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Introduction
This publication is written primarily for employ-
ers and third-party payers of sick pay. It dis-
cusses the federal employment tax rules that
apply to sick pay, including special rules that
split employment tax responsibilities between
the employer and a third-party payer. The pub-
lication explains:

• What payments are sick pay subject to so-
cial security tax, Medicare tax, federal un-
employment (FUTA) tax, and federal income
tax withholding,

• Who is liable for the employment taxes on
sick pay (the employer or the third-party
payer), and

• How employers and third-party payers re-
port sick pay on Forms W–2, W–3, 940, and
941.

What is not discussed.  This publication cov-
ers only federal taxes. It does not cover any
state or local taxes on sick pay. It also does not
cover the special procedures for filing Forms
W–2 on magnetic media.

The publication does not discuss disability
retirement payments. These payments are
subject to the rules for income tax withholding
from pensions and annuities. See Circular E
for information.

Also, the publication does not discuss the
income tax rules that apply to the recipient of
sick pay or other payments received for injury
or disability. See Publication 907 for informa-
tion on these rules.

Useful Items
You may want to see:

Publication

❏ 15 Circular E, Employer’s Tax Guide

❏ 907 Information for Persons With
Handicaps or Disabilities

❏ 937 Employment Taxes and
Information Returns

Form (and Instructions)

❏ W–2 Wage and Tax Statement



❏ W–3 Transmittal of Income and Tax indications of the existence of a plan or sys- third party’s deposit of the employee part
tem include, but are not limited to, refer- of the social security and Medicare taxes.Statements
ences to the plan or system in the contract of For instance, if the third party is a monthly

❏ W–4 Employee’s Withholding
employment, employer contributions to a depositor, it must notify the employer byAllowance Certificate
plan, or segregated accounts for the pay- the 15th day of the month following the

❏ W–4S Request for Federal Income Tax ment of benefits. month in which the sick pay payment is
Withholding From Sick Pay made, because that is the day by which• The employer for whom the employee

the deposit is required to be made. For❏ 940 Employer’s Annual Federal normally works is either the employer for
multi-employer plans, see the special ruleUnemployment (FUTA) Tax Return whom the employee was working at the time
discussed next.the employee became sick or disabled or❏ 941 Employer’s Quarterly Federal Tax

the last employer for whom the employeeReturn Multi-employer plan timing rule.  A spe-worked before becoming sick or disabled, if
cial rule applies to sick pay payments made tothat employer made contributions to the
employees by a third-party insurer under an in-sick-pay plan on behalf of the sick or dis-

Ordering publications and forms.  To order surance contract with a multi-employer planabled employee.
established under a collectively bargainedfree publications and forms, call our toll-free
agreement. If the third-party insurer makingtelephone number 1-800-TAX-FORM (1-800-
the payments complies with (1) and (2) above829-3676). You can also write to the IRS
and gives the plan (rather than the employer)Forms Distribution Center nearest you. Check
the required timely notice described in (3)your income tax package for the address. Social Security,
above, then the plan (not the third-party in-Medicare, and FUTA surer) must pay the employer part of the social
security and Medicare taxes and the FUTATaxes on Sick Pay Definitions tax. Similarly, if, within 6 business days of the
plan’s receipt of notification, the plan gives no-Certain key terms are given special definitions

Employer.  If the employer pays sick pay, the tice to the employer for whom the employeein this publication that may differ from your un-
employer must generally withhold employee normally works, the employer (not the plan)

derstanding of these terms. It is important to
social security and Medicare taxes from the must pay the employer part of the social secur-

keep these definitions in mind when reading
sick pay. The employer must timely deposit ity and Medicare taxes and the FUTA tax.

the publication. employee and employer social security and
• Sick pay generally means any amount paid Medicare taxes and federal unemployment Amounts not subject to social security,

under a plan because of an employee’s tem- (FUTA) tax. There are no special deposit rules Medicare, or FUTA tax.  The following pay-
porary absence from work due to injury, for sick pay. See Circular E for more informa- ments, whether paid by the employer or a third
sickness, or disability. Sick pay may also be tion on the deposit rules. party, are not subject to social security, Medi-
called payments on account of sickness or care, or FUTA tax (different rules apply to in-
accident disability. It may be paid by either come tax withholding):Employer’s agent.  A third party that makes
the employer or a third party, such as an in- payments of sick pay as an agent of the em- 1) Amounts paid under a definite plan or sys-
surance company. Sick pay includes both ployer (defined earlier) is not considered the tem, as defined earlier, on or after the ter-
short-term and long-term benefits. It is often employer and generally has no responsibility mination of the employment relationship
expressed as a percentage of the employ- for employment taxes. This responsibility re- because of death or disability retirement.
ee’s regular wages. mains with the employer. However, under an However, even if there is a definite

