwithstanding
the provisions of subsection (d)(5)(A) and thierences tareto in sibsections (d)(1) and
(d)(3), be modified pursuant to subsect{o)(4) to apply to service penfimed by
enployees of such State or any politisabdivision thereof in any policeans or
fireman's position covered by a retirent sysem in effect on or after the date of the
enactnent of this subsection, but onlypon compliance with the requiremts of
subsection (d)(3). For é¢hpurposesfahe preceding sentenaeretirenent systemwhich
covers posions of policemen or fremen, or both, and otherogitions shall, ifthe Stée
concerned so desires, be deento be a sepate retirenent systemwith respetto the
positiors of such poliemen or fremen, or both, as the sa nay be.
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Positions Compensated Solely on a Fee Basis

(m)(1) Notwithstanding any other provisiontims section, an agemnent entered into
under this section ay be nade applicable t@ervice perforred aftg 1967 in any class or
classs of positiors conpensated dely on a e basis to whitsuch agreeent did not
apply prior to 1968 only if the State speciflgalequests that its agreemt be nade
applicalke to such seiige in such kass or tasses of positiors.
(2) Notwithstanding any other provision in tisisction, an agreesmt entered into under
this section ray be modifiedat the option of the State, ay time after 1967, so as to
exclude services performedamny class or classes of positions gemsation for which is
solely on a ée basis.
(3) Any nmodification mede under this subsian shall be effectig with respect to
services pedrmed after the last day of ¢hcalear year in which the modification is
mailed or delivered by other @ans tahe Commissioner of Social Security.
(4) If any class or classes of positddravebeen excluded fra coverage under the State
agreenent by a mdification agreed to underithsubsection, the Comsgoner of Social
Security andhe State may not thereafteodify such agreeent so as to againake the
agreenent applicale with respet to such clas a clases ofpositiors.
(n)() The Comnssioner of Social &urity shd, at the request ainy State, enter io
or modify an agreenant with such gte undethis section for tb purpose of extending
the provisiams of title XVIIl, and section®26 and 226A, to services pemnined by
enployees of such State or any politisalbdivision thereof who are described in
paragraph (2).
(2) This subsection shall apply gnkith respect to eployees--

(A) whosesewices arenot treated as erployment as hat term apples urder secton 210(p) by

reasm of parargph (3) of sich secton; and
(B) who are not aherwise coveed uncer the States agreement under thiscion.

(3) For purposes of sections 226 and 226A of this Act, services covered under an
agreenent pursuant to thisubsection shall be treated"asedicare qualifed governnent

employment”.

(4) Except as otherwise provided in this sdi®n, the provisions of this section shall
apply with respect to services covered urtleragreemnt pursuanto this subsection.
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Amended Section 530 of the Revenue Act of 1978

(a) Termination of Certain Employment Tax Liability.

(1) In general.

-1 -

then, for purposes of applying such taxes for such period
with respet to the taxpger, the individual shall be deesd

(A) for purposes of eployment taxes, the
taxpayer did not treatn individual as an
enployee for any period, and

(B) in the case of p®dsafter December
31, 1978, all federal tax returns (including
information returs) required to ke filed by
the taxpagr with respet to such indvidual
for such period are filed on a basis
consistent uwth the taxpayes' treatnent of
such individual as not being an ployee,

not to be an eployee unless the taxpayer had no
reasonale besis for not treahg such individual as an

enployee.

(2) Statutory standards providing one method of satisfying the

requirements of paragraph (1).

- For purposes of paragraph (&)taxpayer shall in any case
be treated as having a reasonable basis for not treating an

individual as an eployee for a period if the taxpay®r'
treatrment of such individual for such period was in
reasonable reliance on any of the following:

(A) judicial precedetn published rulings,
technical adice with repect to the
taxpayer, oa letter rulig to the taxpyer;

(B) a past Internal Renee Service adit of
the taxpagr in which trere was no
assessent attibutalde to the teatnent (for
employment tax purposes) of the individuals
holding positions substantially silar to the
position held by this individual; or

(C) long-standing recognized practice of a
significant segrant of the industry in which
such individual was engaged.
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(3) Consistency required in the case of prior tax treatment.

- Paragraph (1) shall not appiyth respect to thereament

of any individual for employment tax purposes for any
period ending after December 31, 1978, if the taxpayer (or
a predecessphas treatedny individual holding a
substantially sintar positionas an employee for purposes
of the enployment taxes for any period beginning after
Decenber 31, 1977.

(4) Refund or credit of overpayment.

- If refund or credit of any ovpayment of an employrent
tax reslting from the applicdion of paragraph (1) is not
barred on the date of the enaetrinof this Act (Nov. 6,
1978) by any law or rule of law, the period for filing a
claimfor refund or credit of such overpagnt (to the
extent &ributable to thepgication of paragraph (1)) shall
not expire before the date 1 year after the date of the
enactnent of this Act (Nov. 6, 1978).

(b) Prohibition Against Regulations and Rulings on Employment Status.

- No regulation or Revenue Ruling #ize published on or after the date
of the enactrent of this Act (Nov. 6, 1978) and before the effective date of
any law hereafter enactethrifying the enployment status of individuals

for purposes of the guioyment taxes by the Deparent of the Treasury
(including the Internal Revenue Sear®) with respect to the griloyment

status

of any individual for purpes of the emloyment taxes.

(c) Definitions.

- For purposes of this section -

(d) Exception.

- This setion shall no gpply in the @se of an individual who, pursuant to
an arrangement between the taxpayer and another person, provides

(1) Employment tax. - The termlemployment tax'means
any tax inposed by subtitle C dhe Interml Revenue Code
of 1986 (fornerly I.R.C. 1954, section 3101 et seq. of this
title).

(2) Employment status. - The termemployment stéus'

means the status of an individual, under the usual common
law rules aplicalde in determining the employer-enployee
relationship, as an guoyee or as an independent
contractor (or other individuiaho is not an employee).

services for such other person asagineer, designer, drafter, couter
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programner, systens analyst, or othesimilarly skilled worker engaged in
a similar line of work.

(e) Special Rules For Application of Section.
(1) NOTICE OF AVAILABILITY OF SECTION

- An officer or enployee of the Internal Revenue Service
shall, before or at the commeament of any audit inquiry
relating to the eployment status of one or one

individuals who perform serees br the taxpayer, provide
the taxpayer with a written notice of the provisions of this
section.

(2) RULES RELATING TO STATUTORY STANDARDS
- For purposes of subsection (a)(2) -

(A) a taxpayer @y not rely on an audit
commenced after December 31, 1906
purposes of subparagtafB) thereof unless
such audit inluded an eamination for
employment tax purposes of whether the
individual involved(or any individual
holding a position substantially silar to

the position held by #hindividual involved)
should be treated as an employee of the
taxpayer,

(B) in no ewent shall the significarsegment
requirenent of subparagraph (C) thereof be
construed to requirer@asonable showing of
the pratice of more than 25 percent of the
industry (deternmed by not taking into
account the taxpayer), and

(C) in applying the long-standing
recognized practice requiremt of
subparagraph (C) thereof-

(i) such regurement shall not
be construed as requiring the
practice to have continued for
more than @ years, and

(i) a practie shall nofail to

be treated as long-standing
merely because such practice
began after 1978.
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(3) AVAILABILITY OF SAFE HARBORS

- Nothing inthis se&tion shall be castrued to preide tha
subsection (a) only applies where the individual involved is
otherwise an eployee of the taxpayer.

(4) BURDEN OF PROOF
(A) IN GENERAL

- If-

(i) a taxpayeestalishes a
prima facie case that it was
reasonale ot to treat an
individual as an epioyee for
purposes of this section, and

(i1) the taxpayer has fully
cooperated with reasonable
requests from the Secretary
of the Treasury or his
delegate,

then the burden of proof with respect to such
treament shall be on thBecretay.

(B) EXCEPTION FOR OTHER REASONABLE
BASIS

- In the case of any issue involvindghether
the taxpayer had a reasonable basis not to
treat an indvidual as an eployee for
purposes of this s&on, subparagraph (A)
shall only apply for purposes of detening
whether the taxpayerewts the requireents
of subparagraph (A), (B), or (C) of
subsection (a)(2).

(5) PRESER/ATION OF PRIOR FERIOD SAFE HARBOR
-1 -

(A) an individual would (but for the

treatrment referred to in subparagraph (B)) be
deened not to be an employee of the
taxpayer under subsection (a) for any prior
period, and

(B) such individual is treated by the
taxpayer as an guioyee for enployment tax
purposes for any subsequent period,
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then, for purposes of applying such taxes for such prior
period with respedo the taxpger, the individual shall be
deened not to be an employee.

(6) SUBSTANTIALL Y SIMILAR POSITION

- For purposes of this seati, the determation as to
whether an individual holdsgosition substantially siiar
to a position held by another individual shall include
consideration of the relationip between the taxpayer and
such individuals.
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Revenue Procedure 85-18

26 which provides instructions for impleamting the provisions of section 530 of the
Revenue Act of 1978, 1978-3 (Vol. 1) C.B. X1,9 (the Act), relatingo the enployment
tax status of independecntractors and epfoyees.

SEC. 2. BACKGROUND

.01 Rev. Proc. 81-43 is superseded to reftbanges rade to section 530 of the Act by
section 269(c) of the Tax Equity and ¢as Responsibility At of 1982, 1982-2 C.B. 462,
536, which extends the provisiooksection 530 indefinitely.

Section 530(a)(1) of the Acas anended, provides that if, for purposes of the
enmployment taxes under subtitl€ of the Internal Revenu@ode, a taxpayer did not treat
an individual as an eptoyee for any period, thehe individual will be deeed not to be
an enployee for that period, unless the taxpdyad no reasonable basis for not treating
the indvidual as an eployee. For anperiod after Deceber 31, 1978, the relief ajips
only if (1) all federal tax retuns (including information returis) required to be filed by
the tax@yerwith respet to the individuafor the period are filed on a basis consistent
with the taypayers treament ofthe individual as not being an g@hoyee, and (2) the
treatment is consistent ith the treatrent for periods beginning after Decéer 31, 1977.

