
 
 
 

EMPLOYEE BENEFITS UPDATE 

April 2015 

Recent Case Highlights Potential Liability of Employers for  
Administrative Errors in Deferred Compensation Plans 

 
Background on FICA Withholding Obligations 

Employers are typically responsible for withholding FICA taxes from FICA wages when 

they are actually or constructively paid to an employee.  However, an often overlooked “special 

timing rule” for deferred compensation requires that such amounts instead be taken into account for 

FICA purposes upon the later of the date the services are performed or the date there is no longer a 

“substantial risk of forfeiture.”  This special timing rule, which can be found in Section 3121(v) of 

the Internal Revenue Code (the “Code”) and related regulations, generally results in the inclusion of 

deferred compensation in FICA wages when it vests under an individual account plan (i.e., deferred 

compensation plans that operate like 401(k) plans) or when it is “reasonably ascertainable” under a 

Executive Summary 

 A federal district court recently found an employer liable for not using a special timing 

rule to properly withhold and pay Federal Income Contributions Act (“FICA”) taxes 

for employees who participated in the employer’s nonqualified deferred compensation 

plan.  While the court in Davidson v. Henkel expanded liability for the employer 

based on the language of the plan documents, the case has practical implications for 

FICA withholding, as well as broader ramifications for the administration of 

nonqualified deferred compensation plans. 

What You Should Do 

 Review your plan’s FICA withholding practices and update as necessary to reflect the 

FICA “special timing rule” described below. 

 Coordinate your plan’s withholding and administrative practices with your Payroll and 

Human Resources departments to ensure that proper internal controls have been 

properly implemented.   

 Take a look at your plan documents and consider revising broad language to limit 

unintended obligations. 
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deferred compensation plan that is more like a defined-benefit type plan.  Once an amount is 

included in FICA wages under the special timing rule, neither that amount, nor the income 

attributable to that amount, is included in FICA wages when ultimately distributed to the plan 

participant. 

The special timing rule frequently results in tax savings for plan participants because some or 

all of their deferred compensation might be excluded from the Social Security tax, a component of 

the FICA tax.  Under the Social Security tax, employers and employees are each responsible for 

paying a tax equal to 6.2% of the employee’s FICA wages up to the social security wage base, which 

is $118,500 for 2015.  The employer is responsible both for paying its portion, and for withholding 

and remitting the employee portion, to the IRS.   By requiring that deferred compensation be 

included in FICA wages in the year it vests or becomes reasonably ascertainable, instead of in the 

year in which it is actually or constructively paid to the employee, the special timing rule frequently 

shifts FICA wage inclusion from when the participant otherwise would have lower FICA wages to a 

year of higher FICA wages, thereby increasing the likelihood that some or all of the deferred 

compensation will not be subject to the 6.2% portion of FICA for Social Security taxes. 

Davidson v. Henkel  

In Davidson v. Henkel, the federal district court for the Eastern District of Michigan found 

an employer liable for damages resulting from the employer not using the special timing rule to 

withhold and pay FICA taxes for participants in its nonqualified deferred compensation plan.  The 

employer in Henkel had failed to use the FICA special timing rule for plan participants as a result of 

an administrative error and, after identifying the error and consulting with the IRS, attempted to 

correct it by using the general FICA rule to withhold FICA taxes on deferred compensation when 

actually paid to the participant.  For participants who had already received payments, the employer 

remitted the full employer and employee portions of FICA to the IRS and notified participants that 

it would adjust their future benefit payments under the plan to reimburse itself for the amounts paid 

on the employee’s behalf.  Despite finding that use of the FICA special timing rule is not mandatory 

under federal law, the Henkel court concluded that the employer had violated the terms of the plan 

by not using it.  The court based its conclusion on its reading of the plan in its entirety, citing in 

particular a plan provision stating that “the company shall … withhold … the Participant’s share of 

all applicable Federal, state or local taxes” (emphasis added) as support for its conclusion that the 

employer had a responsibility to withhold in a manner that did not result in a reduction in 

participant benefits. 

Implications for Nonqualified Deferred Compensation Plans 

The Henkel decision has practical implications for employers who sponsor nonqualified 

deferred compensation plans.  For starters, employers should review their FICA withholding 

practices now and, if they are not already doing so, withhold pursuant to the special timing rule 

going forward.  Many plans contain broad language similar to the provision cited in the Henkel 

decision that a court could read to require the use of the special timing rule.  Even employers whose 

deferred compensation plans do not include mandatory language similar to the Henkel plan should 
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withhold pursuant to the special timing rule to preempt future claims.  The Henkel court did not 

find that use of the FICA special timing rule is mandatory under federal law, but the Code and 

supplemental IRS guidance make it clear that use of the special timing rule is not elective and that 

failure to comply with it can result in the imposition of penalties and interest. 

In light of the Henkel decision, employers should also take this opportunity to review and 

clean up other administrative practices.  The Henkel decision only explicitly addresses FICA taxes, 

but similar reasoning could be used to hold employers liable for other withholding or administrative 

failures that result in additional tax liability for participants.  For instance, most plans contain broad 

language stating that the plan will be administered in compliance with the deferred compensation 

rules under Section 409A of the Code, which a participant could use in a claim asserting that an 

employer is ultimately liable for any 409A penalty incurred by the participant.  This risk is 

particularly relevant today in light of the fact that the IRS recently launched a round of audits to 

assess companies’ compliance with Code Section 409A.  Now would also be a good time to establish 

a schedule for performing periodic reviews in the future to stay on top of administrative compliance. 

 
* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * 

 
If you currently sponsor a nonqualified deferred compensation plan and would like assistance in 
analyzing the potential risks with your current plan administration, or if you have any questions 
about nonqualified deferred compensation plans generally, please let us know. 
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