exception to this rule, the parties may enter plan or system, amounts paid to a former• An agent of the employer is a third party
into an agreement that makes the third-party employee are subject to social security,that bears no insurance risk and is reim-
agent responsible for employment taxes. In Medicare, and FUTA taxes if they wouldbursed on a cost-plus-fee basis for payment
this situation, the third-party agent should use have been paid even if the employmentof sick pay and similar amounts. A third
its own name and EIN (rather than the employ- relationship had not terminated becauseparty may be an agent of the employer even
er’s name and EIN) for the responsibilities it of death or disability retirement. For exam-if the third party is responsible for determin-
has assumed. ple, a payment to a disabled former em-ing which employees are eligible to receive

ployee for unused vacation time wouldpayments. For example, if a third party pro-
Third party not employer’s agent.  A third have been made whether or not the em-vides administrative services only, the third
party that makes payments of sick pay other ployee retired on disability. The paymentparty is an agent of the employer. If the third
than as an agent of the employer is liable for is therefore wages for social security,party is paid an insurance premium and is
the employee part of the social security and Medicare, and FUTA tax purposes.not reimbursed on a cost-plus-fee basis, the
Medicare taxes. The third party is also liablethird party is not an agent of the employer. 2) Payments to the employee’s estate orfor the employer part of the social security andWhether an insurance company or other survivor after the calendar year of the em-Medicare taxes and the FUTA tax, unless thethird party is an agent of the employer de- ployee’s death.third party transfers this liability to the em-pends on the terms of the agreement with 3) Payments to an employee when the em-ployer for whom the employee normallythe employer. ployee is entitled to disability insuranceworks (defined earlier). This liability is trans-

benefits under section 223(a) of the So-• A definite plan or system means a plan or ferred to the employer for whom the employee
cial Security Act. This rule applies only ifsystem established by an employer under normally works if the third party:
the employee became entitled to the So-which sick pay is available to employees 1) Withholds the employee social security cial Security Act benefits before the calen-generally or to a class or classes of employ- and Medicare taxes from the sick pay dar year in which the payments are made,ees. A definite plan or system is not present payments, and the employee performs no service forif the benefits are provided on a discretion-

2) Makes timely deposits of the employee the employer during the period for whichary or occasional basis with merely a good
social security and Medicare taxes, and the payments are made. Note: Theseintention to aid particular employees in time

payments are subject to FUTA tax.of need. The existence of a plan or system is 3) Notifies the employer for whom the em-
shown if the plan or system is in writing or ployee normally works of the payments on 4) Payments that exceed the applicable
otherwise made known to employees, such which employee taxes were withheld and wage base. The social security tax wage
as by a bulletin board notice or the long and deposited. The third party must notify the base for 1994 is $60,600. There is no
established practice of the employer. Other employer within the time required for the wage base for Medicare tax. The FUTA
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tax wage base is $7,000. For example, if first policy year, or (2) the net premiums 1994. Bob received sick pay for 8 months
an employee receives $58,000 in wages for a policy year, if the net premiums are (February 1994 through September 1994)
from an employer in 1994, and then re- ascertained during the calendar year. under a Cash County ordinance that provides
ceives $3,000 of sick pay, only the first Also, see Example of Figuring and Re- benefits for county employees injured in work-
$2,600 of the sick pay is subject to social porting Sick Pay, later. related accidents. Cash County’s ordinance is
security tax. All of the sick pay is subject entirely separate and distinct from the general9) Accident or health insurance payments
to Medicare tax. None of the sick pay is workers’ compensation law of State S.unrelated to absence from work. These in-
subject to FUTA tax. See Example of Fig- Under Cash County’s ordinance, an em-clude payments for:
uring and Reporting Sick Pay, later. ployee temporarily injured in the line of duty is