.02 A new section 3.02 titled illhg of Returns" has beesdded stating that relief
under sectin 530(a)() of the Act will nd begranted if a Form 1099 has not been timely
filed for each worker forray period after December 31, 1978

.03 Section 3.05 (relating to refunds, credits, alpatenents) is clarified to state that it
does not apply to periods in which a taxpdyeeated” an individual as an gioyee.
SEC. 3. APPLICATION

.01 "Safe Haven" Rules

There are several alternatiseandards that constitute "safe havens" in deténgn
whether a taxpayer has a "reasdediasis” for not treating andividual as an eployee.
Reasonable reliance on any one offtilewing "safe havens" is sufficient:

(A) judicial precedenor published rulings, wéther or not relating to éhparticular
industry or business in which the taxpayeengaged, or technicablvice, a letter ruling,
or a deternmation letter pgaining to the taxpayer; or

(B) a past lternd Reveme Servie audt (not necessarily for ephoyment tax
purposes) othe taxpayer, if the audit entailemlassessent attributable to the taager's
employment tax treatrent of individuals hotling positiors substantially sinilar to the
position held by the individual whose status issatie (a taxpayer does no¢et this test
if, in the conduct of a prionalit, an assessent attributabldéo the taxpyer's treatnent of
the individual was offset by otheratins asserted by the taxpayer); or

(C) long-standing recognized practice ofgndicant segrant of the industry in which
the individual was engaged (the practiez=d not be uniform throughout an entire
industry).

A taxpayer who fails to eet any of théhree "safe havens"ay nevertheless be
entitled to rdéef if the taxpayer can emondrate, in sora other nanner, a reasonable
basis for not treating the inddual as an eployee. In H.R. Rep. No. 95-1748, 95th
Cong., 2d Sess. 5 (1978), 1978-3(\1) C.B.629, 633, it is indicated that "reasonable
basis" should be construed libdyah favor of the taxpayer.

.02 Filing of Returns.
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For any period after Decdyar 31, 1978, th relief under sean 530(a)(} will not
apply, even if the taxpayer haginthe "saé haven" rules of paragraph 3.01 of this
revenue procedure, if the appropriate FA®89has not been tialy filed with respect to
the workers involved. & Rev. Rul. 81-224, 1981-2 C.B. 197.

.03 Interpreting the \Wd "Treat"

In deternining whether a taxpayer did not "&té an indivdual as an employee for any
period within the reaning of section 530)@) of the Act, the following guidelines
should be followed:

(A) The withholding of incoratax or the Fderal Insurance Conbniitions Act (FICA)
tax froman individuak wages is "treatent” of the individual as an eptoyee, whether
or not the tax is paidver to the Governamt.

(B) Except as provided in paragraph (C) angdd@&ow, the filing of an employent tax
return (including Form 940 (Employer's Annual Federal Uneployment Tax Return),
941 (Enployer's Quarterly Federal Tax Retyy®42 (Enployer's Quarterly Tax Return
for Household Emloyees), 943 (EmploysrAnnual Tax Return for Agricultural
Employees), and W2 (Wage and Tax Statemt)) for a jgriod with resgct to an
individual, whether or not tax wastiheldfrom the individual, is'treatrent” of the
individual as an epioyee for that period.

(C) The Filing of a delinquent or anded erployment tax return for a particular tax
period with respect to an inddual as a result of Serviocempliance procedures is not
"treatrrent” of the individual agn employee for that periodror this purpose, Collection
or Examnation activities constitute copliance procedures. For exala, if the Serice
deternines & a resit of an audit thaa taxpayes workers are common launployees,
that deterrmmation is not "teatnent” of the workers as goioyees for the period under
audit. However, if the taxpayer withholdeployment taxes or files eployment tax
returrs with respetcto those workersdr the periods following the period under audit, the
action is "treatrent” of the workersas enployees for those later periods.

(D) Internd Revenue Servic€ente notices tha merely advise the taxpayer that no
return has been filed and request infation from the taxpayer are not cpllance
procedures.

(E) A return prepared e Service under section 60BDPof the Code is not
"treatnment” of an individualas an employee; nor is tegning of an audit Forra504
(Agreenent to Assessant and Colletion of Additional Tax and Acceptane of
Overassessent).

.04 Consistency in prior periods

The relief under section 53Q(&) of the Act, as aended, dog not apply to the
employment tax treatnent of any individuafor any period ending afterddenber 31,
1978, if the taxpayer (or a precessor) treated any indivalholding a substantially
similar position as an eptoyee for employrent tax purposes for any period beginning
after December 31, 197" However, relietvill not be deniedinder the consisten
provision for any periods prior to the perimdwhich the individuals were treated as
enployees. For exapte, a taxpayer did ndteat an individual as an g@hoyee in 1978
and 1979. In 1980, the taxpayer began treatidiyiduals holding substantially sitar
positiors as employees. This subsagnt teatnent does not prevent the taxpayem
receiving relief under section 530(a)fdy 1978 and 1979. The application of the
consistency rule prevents taxpayers frcmnging the way by trest workers solely to
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take advantage of the relief provisions. Hpplication of this provision to predecessors
is intended to prevent evasion of thide, for example, by reincorporations.

.05 Refunds, Credits, and Abatents

Relief under section 530(a)(1) thfe Act is available ttaxpayers who are under audit
by the Service or who are involved in admtrative (including Appkate) or judicial
processes with respectdassessents basg on employrent statugeclassifications.
Relief also is extended tma claimfor a refund or credivf any overpayrent of an
employment tax resulting fromthe ternmation of liability unde sedion 530(a)(2),
provided the clainis not barred on the daté enactnent of this provision (Novaber 6,
1978) by any law or rule of law.

Taxpayers who have entered into finalsthg agreeents under section 7121 of the
Code or comproises under section 7123tkvrespect to employamt status
controversies are ineligiblerfoelief under the At, unless theyave not copletely paid
their liability. Thus, for exaiple, a taxpger who has agreed to or cpramised a
liability for an anount which igo be paid in installmnts,but who still has one or more
instdlments to pay, is relieved &#bility for such outstanding instalents. Taxpayers
who settled eployment status controversseadninistratively with the ®rvice on ay
basis otler than section 7121 or 7122 of thede or who unsuccessfullyigated such
cases also are eligible for relief, providadir clains are not barred by the statute of
limitations @ by the appcation of the doctrine aks judicata. However, unpaid
judgments will be abted if section 530(a)]bf the Act apfies. Thus, an unsuccesikf
litigant in anenployment stdus cae who fulfills the Acts reqirements ca avoid
collection ofany unpaid eployment tax liaklities, regardlessf the doctrine ofes
judicata.

The application of the doctrine ofs judicata will prevent a reund based on section
530(a)(1) of the Act if a taxpayer paid a judgmin an action relating to the samsue
as to the samtaxpayer. Thus, if the spific matter was judcially deciced and the
judgment paid, relief under seoti 530(a)(1) ot available.

This subseton will not apply to thee period inwhich a tapayer 'treated” an
individual as an eployee within the raaning of subsection .03 of this section.

.06 Handling of Claimm

Relief under section 530(a)(1) thfe Act applies to the taxes imposed on apleyer
by sections 3111 or 3301 of the Code. It @pplies to an emgpyers liability under
section 3102 and 3403 to Wwitold and pay the taxes jposed by sections 3101 and 3402.
Therefore, an unpaid assessmof thos@¢axes against an employer who qualifies for
relief under section 530(a)(1) tfe Act should be abated.indely claims for refund of
such taxes paid by a taxpayer wialifies for relief will be honored.

.07 Interest and Penalties

If a taxpayer is relieved of lmlity under sectiorb30(a)(1) of the Actany liability for
interest o penalties #ributable to tht liability is forgiven autoratically. This rdief
from interest and penalties applies whettigarged directly against the taxpayer or
personally against a corporate taxpayefficers.

.08 Status of \Wrkers

Section 530 of the Act does not changerig way the status, lidliiies, and rights of
the worker whose statis at issue. Séion 530a)(1) teminates the liability othe
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employer for the employment taxes but has no et on the workers. It does not convert
individuals fom the status ofraployee to the status of self-phayed.

Section 31.3102-1(c) of the regulations pd®s, with respect tthe collection and
paynment of he enployees share of the FICA xathat "until collectedrom him [by [*10]
the enployer] the emloyee is also liable fahe enployee tax with resmt to dl wages
received by himi Therefore, ifan employes liability undersection 3102 of the Code for
the enployees share of the tax ippsedby section 3101 is tenmated under section
530(a)(1) of the Act, thenployee rerains liable for that tax. Eployees who
incorrectly paid the self-eploymenttax (setion 1401 of the Code) ay file a claimfor
refund; however, th amount of theef-employment tax refund will be offset by the
amount of the emloyee's share of the taxposed on the employee as a result of the
application of section 31.31QH<) of the regulations.

.09 Definition of Enployee

For purposes of section 530(a) of the Al termemployee means enployees under
sections 3121(d), 3306(i), and 3401(c) of the Code.

SEC. 4 EFFECT ON OTHER DOCUMENTS

Rev. Proc. 81-43 is grhified and superseded.
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Internal Revenue Service
Revenue Ruling 86-88

FICA; HOSPITAL INSURANCE; EXTENSION TO STATE AND POLITICAL
SUBDIVISION EMPLOYEES

This revenue ruling provides guidelines ceming the apabhility of the Medicare tax
to enployees of statesnd political subdivisions.

For purposes of this revenue rulingg tem 'state'includesthe Commonwealth of
Puerto Ricothe Virgin Klands,and the District bColumbia.

For purposes of this revenue ruling, teen ‘political subdvision' has the sam
meaning that it has under secti®b8(b)(2) of the Social Security Act, 42 U.S.C. section
418(b)(3. Thus, political subdivisia' ordinaily includes a county, city, town, village, or
school district. In rany states, dependingpon the ranner in which such entities are
created under state laypplitical subdivison'includes a sanitation, utility, reclation,
improvament, drainage, irrigation, fld control, or sintar district.

For purposes of this revenuding, the ternistate enployer'of a state includes é¢hstate
and any agecy or ingrumentality of that sate thais a g€parde enployer for purposes of
withholding, paying, and reporting the fedarecome taxes of erployees. The term
‘political sulgivision employerof a poliical suldlivision includes the politida
subdivigon and any agency or tngmentality of that political subdivi®n that is a
separate employer for purposes of withad), reporting, and paying the federal in@m
taxes of emloyees.