a) Permanent loss of a member or func- entitled to sick pay for a period of up to 125) Payments made, on account of sickness tion of the body, months. The payments are equal to 75% of theor accident disability, more than 6 calen-
employee’s regular salary payments duringb) Permanent loss of the use of a memberdar months after the last calendar month
the last full month of employment before theor function of the body, orin which the employee worked. For exam-
job-related injury. The payments are not basedple, if the employee’s last day of work was c) Permanent disfigurement of the body, on the employee’s age or years of service orDecember 11, 1993, payments of sick pay but only if the payments are based on the na- employee contributions. The payments aremade after June 30, 1994, are not subject ture of the injury and not the period the em- made by a third-party insurance company thatto social security, Medicare, or FUTA tax. ployee is absent from work. See Example of is not an agent of Cash County. During the pol-If the employee returns to work for one Figuring and Reporting Sick Pay, later. icy year of Bob’s injury, Cash County paidday on February 19, 1994, the 6-month
100% of the insurance premiums. Thus, theperiod would begin again, and only those Reliance on information supplied by the plan is not a ‘‘contributory plan.’’payments made after August 31, 1994, employer.  To determine the amounts not The payments under Cash County’s ordi-would not be subject to these taxes. subject to employment taxes, the third party nance are paid under a statute ‘‘in the nature

6) Payments received under a workers’ may need to request information from the em- of a workers’ compensation act.’’ Therefore,
compensation law. However, this excep- ployer relating to some of the exceptions listed the payments are excludable from gross in-
tion does not apply to payments to state earlier. Unless the third party has reason not to come and are not subject to income tax with-
and local government employees under a believe the information, the third party may rely holding. However, because the payments are
statute in the nature of a workers’ com- on it as to the following items: not paid under the general workers’ compen-
pensation act, even though these pay- sation law of State S, the February through1) The total wages paid by the employer to
ments are exempt from income tax and in- July payments are subject to social securitythe employee during the calendar year,
come tax withholding. See Workers’ tax, if the applicable wage base has not been2) The last month in which the employeecompensation paid to state and local gov- exceeded, and Medicare tax. The insuranceworked for the employer, andernment employees, later. company may transfer to Cash County the lia-

3) The employee contributions to the sick-7) Payments of medical and hospitalization bility for the employer part of these taxes under
pay plan made with after-tax dollars.expenses of employees, spouses, and the same rules that would apply if Cash

dependents, and insurance premiums for County were a private employer.
The third party should not rely on state-this coverage, if paid under a definite plan

ments regarding these items made by theor system (defined earlier).
employee.8) Payments, or parts of payments, attributa- Income Tax Withholding

ble to employee contributions  to a sick-
Workers’ compensation paid to state andpay plan made with after-tax dollars. on Sick Pay 
local government employees.  State and lo-(Contributions to a sick-pay plan made on

The requirements for income tax withholdingcal government employees, such as police of-behalf of employees with employees’ pre-
on sick pay and the methods for figuring it dif-ficers and firefighters, sometimes receive pay-tax dollars under a cafeteria plan are em-
fer depending on whether the sick pay is paidments due to injury in the line of duty under aployer contributions.)
by:statute that is not the general workers’ com-Group policies rule. Special rules ap-

pensation law of a state. If the statute limitsply to situations in which both the em- 1) The employer,
benefits to work-related injuries or sicknessployer and the employees contribute to a 2) An agent of the employer (defined ear-and does not base payments on the employ-group insurance policy. If, at the beginning lier), oree’s age, length of service, or prior contribu-of the calendar year in which sick pay is
tions, the statute is ‘‘in the nature of’’ a work- 3) A third party that is not an agent.paid, the net cost for group insurance cov-
er’s compensation act. Payments under theerage for 3 or more policy years is known,
statute are not subject to FUTA tax or federal Liability for the withheld income tax is de-the part of the sick pay attributable to em-
income tax withholding, but they are subject to termined under the same rules that apply toployer contributions is determined by mul-
social security and Medicare taxes to the same withheld employee social security and Medi-tiplying the sick pay by a fraction. The nu-
extent that the employee’s regular wages are care taxes. See Social Security, Medicare andmerator of the fraction is the net premiums
subject to social security and Medicare taxes. FUTA Taxes on Sick Pay, earlier.contributed by the employer for the last 3
State and local government employers shouldpolicy years. The denominator is the net
not rely on any prior guidance indicating thatpremiums contributed by the employer Employer or employer’s agent.  Sick pay
payments under a statute ‘‘in the nature of’’ aand all employees for those years. paid by the employer or the employer’s agent
workers’ compensation act are exempt fromIf the net premiums for group coverage is subject to mandatory income tax withhold-
social security and Medicare taxes.for 3 or more policy years are not known at ing. An employer or agent paying sick pay gen-

the beginning of the calendar year, but are Example.  State S entered into an agree- erally determines the income tax to be with-
known for at least 1 policy year, the deter- ment under section 218 of the Social Security held based on the employee’s Form W–4. The
mination is made by using the net premi- Act, under which social security coverage is employee cannot choose how much will be
ums for the coverage that are known at provided for many employees of State S, in- withheld by giving the employer or agent a
the beginning of the calendar year. If the cluding all employees of Cash County. Wages Form W–4S. Sick pay paid by an agent is
net premiums for the coverage are not paid to employees covered under the section treated as supplemental wages. If the agent
known at the beginning of the calendar 218 agreement are subject to social security does not pay regular wages to the employee,
year for even 1 policy year, the determina- and Medicare taxes. the agent may choose to withhold income tax
tion is made by using either (1) a reasona- Bob, an employee of Cash County, was in- at a flat 28% rate, rather than at the wage with-
ble estimate of the net premiums for the jured in a job-related accident on January 26, holding rate.
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Third party not an agent.  Sick pay paid by a taxes must be deposited under the same rules 7) Any amount not subject to federal income
third party not an agent of the employer is not that apply to deposits of taxes on regular wage tax because the employee contributed to
subject to mandatory income tax withholding, payments. See Circular E for information on the sick-pay plan (box 13).
but an employee may elect to have income tax the deposit rules.
withheld by filing Form W–4S with the third This section also explains how sick pay In this situation, the employer has no tax
party. should be reported on Forms W–2, W–3, 940, responsibilities for sick pay.

and 941. For additional information coveringIf Form W–4S has been filed, the third party
specific line numbers and box numbers onshould withhold income tax on all payments of Liability Transferred these forms, see Completing Forms 941, W–2,sick pay made 8 or more days after receiving

Generally, if a third party satisfies the require-and W–3, later.the form. The third party may, at its option,
ments for transferring liability for the employerwithhold income tax before 8 days have
part of the social security and Medicare taxespassed. Employer or agent of employer.  If the em-
and for the FUTA tax, the following rules apply:The third party may allow the employee to ployer or agent of the employer (defined ear-

choose to have either a specific percentage lier) makes sick pay payments, the employer
Deposits.  The third party must make deposits(with a minimum of 10%) or a specific whole deposits taxes and files Forms W–2, W–3,
of withheld employee social security and Medi-dollar amount withheld from sick pay. How- 940, and 941 under the same rules that apply
care taxes and withheld income tax using itsever, if the requested withholding would re- to regular wage payments.
own name and EIN. The employer must makeduce any net payment below $10, the third However, the agreement between the par-
deposits of the employer part of the social se-party should not withhold any income tax from ties may require the third-party agent to carry
curity and Medicare taxes and the FUTA taxthat payment. The minimum whole-dollar out responsibilities that would otherwise have
using its own name and EIN. In applying theamount that the employee can specify is $20 a been borne by the employer. In this situation,
deposit rules, the employer’s liability for theseweek. the third-party agent should use its own name
taxes begins upon receiving the third party’sIf a particular payment is less than or and EIN (rather than the employer’s name and
notice of sick pay payments.greater than a regular payment, the amount EIN) for the responsibilities it has assumed.

withheld must be in the same proportion to the
Form 941.  The third party and employer mustparticular payment as the regular withholding Third party.  The rules for a third party that is
each file Form 941. Line 9 of each Form 941is to a regular payment. For example, if $25 is not an agent of the employer depend on
must contain a special adjusting entry for so-withheld from a regular full payment of $100, whether liability has been transferred as dis-
cial security and Medicare taxes. These en-then $20 should be withheld from a partial pay- cussed under Social Security, Medicare, and
tries are required because the total tax liabilityment of $80. FUTA Taxes on Sick Pay, earlier.
for social security and Medicare taxes (em-To figure the due dates and amounts of its
ployee and employer parts) is split betweenAmounts not subject to income tax with- deposits of employment taxes, a third party
the employer and the third party.holding.  The following amounts, whether should combine:

Employer. The employer must includepaid by the employer or a third party, are not
1) The liability for the wages paid to its own third-party sick pay on lines 2, 6a, and 7 ofwages subject to income tax withholding.

employees, and Form 941. After completing line 8, the em-
1) Payments received under a workers’ ployer subtracts on line 9 the employee social2) The liability for payments it made to all

compensation law or a statute in the na- security and Medicare taxes withheld and de-employees of all its clients. This does not
ture of a workers’ compensation act. posited by the third party. The employer entersinclude liability that has been transferred