SERVICES SUBJECT TO THE EDICARE TAX
Q1. What services are subjectthe Medicare tax under the Act?

Al. As a general rule, services penhed for a state eployer orpolitical subdivision
enployer by an emloyee hired by tk state eployer or political

subdivision emloyer after March 31, 1986,esubject to the Medicare tax. The
following services, however, are NGubgct to the Medicarax even though the
services are perfored by anenployee hired after March 31, 1986:

(1) services covered by an agregmbetveen the state and the Secretary of Health and
Human Services entered infursuant to sectioR18 of the Social Security Act, 42
U.S.C. section 418 (218 agreent) providingfor social security coverage including
Medicare,

(2) services excludeddm the defnition of employnent under any provision of section
3121(b) of the Code other than section 3121(b)(7),

(3) services perforaed by an individubwho is enployed by a state employer
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(except for a District of Colubia empbyer) or a political subdivision employer to
relieve the individual of unepfoyment,

(4) sevices performed in a hospital, hom or other instution by a patiat or inmete
thereof as an ephoyee of a state gouioyer or a political subdivision gutoyer,

(5) sevices performed by an individual as am@loyee ofa state eloyer or a pbtical
subdivision emloyer serving on a temporabgasis in case of fire, storrenow,
earthquake, flood, or otheimilar emergency, or

(6) services perforad by any individuahs an employee included under section 5351(2)
of title 5, Urited Stdes de (réating to cetain interns, tudert nurses, andther sudent
enmployees of the District of Colubna government), other than as aetical or dental
intern or a redical or derdl resident in training.

THE GONTINUING EMPLOYMENT EXCEPTION

Q2. If an employee was hired beforeriAfh, 1986, by a state grtoyer or a political
subdivision emloyer and services are penfiaed for the state eployer or political
subdivision emloyer by that employee after March 31,

1986, are those services subjiecthe Medicare tax?
A2. Services are not s@djt to the tax if they arperforned after March 31,

1986, for a state goioyer or political subdivision eptoyer by an employee who was
hired by tle state emloyer or tie politicalsubdvision enployer before April 1, 1986,
and if the employee eats the following requireemts:

() the enployee was perforimg regular ad substantial services for remuneration for
the state eployer or political subdision enployer before April 1, 1986,

(ii) the enployee was a bona fidamployee of that eployer on March 31, 1986,

(i) the employnent relationship with thagnployer was not entered into for purposes
of avoiding the Medicare tax, and

(iv) the employrent relationship of thenployee with that employer has not been
termnated after March 31, 1986 (other tharpasvided in the rules described in Q&A8
below, which concern employees who tran$fem one state eployer, or one political
subdivision emloyer, to another).

Section 3121(u)(2C) of the Code.

For purposes of this revenue ruling, tBxseption to the Medicare tax is called the
‘continuing enployment exception.’

Q3. An enployee signed an gtoyment contract before April 1, 1986, but did not
begin to performserviceauntil after March 31, 986. Does the eptoyee qualify for the
continuing employrent exception?

XXX



A3. No. The ermployee does not qualifipr the continuing employemt exception
because th enployee was not perforimg regular and substantial seres for
remuneration before April 1, 1986e8tion 3121(u)(2)(C)(ii)(1) of the Code.

Q4. BeforeApril 1, 1986, an individual waperbrming services for remmeration as a
substitute teacher on as ‘neededasis fo a state eployer or a political subdivision
employer, and the individual continued paming those services on that basis after
March 31, 1986. Does the individual qualify the continuing eployment exception?

A4. No. The individual daenot qualify for the continuing employamt exception. Een
though the services perined may have beenubstantial, the services were not regular
because ty were perforred on an 'as needduhsis. SectioB121(9(2)(C)(ii)(I) of the
Code.

Q5. A was a state goloyee perforrmgregular and substantial services for
remuneration prior to April 1, 1986. &'employment relationship with the state player
was ternmnated after March 31, 1986. but A wager rehired by the state piayer. Does
the continuing emloyment exception apply toA

A5. No. Setion 3121(u)(XC)(iii) of the Code.

Q6. How istermination of enployment déned for purposes of deteming whether the
Medicare tax is applicable?

A6. The question of whether an emplamirelationshp ha terminated is a question of
fact that nust be determined on the basfsall the releant facts and circustances.
Great weigh however, will be gien to the persnnel rules of the state employer or
political sulgivision employer to eeermine whether an eptoyment relationship has
been terrmated.

Q7. An enployee who was hired befoAgril 1, 1986, by a state gtoyer transferred
after March 31, 1986, to another stategtyerof that state. fie transfer was atle
without a ternmation of the emloyees overallemployrnent relationshp with that state.
Does the employee qualify for the continuingpdmyment exception?

A7. Yes. An emloyee hired before Ajl 1, 1986, by a state grtoyer who transfers
after March 31, 1986, to another stategoyer of that state ay qualify for the
continuing employrent excepton, provided the transfer wasade without a ternmation
of the enployees overall erployment relationshp with that sate. The ame rule applies
to an employee hired before April 1, 1986y a political subdivision employer, who
transfers after March 31, 1986,daother political subdivisioanployer of that political
subdivision.

On the other hand, an employee hired before April 1, 1986, does not qualify for the
continuing employrent exception if afteMarch 31, 1986, the gumoyee transfers from a
state emloyer to a polittal subdivision emloyer or froma political subdivision
enployer to a state eployer. Likewise, amnployee does not qualify for the exception if
the enployee transfers frora political subdiision enployer in one political subdision
to a political subdivision eployer in a diffeent political subdiision, or froma state
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enployer in one state to a state@oyer in adifferent state. Sean 3121(u)(2)(D) of the
Code.

Different rules, however, controlhethera trarsfer affects an eptoyee's statifor
purposes of the Medicare tax wage base. litéise of an employee who is subject to the
Medicare tax, even if thenployee transfex from one state goioyer to another state
enployer of that state or fromne politcal subdivision employer to another political
subdivision emloyer of that political subdigion, a new Medicare tax wage base applies
to wages received frothe second employerThus, the rules that deteima whether
there is a new Medicare tax wagase are the samas thosapplicable to eloyees of
private enployers.

SERVICES EXCLUDED FROM EMPLOYMNT
Q8. What services are excludémm the definition of exployment?

A8. See sections 31¢1)(1)-(6), (§-(20) of the Code for a list of seioes that are
excluded from the definition amployment for purposes ahe social security taxes,
including the Medicareortion of the taxes.

Q9. A 218 agreeant may contain terrs ogionally excluding fromsocgal security
coverage certain types of ptayment. 42 US.C. section 418(c)(3). If gpioyment is
optionally excluded from coverage undee terns of a 218 agreeemt, is that
enmployment subject to the Medicare taxgérvices are perfored by an ndividual
otherwise subject to the Medicare& tander the rules of Q&A1 and Q&A2?

A9. Yes. The optionally excluded services arbject to the Media@ ta if they are
performed by an individual otherwise sudgt to the tax under the rules of Q&A1 and
Q&A2 above.

Q10. A student is hired by a schoolllege, or university aér March 31,

1986, to perfam services for the school, collegor university. The gtlent is in a group
optionally excluded from covega under the tersnof an aplicable 218 agreeent. Are
the services perfored by the studet subject to the Medicare tax?

A10. Services performed by a studenpéyed by a school, college, or university are
not subject to the Medicare tax if the studergnrolled and regulgrattending clases at
the school, college, or university. Section

3121(b)(10) of the Code. Services of a studkat are subject to contributions under a
218 agreement continue to be subject to such contributions.

DEFINITION OF WAGES

Q11. Is the definitionfovages for Medicartax purposes the sams the definitiorof
wages for making social securitgntributions under 218 agreents?

All. No, not in all cases. The tetwagesfor purposes of paying Medicare tax is
defined by section 3121(a) of the Code. The teragesfor purposes of iking
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contributions under a 218 agreem is defined bgection 209 of the Social Security Act.
42 U.S.C. setion 409. Qestions cooerningthe definition ofwages (and eptoyment)

for purposes of paying Medicare tax shobéddirected to the Service. Questions
concerning the definitionf wages (anénmployment) for purpses of naking 218
contributions should be diceed to the Social Seaty Administration (SA).

RULES FOR REPORTING AND PAYMENT OF MEDICARE TAX

Q12. Is the Medicare tax reported and gaithe Internal RvenueService or to the
SSA?

Al12. The Medicare tax isperted and paid to the Serei (1) by a state gutoyer of a
state if on April 7, 1986, NOmaployee of anystate erployer of that state was covered
under a 218 agreat, and (2) by aqiiti cal subdvision enployer of a political
subdivision if on April 7, 1986, NO eployee ofany political subdivision epioyer of
that political subdivision wasovered under a 218 agreem.

The Medicare tax is repodéo the state Social Securidy@ministrator (1) by a sta
enployer of a state if on April 7, 1986, ANYrgloyee of any state gutoyer of that state
was covered under a 218 agres) and (2py a political subdivision employer of a
political subdivision if on April 7, 1986ANY employee of any political subdivision
enployer of that political subdivisn was covered under a 218 agreain

Q13. A 218 agreeemt was in effect ith state X on or before April 7, 1986. The
agreenent provided for coverage of @hyees of a political subdivign enployer of
political sulgivision A but not for coverageof ary enployee of any political subdision
employer of political subdivision B. Aér April 7, 1986, a modification of the 218
agreenent was executed providing for coveragesone, but not all, employees of a
political subdivision employeuf political subdivision B. Th effective date of the new
coverage was April 1, 1986. Mgn that patical subdivision erployer of political
subdivision B reports and pays the Medidareon wages for services perfauirby
those of its employees who are not subjeche nodification, is the tax reported and
paid to thke date Social 8curity Administata or to the Iternal Revenue Servife

A13. The tax is reported and paid te thternal Revenue Service. Modifying a 218
agreenent after April 7, 1986, to extend coveragea retroactive basis does not change
the agency to which the gioyer must repd and pay the Medicare tasrfservices
performed by enployees who are subject to the Medicare tax.

Q14. How is the Medicare tax reportedtigaid to the Internal Revenue Service?