2) Payments, or parts of payments, attributa- the sick pay amount on line 9 and in the spaceto the employer.
ble to employee contributions made to a provided on the left. If line 9 includes adjust-
sick-pay plan with after-tax dollars under ments unrelated to sick pay, the employer
the rules discussed earlier under shows those amounts in the spaces provided,Liability Not Transferred Amounts not subject to social security, and the total is shown in the line 9 box on the

If the third party does not satisfy the require-Medicare, or FUTA tax. right. (See Figure 1, later.)
ments for transferring liability for FUTA tax and Third party. The third party must include3) Accident or health insurance payments the employer’s part of the social security and on Form 941 the employee part of the socialunrelated to absence from work explained Medicare taxes, the third party reports the sick security and Medicare taxes (and income tax,earlier under Amounts not subject to so- pay on its own Forms 940 and 941. if any) withheld by the third party. The thirdcial security, Medicare, or FUTA tax. The third party must deposit social secur- party does not include on line 2 any sick pay
ity, Medicare, FUTA, and withheld income4) Amounts received by an employee, paid as a third party, but does include on line 3
taxes using its own name and EIN. The thirdspouse, or dependent under an accident any income tax withheld. On line 6a, the third
party must give each employee to whom it paidor health plan as a reimbursement of party enters the total amount the third party
sick pay a Form W–2 by January 31 of the fol-medical expenses. (Note: A reimburse- paid subject to social security taxes. This
lowing year. The Form W–2 must include thement of medical expenses may be subject amount includes both wages paid to its own
third party’s name, address, and EIN; the em-to federal income tax if the expenses were employees and sick pay paid as a third party.
ployee’s name, address, and social securitydeducted on the employee’s income tax The third party completes line 7 in a similar
number; and the following information:return for a prior year. See Publication manner. On line 9, the third party subtracts the

502, Medical Expenses.) part of the social security and Medicare taxes1) The sick pay the employee must include
the employer must pay. The third party entersin income (box 1),5) Payments made to the employee’s estate
the sick pay amount on line 9 and in the spaceor survivor at any time after the employ- 2) Any federal income tax withheld from the
provided to the left for sick pay. If line 9 in-ee’s death. sick pay (box 2),
cludes adjustments unrelated to sick pay, the

3) The sick pay subject to employee social third party shows those amounts in the spaces
security tax (box 3), provided and enters the total of all adjustments

in the line 9 box. (See Figure 4, later.)4) The employee social security tax withheldDepositing and from the sick pay (box 4),
Dummy Forms W–2 and W–3.  The thirdReporting 5) The sick pay subject to employee Medi- party must prepare ‘‘dummy’’ Forms W–2 and

care tax (box 5), a ‘‘dummy’’ Form W–3. These forms do not re-This section discusses who is liable for depos-
flect sick pay paid to individual employees, butiting social security, Medicare, FUTA, and 6) The employee Medicare tax withheld (box
instead show the combined amount of sick paywithheld income taxes on sick pay. These 6),
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paid to all employees of all clients of the third 3) The sick pay the employee must include For the policy year in which the car acci-
party. The dummy forms provide a means of in income (box 1), dent occurred, Alan paid a part of the premi-
reconciling the wages shown on the third ums for his coverage, and Edgewood paid the4) Any federal income tax withheld from the
party’s Form 941. However, see Optional Rule remaining part. The plan was, therefore, asick pay (box 2),
for Form W–2, later. ‘‘contributory plan.’’ During the 3 policy years

5) The sick pay subject to employee socialThe third party fills out the dummy Form before the calendar year of the accident,
security tax (box 3),W–2 as follows (See Figure 5, later). Edgewood paid 70% of the total of the net pre-

miums for its employees’ insurance coverage,6) The employee social security tax withheldBox b – the third party’s EIN.
and Edgewood’s employees paid 30%. Nofrom the sick pay (box 4),

Box c – the third party’s name and part of the premiums was paid with pre-tax dol-7) The amount of sick pay subject to em-address. lars under a cafeteria plan.ployee Medicare tax (box 5),
Social security and Medicare taxes.  NoBox e – ‘‘Third-party sick pay’’ in place of

8) The employee Medicare tax withheld (box part of the $5,000 lump-sum payment for lossthe employee’s name.
6), of the eye is included in wages for social secur-

Box 1 – total sick pay paid. ity and Medicare tax purposes, because the9) Any amount not subject to federal income
Box 2 – any federal income tax withheld payment was determined according to thetax because the employee contributed to

from the sick pay. type of injury and qualifies as a payment unre-the sick-pay plan (box 13, enter Code
lated to absence from work. For social security‘‘J’’).Box 3 – the sick pay subject to employee
and Medicare tax purposes, wages are $8,400social security tax.
($2,000 per month × 70% = $1,400 wages perForm 940.  The employer, not the third party,