Al4. Taxable wages must be reportediioa 6 of Fom 941E, Quarterly Return of
Withheld Federal Income Tax and Hospltesurance (Medica) Tax. The reporting,
depositing, and paying of the Medicare taxsubject to the sa@rules applicable to
private enployers. These rules are sian to those applicable to aome tax withholding.

Q15. How is the Medicare tax reported and paid to the SSA?
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A15. The Medicare tax isperted and paid to the SSAsjuas contributions under a 218
agreenent are repied and paid to 8hSSA.

Q16. Wil all penalties for failure tgpaythe Medicare tax ahfailure to nake timely
deposits of that tax be assessed agatast and political subdivision employers?

Al6. The Service will waive penalties foiltaie to pay and for failure to ae timely
deposits of the Medicare tax with respecséovices performed through the fourth quarter
of 1986, so long as albpments due for April through December of 1986 are paid by
February 2, 1987. If all payemts due foApril through Decerber 1986 are not paid by
February 2, 1987, this autatic waiver of penliies is not applicablesven with respect
to anounts paid by February 2, 1987. Penaltiey be waived, however, if the gioyer
shows reasonable cause for failure to pay failure to nake timely deposits of the tax.
See sections 6651 and 6656 of the Codeate stnployer or political subdivision
employer should not report any Medire tax wages on line 6 of or

941E for the second or third quarter unlappropriate deposits and/or pagmbs are
made for that quarter.

Q17. If a state eptoyer or a politicasubdivision emloyer has federal employees on
the stée or political sudivision payroll, how should that employeeport the 1ll social
security tax or the Medicare portion of theisb scurity tax, whibever is applicable?

Al7. The state ephoyer or political subdivision eptoyer should usedfm

941E to report the full social security taveesd or the Medicare portion of the taxes. For
those federal eployees subject to the FULdocial security taxes, the tax must be
included with the withheld fedal incore tax on line 3 oForm941E, with an attached
supporting stateent showing the amount of wagysubject to the saaisecurity taxes,

the anount of the taxes withheld, and the@ayers share of the taxes. For those federal
enployees subject ONLY to the Medicarerppon of the social seaity taxes, the

Medicare tax rast be repded on line 6 of Fon 941E.

Q18. If a state eptoyer or a politicasubdivision emloyer must report and pay the
Medicare tax to the Service as explaine Q&A12, how should the goloyer transnt
Copy A of Forns W-2 for newl hired enployees who are subject to the Medicare tax?

A18. For newly hired employees subjecthe Medicare tax. the gioyer should
transnit Copy A of Foms W-2 with a Fam W-3, Transnttal of Income and Tax
Statenents, and should check tivédicare Fed. em' checkbox in Box 2 on the Form
W-3. This checkbox will be changed Médicare governent enployee’ on the 1987
FormW-3 to reflect the extension tiie Malicare tax to state and political subdivision
enployees. For eployees not subject to ehMedicare tax, the guoyers should follow
the current pactice of transiitting Copy A of Forms W-2 with a FormW-3, checkinghe
'941/941r checkbox in Box 2 on the ForWi-3.

Q19. If a state eptoyer or a politicasubdivision emloyer must report and pay the
Medicare tax to the state Social SecuAtyministrator as explained in Q&A12, how
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should the employer trangnCopy A of Foms W-2 for newly hired ermployees subject
to the Medicare tax?

A19. For newly hired employees subjecthe Medicare tax, the gioyer should
transnit Copy A of Foms W-2 with a FornW-3 S&L, Transnittal of Inconme and Tax
Statenents for State and Loc&overnnental Employers, and should check thtedicare
Governnent Employee' checkbox on the Foivid-3 S&L IN ADDITION TO the 'Setion
218'checkbox. For those galoyees covered uler a 218 agreeamt, the state ephoyer
or the political subdixsion enployer shoudl follow the curretpractice of transitting
the Forns W-2 with a FormW-3 S&L, clrecking theSection 218checkbox in Box 2 on
the FormW- 3 S&L. If the enployer alschas erployees who are not covered under the
218 agreement and who were hired befgpel 1, 1986, then for those employees, the
enployer should transihFornms W-2 with a Form W3 and should check th®41/941u’
box on the Fornw-3.
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Intemal Revenue Serice

Revenue Ruling 88-36

FICA, HOSPITAL INSURANCE; STATE AND POLITICAL SUBDIVISION
EMPLOYEES

SECTION 3121. - DEFINITIONS

FICA, hospital insurance; state andifical subdivision employees. Guidance is
provided, in question and answer formancerning the application of the hospital
insurance (radicare) tax portion of the Fe@dklnsurance Cotributions Act (FICA) by
section 3121(u) of the Code, to wagesdervices perfored by state and political
subdivision emloyees hired after Mainc31, 1986. Rev. Rul. 86-88 supplented.

The Service has issued Rev. Rul.38-suppleranting Re. Rul. 86-88, 1986-2 C.B.
172, in question and answer fizat, which provides guidelines concerning the 1985
amendment to section 3121(u), which exteshdéedicare (the hospital portion of FICA)
to wages for services rendered by statepoittical subdivision ermployees hired after
March 31, 1986. The ruling addresses suchsaasdhe types of services which are
subject to the mdicare tax and the contiing employrent exceptbn. In general, an
individual, who was eployedby a state or political subdsion before March 31, 1986
and who was peofming regula and substantial servis br remuneratian, will not be
subject to the tax on servicpsrformed after that date. Thidle applies oly if the
employment was not ternmated after April 1.

This revenue ruling supplemts Rev. Rul. 86-88, 1986-2 C.B. 172, which provides
guidelines, in question and answer foooncerning the 1985 andmaet of section
3121(u) of the Internal Revenue Code. In general, trendment extends the hospital
insurance (radicare) tax portion of the Fe@klnsurance Cotributions Act (FICA) to
wages for services rendered by state aritigad subdivision employees hired after
March 31, 1986.

In this revenue ruling, the tesnstate,"political subdivigon,' 'state enployer,"political
subdivision emloyer,'and tontinuing enployment exceptionhave the sammeanings
as in Rev. Rul. 86-88.

SERVICES SUBJECT TO THEEMICARE TAX

Q1. If an individual receiving social sedyrretirenent insurance benefits was hired as
an enployee of a state guolitical subdivision after Miah 31, 1986, are the services
performed by the individual for the state political subdivision gbject to the redicare
tax?

Al. Yes. The fact that an @hoyee is reeiving social secuty retirement insuance
benefits does not affect the ployees liability for the nedicare tax.

Q2. Are services perfored by an &ection official or electio worker for a state
employer or political subdivision eployer subject to the edicare tax?

XXXV



A2. Yes, unless the remungom paid in a calendar year for such service is less than
$100. Section 3121 (u)(2)(B)(ii)(Mof the Code, added bestion 1895(b)(18)(A) of the
Tax Refom Act of 1986, 1986-3 (Vol. 1) C.B. 852. This amment is effective for
services rendered after March 31, 1986.

Q3. A township has a sth nurmber of reguhlrly enployed fre fighters. To assist these
fire fighters, certain residentd the township have volunteeréheir services in cases of
emergency. The township alerts thesedesis to emrgencies by sounding a sirerneT
township keeps a record thfe residents who respond to theeegency calls and
periodically pays each sh resiént a noninal amount for each esrgency for which the
resident pedrmed services. Are the payrmns made to the sidents by th township
subject to tk nedicare tax?

A3. No. The services are considerethégperforned by an enployee of a state or
political subdivision on a teporary basis irtase of fire, storm, snow, earthquake, flood,
or other sinlar emergency and thus are maihect to tle medicare tax. 8e Section
3121 (u)(2)(B)(ii)(IlN) of the Code.

THE CONTINUING EMPLOYMENT EXCEPTION

Q4. An individual was hired in Septben 1984 as a part-time cook by a state hospital
to performtwo hours of paid seise eachSundaypreparing te evening meal. The
individual is not a patient or inate of thehospital and has workedo hours each week
as an ermloyee of the hospital continuoustince Septebrer 1984. Are the individual'
services pedrmed after March 31, 1986, subject to thedicare tax?

A4. No. The continuing eployment excepion applies here if the individual was
perfornming regular and substantial serviéesremuneration for the state phayer or
political subdivision employer before April 1986. Whether this requireemt is et is a
guestion of fact. On these factise individuab services are detemed to be regular and
substantial, and the exception applies.

Q5. In Noverber 1982, an individual wasesdted to a state public office for a four-year
termbeginning in January 1983 aking the irdividual an emloyee of the state. In
November 1986, the individual was re-electedeAhe individua$ services perfored in
the second terrthat begins in Jamuwy 1987 subject to theedicare tax?

A5. No. The continuing eployment exception applies here if the @hyment
relationship has not been tanmated after March 31, 1986. Thedividual was re-elected
before the first ternexpired, so there was no break in theplEyment relationship.

Q6. B, a school district gnioyee, perdrmed regular and substantial services for
remuneration for a political subdivision goyer during the school year beginning in
Septerber 1985 and ending in May 1986. In ME§86, the school district notified B that
B's enployment would be termated a®f the end of May 1986 because the school
district mght not receive sufficient funding. &ntinued to be covered under the school
district's health insurance progratinroughAugust 1986 on the sanasis as before May
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1986. Sufficent funding was provided, and $epterber 1986 B began working on the
sane basis as before. AreBserviceperformed after August 31, 1986, subject to the
medicare tax?

A6. No. In fact, BS employment with the schobdistrict was continuous because th
school district received sufficient fumdj. The school districpersonnel policies
indicate that the eptloyment relatimship connued because B retaineddith insurance
coverage. See Q&AG6 of Rev. Rul. 86-88.

Q7. C, a professor at aat# university, perforetl regularand substantial servicesr f
remuneration for the university from Senber 1985 to June 1986. C svgranted a
leave of absence for the 1986-1987 school yeidin, the right to reurn to the sam
position at the end of the leave. In Sayphter 1987, C returned frothe leave and
resuned the sara position with the niversty. Are C's service performed after réurning
from the leave of absence subject to theglivare ta®

A7. No. The leave of absence was grdriig the university and did not teirmate the
enployment relationship. The universig/personnel policies indicate that the
employment relationsip continued bcause C wagiven the right to retn to the sam
position. See Q&A6 of Rev. Rul. 86-88.

Q8. D taught a two-hour photography coursedva week at a local community college
in the spring semster, which began odarch 1, 1986. D then signed a three-year
agreerent with the ctiege that le wouldteach the saecourse every spring. kién D
returned in the spring of 1987, were be&svices subject to theadlicare tax?

A8. No. D was performing regular and sidsgial serices br remuneration pior to
April 1, 1986. The eployment relationship wa not ternmated, as D had a conitmment
to return to the saepostion each spring.

Q9. Each sumer, a Township Parks Depasnt advertises for workers to cut grass. E
was hired by the township in May 1985dat grass during that sunem E stopped
performing services for the townshiptae end of that sumen. In May 1986, E was
again hired by the township to cut grass. Bleservices pesfmed when E returned in
May 1986 subiject to theedicare tax?

A9. Yes. E's eployment relationship ws termnated after April 1, 1986, as E had no
commiiment to perfornservices for the township each suerm

Q10. A part-tine police officer has begraid on a weekly Iss since March 10, 1986,
to be on call'for a set schedule of hours eaabek. V\hen the officer isdn call,'he must
stay at his residence and bedable to provide assistancethre case of an eengency or
to handle any police business thaymarise.Are the serices perforrad by the officer
after April 1, 1986 subject to theadlicare tax?

A10. No. Although the officaresponds to calls on as'neededdasis, he has a set
schedule of hours during which feperforning the service dbeing available to respond
to such calls. Based on the above factsptheer was perforimg regular and substantial
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services for remneration prioto April 1, 1986 and thus, qlifies for the continuing
employment exception to the sdicare tax.
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Revenue Procedure 91-40

SECTION 1 PURROSE

This revenue procedure sets forth rukdating to the mimumretirenent benefit
requirenent prescribed under seati 31.3121(b)(7)-2 of thergployment Tax
Regulations

SECTION 2 BACKGROUND

Section 3121(b)(7)(F), addedtlze Internal Revenue Cothy section 11332(b) of the
Omnibus Budget

Reconciliation Act of 1990, Publicaw No. 101-508, 104 Stat. 1388, generally expands
the definition of enployment, for purposesf the Federal Insurance Contributions Act
(FICA), to include service as an ployee fa a state or local govement entity unless
the enployee is a “nember of a retirerent systent of such entiy. Section 3121(b)(7)(F)
is effective with respe to servce peformed afte July 1, 1991. Thus, wages for services
performed dter July 1, 1991, received by anployee of a stater local governrant
entity who is not a mber ofa retiement system osuch entity will gaerally be shject
to FICA taxes, and will ab be take into acouwnt in deternining the employee’s
eligibility for Social Secuty and Medicare benefits.nder section 31.3120)(7)-2(e) of
the regulations, a retirement systganeally includes any pemsn, annuity, retirerant

or simlar fund or systenwithin the neanng of section 218 of th8ocial Security Act
that is naintained by a state, political subdiion or instrunentality thereof to provide
retirenent benefits to its eployees who a participants. However, the definition of
retirermrent systemis limited in order to carrput the purposes oéstion 3121(b)(7)(F) of
the Code and the corresponding provisionthefSocial Security Act. Under the
regulations, in order for senadn the erploy of a state olocal governrant entity to
qualify for the exception froremployment

under section 3121(b)(7), the ployee nust bea member of a retirerant systemnthat
provides certain mimum retirenent benefitdo that employee. To reet this nmimum
retirenent benefit requiremnt with respct to an emloyee, section 31.3121(b)(7)-
2(e)(2)(i) of the regulations gerdly requires tfat a retirerant systemprovide benefits to
the enployee that are ecoparable to thosprovided in the Old-Age portion of the Old-
Age, Survivor, Disability Insurance ggramunder Social &curity. Section
31.3121(b)(7)-2(e)(2)(vi) of the regulation®pides that the Comissioner nay, through
guidance of general applicability, pnalgateaddtional testing methods to determe
whether, a retireent systenmeets the nmimum retirenent beneit requrement. This
revenue procedure is an exeraiehis authority. It outlinea set of safe harbor formulas
for defined benefit retireemt systers. Benéits calculated under one of these forlas

are deerad to neet the rmimum retirenent baefit requirenent. In addition, procedures
are set out by which an employeayrdeternine whether retireent benefits calculated
under other fanulas neet the ninimumretirerrent benefit requirerent of the regulations
with respect to an eptoyee.

SECTION 3 DEFINED BENEFIT EETIREMENT SYSTEM SAFE HARBOR
FORMULAS

.01 Final and highest average pay falas.
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(1) Periods of 36 mnths or less. A defindaenett retirement systenthat calclates
benefits by reference to a participadiverag canpensation raets the fimimum
retirerent beneit requrement with respct to an emloyee if it nakes availake
to the ermployee a single |é annuity payable beginning tader than age 65 that is
at least 1.5 percent of average pemsatiorfor each year (or fraction thereof) of
credited service. For this purpose, agg corpensation may be defined as the
average of the ephoyee’s corpensation over the 36 (or fewer) consecutive or
non-consecutive onths that provides the higst such average, the average of the
enmployee’s corpensation for his or her 1a86 (or fewer) months of service with
the enployer, or the average of the ployee’s corpensation for his or her high
consecutive or nonconsecutive or fingb8 fewer) calendar golan years of
service.

(2) Periods of more than 36 months. A defil benefit retireent systenthat
calcuates lenefits by reference to a gigiparnt’s average ampensation over a
period of more than 36 monthsests tle mnimumbenefit requirerent in the
sane manng as a retireent system desibed in section 3.Q1) except that the
1.5 percenfactor is replaced with lsigher facto in accordance with th
following table:

Averaging period Factor

37-48 nonths 1.55 percent

49-60 nonths 1.60 percent

61-120 nonths 1.75 percent

Over 120 months 2.00 percent

.02 Fornulas using fractional accrual rule.

A defined benefit retireent system that deulates benefitsdsed on a pro rata acetu
towards a prjected nomal retirement bendt may meet the rmimum retirement benet
requirenent in the sara manner as provide in section 3.01(l) mvided the projected
normel retirement benefit under the plan foutais greater than or equal to the benefit
described in such section.

.03 Additioral requrements for defined benefit plan foulas to neet safe harbors.

(1) Calculation of compensation.

(a) To neet the requireents of any of the dimed benefit sa harbor formulas for plan
years beginning after July 1, 1991, a retieatisystemmust calculatdoenefits based on a
definition of conpensation that eetsthe requirerants ofsedion 31.3121(b)(7)-
2(e)(2)(ii))(B) of the regulations.

(b) In the event that the definition cbnpensation under the retiremt systems less
inclugsve than the definition otherwespernitted under tis section, the gpicable berefit
percentage in the safe harbor fotenof seton 3.01 nust be increased to account for the
lower conpensation base. The benefit percgetéor enployees in a retireamt system
whose benefs ae conputed using this daifition must be multipied by the ratio ofi)
aggregate compensation (defined as usdetion 3.03(I)(a) and assing that
conmpensation considered in detenimg retiranent beneits is limited to the contribution
base described in section 3121(x)(1)) of éhesployees to (iggregate copensation
(as defined under the plan) of theseptoyiees This ratio may be deteined based upon
the conpensation dring the imnediately pecedng plan yea. In the case of a retireamt
systemsponsored by ore than one eployer,this ratio nust be calculated separately
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with respect to the eployees of eacknployer whose benefits are cpated using tis
definition. The rule in this section 3.03(h) is illustrated bythe following examle:
Exanple. A defined benefit retireent systemmaintained by a piical subdivision
provides a retirent benefit equal to 2.5 psgnt of a participant’s average cpemstion
during his or her last calendar year of sggvThe comensation used for this purpose
satisfies section 3.03(I)(a), excapat itcaps tle conpensation taken to account at
$30,000. Assumthat the ratio under section 3(8) is 150 percent. This figure is
derived by corparing the total copensation oemployees in the plan (using the plan
definition but capping copensation at thelEA contribution base (rather than at
$30,000)) tathe tdal canpensation (using only ¢hplan definition of compensation) of
enployees in the plan.he retirenent systenmeets the requireemtsof 3.03(l) because
the plan benefit percentage of 2.5 percentase than 150 percent of the applicable safe
harbor benefit percentage of 1.5 percent.

(2) Credited serve.

(a) In order to raet the requireemts of any othe defined benefit safe harbor farias, a
formula must generally include in creditedrsee the emloyee’s etire period of actual
service with the eployer since comencing paticipation in the rérement systemplus
any past service credited under the retaeinsystemA formula nay, however, exclude
any periods of actual service for themayer that are treated as ployment under
section 3121(b) of the Code, provided thating such periods the @hoyee did not
participdae in the rérement systemA retirement systensubject to pragaph (f)(2)(i)(B)
of section 31.3121(b)(7)-2 of the regulationsdtielg to the treatent of benefits accrued
in plan years beginning prior to January1293) nay also lirit service consistent with
the rules contained in that paragraph.

(b) A formula may limit the maximum period of service that is credited for accrual
purposes uther ths rue. If this limit is less than 30 years in the case of fadas
described in section 3.01(l) or)(2r 35 years in the caseformulas described in section
3.02, however, the benefit forda must be in@ased by the ratio &0 (or 35) years to
such lower linit.

(c) Except as provided in semti 3.03(4) with respect to getime and other classes of
enployees, a fanula may limt the periods of aaal serice actudly credited for accrual
purposes under this rulewhole years or siitar periods provided the periods are
reasonale.

(d) The rdes in this sukection arellustrated by the dllowing exanple:

Exanple. In 1995, an employee is a participant in a regregraystenwith 5 years of
credited service. Assume that the retieatrsystenprovides benefits under a fouta
described in section 3.01. In January 1996 etnployee roves to a position that is not
covered by the retireent systemAssune that service in the new positiconstitute
covered erployment under section 3121(b) thie Code for purposes of the FICA (e.g.,
because a section 218luotary agreemant is ineffect with regard to sugbosition. In
January 1998, the @toyee returns to the @lposition and recommences participation
under the retiremnt systemThe enployee nust be treated as being in the goyee’s
sixth year of credited service in deténmg whether the benefit under the retien
systemmeets the imimumretirement bendf requirenent. This is because the retiremt
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systemmay generdly disregardthe ®rvice of an enployee that cortgutes enployment
under section 3121(b) for purposes of the FICA.

(3) Treatment of prior dstribuions from the retiement system.

In deternning whether the requirementsaniy of the defined benefit satharbor
formulas are r&t, prior distributons may continue to be considered as part of the benefit
accrued uner the retirerant system unless ¢y were distribted by the emloyer without
any election by the eployee. Inaddition, if a retirerent systenygives a forner enployee
credit for benefit determination purposeseriods of prior selice with respetto
which a prior distribution washade only if the employee cambutes to the systeran
amount equal to all or a portiasf the prior distribution (wh or without irterest), and
this option is provided on reasonable terisich prior service is not required to be taken
into account in determing whether the reqrements of any of the defined benefitesaf
harbors ge et until therequied cantribution is actu#ly made. If prior rvice is na
taken iro account under this ey the prio distribution may not be takn into accouh
eithea. The ules ofthis paragaph isillustrated by the ollowing exanple:

Exanple. An enployee retires under thergaretirement option under a retireent
systemmaintained by atate goernment. The employee elects to receia singge sum
distribution representing thentire accrued benefit undire plan. Subsequently, the
employee is rehired by the saamployer. The plan does not provide for any
recontribution of the priodistribution. Whether the eployee is a ramber of the
retirement systenfrom which the employeeeaived the digribution is determned
without regard to the single sudistribution.That is, a single lif@annuity that is the
actuarial eqivalert of the single son may betreated as part of the acedubenefit under
the plan. 8nilarly, all periods of serviceredited under the plan during theayee’s
previous service ost be considered.

(4) Credited servee for prt-time, seasonal, and temporary employees.

To meet the requireamts of any of the defirkbenefit safe harbor fouras with respect
to a part-time, seasonal @nporary enployee for plan yars beginning &aér Decerber
31, 1992, a safe harbor foaha may not pemit double proration of the employee’s
benefits under the retiraamt system. See 29 CFR 82530.204)Z6r a description of
double proration of benefit aa@ls. Under this rule, theenefit under the retireent
systemmay be prorateeitheron thebasis offull-time servie or on the basis of full-tien
conpensation, but @y not be prorated lsad on both service and cpemsation. In
addition, a gfe harbor formila may not subject the creiting of service ued in
calculating the benefit of any part-tyseasonal or teporary enployee to any
conditions, such as a requirent that the eployee attain a mimum age, perforna
minimum peiod of service, be crediteditlt a mnimum number of hours of service,
make an election in order to participate bar present at the end of the plan year. The
requirenents of this section 3.03(4) will ldeened met with respect to an pfayee,
however, if the requirements of sect®h3121(b)(7)-2(d)(2)(iipf the regulations
relating to amounts distributebupon certain events aresmwith respect to such
enployee. See sectiorl3121(b)(7-2(d)(2)(iii) of the regulations for #hdefinitiors of
part-time, seasonal, and t@arary employee for this purpose.

.04 Exanples of application of safe harbor foutas.

The application of the defined benefit shfrbors are illustrated in the following
exanples:
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Exanple 1. An enployee has been a participam@a state retireent system for 9 years
and several months at the baging of a plan year of the systefirhe enployee has only
9 years of credited service umdle systenat the beginning ahe plan year, however,
because the retireant systencalculates s®ice for accrual prposes on the basis of
whole years of actual serviddnder the retirent systemeach particignt is creded

with a retirenent benefit baed upon the participant’s higheserage compensation over
36 consecutive onths tines his or her years service (as sdeternned). Assure the
retirenent systenimposes no other conditioran the accrual of efits and reets the
service crediting requireents of setion 3.03(2).If at all times duringhe plan year prior
to being credited with a tenth year of seevibe erployee has a totaccrued benefit of
at least 13.5 percent of hos her highest average cpansation (1.5 percent tas 9
years), and at all ties during the plan yeafter being credited ith the tenth year of
service the employee hadotal acaued benefit of at least J&ercent of his or her highest
average compensation.§lpercentimes 10 years), and the retireant otherwise raets

the requrements ofthis revenue proedure and th regulatios, the enployee will ke
treated as a qualified gecipant throughout the plan yediis analysis applies without
regard to whether the gecipant actually accrues a benefit in the plan year or is credited
with an additional yearfcservice for aceral purpses (e.g., if fture accrals under the
plan have been frozen or if the participhas obtained the awimum level of benefits
under the plan).

Exanple 2. Assurathe sare facts as in Exapie 1, except that the plan grants @ntn

of credited srvice for every whole month of actual servicand that the employee had
111 nonths of service (9 yeaand 3 months) at the beginniafthe plan year. If at all
times during the first wnth of the plan yeaprior to being credited with the 112tlonth

of service the eployee has total accrued benefit at least 13.875 percent of his
highest average cgransation (1.5 percent tes 111 ronths, divided by 12), and at all
times during the first wnth of the plan yeaatfter being credited ith the 112th ronth of
service the employee hagotd accrued benefit of at lea$4 percent of his highest
average compensation (1.5 percenetirhl2 maths, divided by 12), and the retirement
systemotherwise reets the requiremend$ this revenue procedure and section
31.3121(b)(7)-2(e) of the regulations, the partiaipis a qualified participant in the plan
within the meaning of secin 31.3121(b)(7)-2(d)(1) for the & first month of the plan
year.

Exanple 3. Assura the same facts as in Exapie 1, except that, instead of crediting only
whole years of participatiolor accral purposes, the retireant systencredits oty

service during plan years in wh a participant has at leals000 hours of service. Thus,
as in Exarmple 1, the participant has 9 years of credited service at the beginning of the
plan year. If at all tires during the plansar prior to reeting the 1,000-hour requirent
the enployee has a tal accrued énefit of at least 13.5 percent of his ogrthighest
average compensation.§lpercentimes 9 yeas), and at all tiras during the plan year
after meeting the 1,000-hour requiremnt the enployee has a total accrued benefit of at
least 15 percent of his or her highest agercormpensation (1.5 percent tem 10 years),
the enployee will be treted as a qalified paticipant in the etirement systenwithin the
meaning of section 31.3121(b){Z(d)(1) of the regulations throughout the plan year.
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SECTION 4 DEFINED BENEFIT FETIREMENT SYSTEMS WITH BENEFIT
FORMULAS NOT DESCRIBED IN THE SAFEHARBORS OF SEQION 3

.01 In general.

A defined benefit retireent system that caldates benefits under a formula that does not
meet one of the safe harbor farlas desched in section 3 of th revenue procedure
meets the imimum retirement benefit equirement with respect to an employee if the
enmployee’s accrueddnefit as of the date of thdeternmation is at lealsas great as the
accrued bnefit the enployee would have ifiis @ her accrued benefit had been
calculated under the safe harbor formulaantion 3.01(l). In detenining whether this
requirenent is satisfied, the additional regaiments set forth in section 3.03ust be
taken iro account. The rules in thisagraph are illugated ly the following examle:
Exanple. A defined benefit plan amtainedby a political subdivsion and described in
section 457(b) of the Code provides onlydorgle sundistributions and thus does not
meet the requiresmts of any of the defindaknefit safe harbor foratas. The plan ay
still meet the rmimum retirenent benefit rguirement with respedo an employee if it
provides a single sumith respect to suchnmployee that is thactuarial equivalent
(using reaswable actuarial assuptions) of a single life annuity eeting the requirements
of section 3.01(1).

.02 Treatrent of pastservice credit.

In deternning whether an eployee’s accruetienefit under a defiebenefit retirement
systemthat calculates bengf under a formla that does raneet one of the defined
benefit safe harbor formulasas least as great #s accued benefit the employee would
have if his or her accrued benefit had bealculated under the safe harbor fatanin
section 3.01(1), a retireant system nay ignore periods a$ervice by an epioyee with
the enployer prior to his or her comencementof partiapation in the retirenent system
notwithstamling the addional rules relating to credited sece in section 3.03(2). lfueh
periods of service are ignordthwever, any accrued benefittriutable to such period
of service st also be ignored. The ruletims paragraph is illusited by the following
exanple:

Exanple: An enployee begins to participaie a retirenent systemn the enployee’s
fifth year of service. The retireant systenprovides crei for all past serice with the
enployer. Assure the retirenent systendoesnot provide benefits under a foula that
meets the requireents of any of the safe Haors. The employee nust be treated as being
in the enployee’s fifth year of creded servicaf beneits atributalde to the past seice
are to be taken into account in quamng the benefit under the retiraamt systento the
benefit the employee would have under thHe sarbor formula of section 3.01(1) to
deternine whether the miniom retirement benefit equirement is et.

SECTION 5 EMPLOYEES WTH MULTIPLE POSITIONS ORWHO PARTICPATE
IN CERTAIN

RETIREMENT SYSTEMS

See section 31.3121(b)(7)-2(e)(2)(@nd (v) of the regulations for rules to be used in
determning the service, copensation and lefits taken into account for purposes of
this revenue procedure inetltase of eployees who are employed irone than one
position wth the employer, and employees whare paticipants in retirenent systems
maintained by nore than one eployer, respectively.

SECTION 6 EFFECTVE DATE
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This revene procedte is effective with repect to senice peformed afte July 1, 1991.
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Eligible Deferred Compensation Plans under Section 457
Notice 2003-20

PURPOSE AND SCOPE

This notice describes the withholding and reporting requirements applicable to
eligible deferred compensation plans described in § 457(b) of the Internal
Revenue Code (" 457(b) plans") for periods after December 31, 2001.

Specifically, this notice addresses --

$ income tax withholding and reporting with respect to annual deferrals

made to a ' 457(b) plan;

$ income tax withholding and reporting with respect to distributions from a

' 457(b) plan, including changes for a § 457(b) plan established by a state

or local government employer enacted in the Economic Growth and Tax

Relief Reconciliation Act of 2001 (EGTRRA), Pub. L. No. 107-16;

$ Federal Insurance Contributions Act (FICA) payment and reporting with

respect to annual deferrals under a ' 457(b) plan;

$ employer identification numbers (EINS) used in connection with trusts

established under § 457(g); and

$ the application of annual reporting requirements to ' 457(b) plan

administrators and trustees holding assets of a ' 457(b) plan in accordance

with § 457(Q).

The rules provided in this notice apply to deferrals and distributions from
eligible ' 457(b) plans made after December 31, 2001. This notice addresses
only reporting and withholding rules that apply to ' 457(b) plan participants who
are or were employees of state and local governments or tax-exempt
organizations and does not cover special reporting rules that may apply to
8 457(b) plan participants who are or were independent contractors. Notice
2000-38, 2000-2 C.B. 174, applies to ' 457(b) plan distributions made before
January 1, 2002, but see Section IX of this notice concerning its effective date
provisions.

Il. BACKGROUND

Section 457 provides rules for nonqualified deferred compensation plans
established by eligible employers. State and local governments and tax-exempt
organizations are eligible employers. They can establish either eligible plans that
meet the requirements of 8§ 457(b) or plans that do not meet the requirements of
8 457(b) and that are therefore subject to § 457(f).
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EGTRRA made numerous revisions to § 457, most of them effective after
December 31, 2001. EGTRRA 8§ 641(a)(1)(D)(i) added new § 3401(a)(12)(E)
which provides that remuneration paid to an employee or beneficiary from a

8 457(b) plan maintained by a state or local governmental employer (a
governmental § 457(b) plan) is no longer treated as wages for purposes of
income tax withholding under section 3402(a), but is now subject to income tax
withholding under section 3405. This change is effective for distributions made
after December 31, 2001. However, EGTRRA did not revise the provision of
Chapter 21 of the Internal Revenue Code treating amounts deferred under a

8§ 457(b) plan as subject to FICA taxes. See § 3121(v)(2) and (3). FICA taxes
include both the Old Age, Survivors, and Disability Insurance (OASDI) tax and
the Hospital Insurance (HI) tax, which are referred to in federal tax forms as
social security and Medicare tax, respectively. This notice includes guidance
under these new provisions regarding income tax withholding and reporting upon
distributions from governmental 8 457(b) plans.

Section 1448 of the Small Business Job Protection Act of 1996 ("SBJPA"), Pub.
L. 104-188, 1996-3 C.B. 155, 212, amended 8§ 457 by adding 8 457(g), which
requires that governmental 8§ 457(b) plans hold all plan assets and income in
trust, or in custodial accounts or annuity contracts described in § 401(f), for the
exclusive benefit of participants and their beneficiaries. Section 457(g) does not
apply to a ' 457(b) plan established by a tax-exempt organization that is not a
state or local governmental entity. Notice 2000-38 provided guidance in
response to inquiries concerning withholding and reporting upon § 457(b) plan
distributions in light of this SBJPA amendment and certain changes made by the
Taxpayer Relief Act of 1997, Pub. L. No. 105-34.

This notice updates and supersedes Notice 2000-38 for contributions and
distributions made after December 31, 2001.

[I. INCOME TAX WITHHOLDING AND REPORTING ON ANNUAL
DEFERRALS

As amended by EGTRRA, 8§ 457(a)(1)(A) provides that annual deferrals under a
governmental ' 457(b) plan and any income attributable to the amounts so
deferred are not includible in a participant=s gross income until that amount is
paid to the participant or beneficiary. Section 457(a)(1)(B) retains the pre-
EGTRRA rule that annual deferrals under a ' 457(b) plan of a tax-exempt entity
and any income attributable to the amounts so deferred are not includible in a
participant=s gross income until that amount is paid or made available to the
participant or beneficiary. Therefore, annual deferrals under a 8§ 457(b) plan are
not subject to income tax withholding at the time of the deferral. However, a
participant’s annual deferrals during the taxable year under a ' 457(b) plan are
reported on Form W-2, Wage and Tax Statement, in the manner described in the
instructions to that form. “Annual deferrals,” as used in this notice, means the
amount of compensation deferred under the plan in accordance with 8 457(b),
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and in compliance with the annual maximum deferral limitation under the plan,
whether by elective deferral or nonelective employer contribution, during a
taxable year. Deferrals in a single employer’s eligible plan or plans in excess of
the 8§ 457(b) limitations are not annual deferrals and thus are subject to income
tax withholding rules.

IV. INCOME TAX WITHHOLDING AND REPORTING ON GOVERNMENTAL §
457(b) PLAN DISTRIBUTIONS

A. Income Tax Withholding on Governmental § 457(b) Plan Distributions

“Distributions” from a governmental 8 457(b) plan to a participant or beneficiary
(including an alternate payee) include all amounts that are paid from the
governmental § 457(b) plan. See Section V for provisions regarding income tax
withholding on distributions from a 8 457(b) plan of a non-governmental tax-
exempt organization.

EGTRRA revises Chapter 24 of the Code, to provide that, effective after
December 31, 2001, distributions to an individual from a governmental ' 457(b)
plan are subject to income tax withholding in accordance with the income tax
withholding requirements of ' 3405 applicable to distributions from qualified plans,
annuities, and individual retirement arrangements (IRAs). Thus, EGTRRA
extends the 8§ 3405(c) direct rollover and mandatory 20 percent withholding rules
to governmental § 457(b) plan distributions that qualify as eligible rollover
distributions as defined under § 402(c)(4).

In addition, EGTRRA provides that the § 3405(a) and (b) elective withholding
rules applicable to distributions from qualified plans, § 403(b) annuities, and IRAs
that are not eligible rollover distributions are also extended to distributions from
governmental § 457(b) plans. Thus, periodic distributions from governmental

8 457(b) plans that are not eligible rollover distributions are subject to withholding
under 8§ 3405(a) as if the distribution were wages, and nonperiodic distributions
from such plans that are not eligible rollover distributions are subject to
withholding under § 3405(b) at a 10-percent rate. In either case (periodic or
nonperiodic distributions), the recipient may elect not to have withholding apply
under 8§ 3405(a) or (b) to a distribution that is not an eligible rollover distribution
from a governmental 8 457(b) plan. For additional information regarding the
provisions of § 3405 and related sections, see § 35.3405-1 of the Employment
Taxes and Collection of Income Tax at Source Regulations under the Tax Equity
and Fiscal Responsibility Act of 1982, § 31.3405(c)-1 of the Employment Taxes
and Collection of Income Tax at Source Regulations, and 88 1.401(a)(31)-1,
1.402(c)-2, and 1.402(f)-1 of the Income Tax Regulations.

B. Person Responsible for Income Tax Withholding on Distributions
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EGTRRA amended § 3405(d) of the Code to make plan administrators of eligible
governmental plans, rather than the payor of the designated distribution,
generally liable for withholding under § 3405 upon distributions from such plans.
However, under § 3405(d)(2)(A), a plan administrator is not liable for withholding
if the administrator directs the payor to withhold income tax under § 3405 and
provides the payor with the necessary information required by regulations at 8§
35.3405-1T, E 2 - 5. In that case, the payor is liable for withholding income tax.
Subsections C, D, and E of this Section IV provide additional information on the
withholding, deposit, and reporting obligations of the plan administrator or payor.

C. Reporting Governmental § 457(b) Plan Distributions on Form 1099-R

Distributions to an individual during a taxable year under a governmental ' 457(b)
plan are reported on Form 1099-R, Distributions from Pensions, Annuities,
Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc., in the
manner described in the instructions to that form. Income tax withheld from
governmental § 457(b) plan distributions is reported annually on Form 945,
Annual Return of Withheld Federal Income Tax.

D. EINs and Income Tax Deposits for Section 457(g) Trust Accounts

Generally, the income tax withheld on distributions should be reported on the
Form 945 of the person responsible for withholding, usually the plan
administrator, as described in section I1V-B of this notice. The income tax
withheld must be aggregated with other amounts reported by that person on
Form 945 to determine the frequency of federal tax deposits under § 31.6302-4.
This is the same as the first alternative described in Announcement 84-40, 1984-
17 IRB 31. Alternatively, the IRS will permit the plan administrator (or payor) of
§ 457(g) trusts, or custodial accounts or insurance contracts treated as trusts
under 8 457(g)(3) to use the other two alternatives contained in Announcement
84-40 for the tax administration of such withholdings:

1. The plan administrator or payor may request and use an EIN
solely for the purpose of reporting the aggregated withholding from the
distributions of every 8§ 457(g) trust, custodial account, or annuity contract
under its control, making deposits and filing Form 945 accordingly.

2. The plan administrator or payor may request and use a separate
EIN for each § 457(g) trust (or custodial account or insurance contract),
making deposits and filing Form 945 accordingly.

The plan administrator or payor exercising any of the above alternatives for
depositing and reporting the tax withheld from § 457(g) trust distributions must
also follow the same option in filing the related information returns, such as
Forms 1099-R and Form 945. That is, the plan administrator or payor must use
the same name and EIN on Forms 1099-R as that under which the tax was
deposited and the annual Form 945 return filed. The plan administrator or payor
must aggregate and deposit all taxes pursuant to § 31.6302-4 under the EIN



chosen. The above-described options relate only to trusts, annuity contracts, or
custodial accounts established pursuant to § 457(g) for amounts deferred under
a governmental 8 457(b) plan. For information on the remittance of social
security, Medicare, and FUTA taxes by the employer, see section VI-D below.

V. INCOME TAX WITHHOLDING AND REPORTING ON TAX-EXEMPT
EMPLOYERS’ 8§ 457(b) PLAN DISTRIBUTIONS

A. Income Tax Withholding on Tax-Exempt Employer’s § 457(b) Plan
Distributions

“Distributions” from a § 457(b) plan of a non-governmental tax-exempt entity to a
participant include all amounts that are paid or made available under the 8 457(b)
plan. Distributions to a participant from a tax-exempt employer’s ' 457(b) plan
are wages under 8 3401(a) that are subject to income tax withholding in
accordance with the income tax withholding requirements of § 3402(a). The
pension withholding rules of § 3405 do not apply to distributions from a tax-
exempt employer’s ' 457(b) plan. See ' 35.3405-1T, Q&A-23. See Section IV of
this notice for provisions regarding income tax withholding on distributions from a
governmental ' 457(b) plan.

Income tax withholding on distributions to a participant under a tax-exempt
employer’s ' 457(b) plan is calculated in the same manner as withholding on
other types of wage payments. For guidance on the use of the flat rate
withholding method as a supplement to regular wage withholding in cases where
the tax-exempt employer or its agent is paying wages to the participant in
addition to the distribution from the ' 457(b) plan, see § 31.3402(g)-1(a) and Rev.
Rul. 82-46, 1982-1 CB 158. If an eligible payor uses the flat rate of withholding
as an alternative to regular wage withholding on a lump sum payment,

§ 101(c)(11) of EGTRRA provides that this flat rate became 27 percent in 2002,
then becomes 26 percent in 2004, and 25 percent in 2006 and thereafter.

B. Person Responsible for Income Tax Withholding on Distributions

When distributions are made under a tax-exempt employer’s ' 457(b) plan, the
tax-exempt organization or other person having control of the payment of the

distributions, as determined under 8§ 3401(d)(1), is responsible for income tax
withholding on the distributions.

C. Reporting Tax-Exempt Employer’s 8§ 457(b) Plan Distributions on Form
W-2

Distributions to a participant during a taxable year under a tax-exempt employer’s
' 457(b) plan are wages and are reported on Form W-2, Wage and Tax
Statement, in the manner described in the instructions to that form. See also
Rev. Rul. 82-46, supra. Income tax withheld from a tax-exempt employer’s
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8§ 457(b) plan distributions is deposited in accordance with § 31.6302-1 and
reported quarterly on Form 941, Employer=s Quarterly Federal Tax Return.

D. Reporting Death Benefit Payments

Distributions to a beneficiary of a deceased participant under a ' 457(b) plan are
reported on Form 1099-R, Distributions from Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance Contracts, etc. See Rev. Rul. 86-109,
1986-2 C.B. 196. No income tax withholding is required for distributions from

' 457(b) plans to beneficiaries. See Rev. Rul. 59-64, 1959-1 C.B. 31. The
instructions for Form 1099-R describe how this form is completed for distributions
made to a beneficiary from a nonqualified deferred compensation plan, such as a
' 457(b) plan.

VI. FICA AND FUTA TAXES AND REPORTING
A. Scope

The rules described in this Section VI relating to FICA (social security and
Medicare) tax apply to employees of state and local governments only if they are
subject to social security or Medicare tax under 8§ 3121(u) (relating to Medicare),
§ 3121(b)(7)(E) (relating to agreements entered into pursuant to section 218 of
the Social Security Act), or other provisions of the Code, such as 8§ 3121(b)(7)(F)
(relating to state and local government employees who are not members of a
state or local retirement system). As previously noted, EGTRRA did not revise
the provision of Chapter 21 of the Internal Revenue Code treating 8 457(b) plan
distributions as “wages” for purposes of subjecting them to social security and
Medicare taxes. The FICA rules discussed in this section generally apply to
employees of tax-exempt organizations, unless a specific exclusion is applicable.
The FICA tax discussed in this section includes the employer’s share of the FICA
tax imposed under 8§ 3111 as well as the employee’s share imposed under

8§ 3101. Any FICA tax imposed on an employee’s 8 457(b) plan deferrals or
distributions must be reported on a Form W-2 for that employee.

The rules described in this Section VI relating to the Federal Unemployment Tax
Act (FUTA) do not apply to service for a state or local governmental entity
because § 3306(c)(7) provides a FUTA exemption for service performed in the
employ of a state or any political subdivision thereof or any instrumentality of any
one or more of the foregoing. The rules described in this section relating to
FUTA apply to service for a tax-exempt organization other than a tax-exempt
organization described in 8 501(c)(3). See 8§ 3306(c)(8).

B. Timing of Social Security, Medicare, and FUTA Taxes

Sections 3121(a) (relating to social security and Medicare) and 3306(b) (relating
to FUTA) define Awages@ as all remuneration for employment, unless

LIl



specifically excluded (see section VI-A, above). If social security, Medicare, or
FUTA taxes apply, 88 3121(v)(2) and 3306(r)(2) contain special timing rules that
apply in determining when amounts deferred under a nonqualified deferred
compensation plan (including employers’ contributions) are required to be taken
into account. Under these sections, an amount deferred under a nonqualified
deferred compensation plan, including a ' 457(b) plan, is required to be taken into
account for purposes of social security, Medicare, and FUTA taxes as of the later
of when the services are performed or when there is no substantial risk of
forfeiture of the rights to such amount.

Thus, to the extent a ' 457(b) plan provides that annual deferrals are immediately
vested, the annual deferrals are subject to social security, Medicare, and FUTA
taxes at the time of deferral. However, to the extent the annual deferrals are
subject to a substantial risk of forfeiture, the annual deferrals (plus earnings
thereon) are generally taken into account for purposes of social security,
Medicare, and FUTA at the time such amounts are no longer subject to a
substantial risk of forfeiture. For purposes of social security, Medicare, and
FUTA taxes, the determination of whether a substantial risk of forfeiture exists is
made in accordance with the principles of § 83 and the regulations thereunder.
See " 31.3121(v)(2)-1(e)(3) and 31.3306(r)(2)-1.

If amounts deferred under a ' 457(b) plan are properly taken into account as
social security, Medicare, and FUTA wages when deferred (or, if later, when they
cease to be subject to a substantial risk of forfeiture), the amounts subsequently
paid or made available to a participant or beneficiary under the ' 457(b) plan that
are attributable to those deferrals generally are not subject to social security,
Medicare, or FUTA taxes. See 88 3121(v)(2)(B) and 3306(r)(2)(B) and

" 31.3121(v)(2)-1(a)(2)(iii)) and 31.3121(v)(2)-1(d)(2). If an amount deferred for a
period is not properly taken into account, distributions attributable to that amount,
including income on the amounts deferred, may be wages for FICA purposes
when paid or made available. See ' 31.3121(v)(2)-1(d)(1)(ii). Additional special
rules apply to ' 457(b) plans in which benefits are not based solely on a
participant’s account balance. See ' 31.3121(v)(2)-1(e)(4).

C. Examples

The application of social security and Medicare tax is illustrated by the following
examples:

Example 1. (i) State R’'s'457(b) plan provides for elective deferrals from
current salary, as well as a one percent of salary nonelective contribution for
each employee who participates in the plan and who is employed with State R
during the plan year. All employees who participate in the plan are covered by
an agreement under section 218 of the Social Security Act. All deferrals and
contributions, including the state’s contribution, are fully and immediately vested.

(i) Because these contributions are not subject to a substantial risk of
forfeiture (and the services to which they relate have already been performed),
the elective deferrals are required to be taken into account as wages at the time
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of the deferral and State R’s nonelective contribution is required to be taken into
account as wages at the time of the contribution for purposes of the social
security and Medicare tax.

Example 2. (i) Assume the same facts as in Example 1, except that the
plan has three-year vesting for State R’s nonelective contribution. Therefore, an
employee=s rights to the nonelective contributions (and the associated earnings)
are subject to a substantial risk of forfeiture until the employee has been
employed by State R for three years.

(i) State R’s nonelective contributions (and earnings thereon) are not
wages for purposes of the social security and Medicare tax until the employee
has completed three years of service. At that time, the aggregate amount of
State R’s nonelective contributions, plus earnings thereon, is required to be taken
into account as wages for purposes of the social security and Medicare tax.
Once an individual has met the vesting requirements, future nonelective
contributions by State R are required to be taken into account as wages for
purposes of the social security and Medicare tax at the time of the contribution.
Because the elective deferrals are not subject to a substantial risk of forfeiture
(and the services to which they relate have already been performed), the elective
deferrals are required to be taken into account as wages at the time of deferral.

D. Deposit and Reporting of Social Security, Medicare and FUTA Taxes

The employer must aggregate and deposit social security and Medicare taxes
associated with a ' 457(b) plan (including the employer’s share of social security
and Medicare taxes under § 3111) with all other social security and Medicare
taxes and withheld income taxes paid on behalf of its employees in accordance
with * 31.6302-1 and must report these taxes on Form 941. Employers subject
to FUTA must aggregate and deposit FUTA amounts associated with a ' 457(b)
plan with all other FUTA amounts paid on behalf of its employees in accordance
with ' 31.6302(c)-3 and must report these payments on Form 940.

VIl. ANNUAL REPORTING FOR § 457 PLANS
A. 8457(g) Trusts

A trust described in § 457(qg) is not required to file Form 990, Return of
Organization Exempt From Income Tax, Form 1041, U.S. Income Tax Return for
Estates and Trusts, Form 1120, U.S. Corporation Income Tax Return, or Form
5500, Annual Return/Report of Employee Benefits Plans. See, for example, Rev.
Proc. 95-48, 1995-2 C.B. 418, which provides that governmental units and
affiliates of governmental units that are exempt from federal income tax under

8 501(a) are not required to file annual information returns on Form 990, Return
of Organization Exempt From Income Tax. A trust described in § 457(g) may be
required to file Form 990-T, Exempt Organization Business Income Tax Return.
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See 8§ 1.6012-2(e) and 1.6012-3(a)(5) for the requirements for filing Form 990-
T.
B. Section 457(b) Plans of Tax-Exempt Organizations

Annual deferrals and payments to certain participants in a § 457(b) plan of a tax-
exempt organization are reported on the organization’s Form 990 in the manner
described in the instructions to that form.

VIIl. OTHER INFORMATION AVAILABLE

Further information regarding the reporting, payment and deposit of employment
taxes such as social security, Medicare, FUTA, and withheld income tax can be
found in Publication 15, Circular E, Employer’s Tax Guide; Publication 15-A,
Employer’s Supplemental Tax Guide; and Publication 963, Federal-State
Reference Guide: Social Security Coverage and FICA Reporting by State and
Local Government Employers. These publications will be revised, as appropriate,
to reflect the revisions enacted in EGTRRA.

IX. EFFECTIVE DATE

This notice is applicable with respect to deferrals and distributions made after
December 31, 2001. However, for deferrals or distributions made after
December 31, 2001, and before January 1, 2004, the Internal Revenue Service
(IRS) will not assert that there has been a failure to comply with applicable
reporting and withholding requirements if the applicable reporting and withholding
requirements set forth in Notice 2000-38 have been satisfied. Thus, for example,
in any case in which a series of distributions commenced before January 1, 2002
and the distributions are eligible rollover distributions (as defined in 8
402(f)(2)(A)) that are payable over a specified period of less than 10 years, the
IRS will not assert that there has been a failure to comply with applicable
withholding requirements through December 31, 2003, if the applicable
withholding requirements set forth in Notice 2000-38 have been satisfied.
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