Box 4 – employee social security tax with- payment; $1,400 × 6 months = $8,400 totalmust prepare Form 940 for sick pay.
held from sick pay. wages). Only the six $2,000 checks received

by Alan from January through June are in-Box 5 – the sick pay subject to employee Optional Rule for Form W–2 
cluded in the calculation. The check receivedMedicare tax. The third party and the employer may choose by Alan in July (the seventh check) was re-

to enter into a legally binding agreementBox 6 – the employee Medicare tax with- ceived more than 6 months after the month in
designating the third party to be the employer’sheld from the sick pay. which Alan last worked (December 1993).
agent for purposes of preparing Forms W–2 Of each $2,000 payment Alan received,
reporting sick pay. The agreement must spec-The third party attaches the dummy Form 30% ($600) is not subject to social security
ify what part, if any, of the payments under theW–2 to a separate Form W–3, of which only and Medicare taxes because the plan is con-
sick-pay plan is excludable from the employ-boxes b, e, f, g, 1, 2, 3, 4, 5, 6, 13, and 14 are tributory and Alan’s after-tax contribution is
ees’ gross incomes because it is attributable tocompleted. The third party makes no entry in considered to be 30% of the premiums during
their contributions to the plan. If the partiesbox 15 of Form W–3. (See Figure 7, later.) The the 3 policy years before the calendar year of
enter into an agreement, the third partyemployer provides information in box 15 of its the accident.
prepares the actual Forms W–2, not dummyForm W–3. FUTA tax.  No part of the $5,000 lump-sum
Forms W–2 as discussed earlier, for each em- payment is included in wages for FUTA tax
ployee who receives sick pay from the thirdSick-pay statement.  The third party must fur- purposes. FUTA wages are $7,000. (The total
party. If the optional rule is used:nish the employer with a sick-pay statement by wages of $8,400, calculated in the same man-

January 15 of the year following the year in 1) The third party does not provide the em- ner as for social security and Medicare taxes,
which the sick pay was paid. The statement ployer with the sick-pay statement de- exceed the FUTA contr ibution base of
must show the following information about scribed earlier, and $7,000).
each employee who was paid sick pay: Income tax withholding.  No part of the2) The employer (not the third party)

$5,000 lump-sum payment is subject to in-1) The employee’s name, prepares dummy Forms W–2 and W–3.
come tax withholding. Of each $2,000 pay-These dummy forms are needed to recon-2) The social security number of the em- ment, $1,400 ($2,000 × 70%) is subject to vol-cile the sick-pay shown on the employer’sployee (if social security, Medicare, or in- untary income tax withholding at the 15% rateForm 941.come tax was withheld), requested on Form W–4S. Therefore, $210

3) The sick pay paid to the employee, was withheld from each payment.
Liability transferred.  For the first 64) Any federal income tax withheld,

months following the last month in which Alan
5) Any employee social security tax with- Example of Figuring worked, Key is liable for social security, Medi-

held, and care, and FUTA taxes on any payments thatand Reporting Sick Pay constitute taxable wages. However, Key may6) Any employee Medicare tax withheld.
shift the liability for the employer part of the so-Alan, an employee, was seriously injured and
cial security and Medicare taxes (and for thelost an eye in a car accident on January 1,Form W–2.  The employer must generally pre-
FUTA tax) during the first 6 months by with-1994. Alan’s last day of work was Decemberpare Forms W–2 for the sick pay, but see Op-
holding Alan’s part of the social security and30, 1993. The accident was not job-related.tional Rule for Form W–2,  later. The employer
Medicare taxes, timely depositing the taxes,Key, an insurance company that was notmay either combine the sick pay with other
and notifying Edgewood of the payments.an agent of the employer, paid Alan $2,000wages and prepare a single Form W–2 for

If Key shifts liability for the employer part ofeach month for 10 months, beginning in Janu-each employee or may prepare separate
the social security and Medicare taxes toary 1994, and ending in October 1994. InForms W–2 for each employee, one reporting
Edgewood and provides Edgewood with aMarch 1994, Alan received a lump-sum ofsick pay and the other reporting regular
sick-pay statement, then Key does not prepare$5,000 from Key as compensation for the losswages. A Form W–2 must be prepared even if
a Form W–2 for Alan. However, Key must pre-of the eye. This payment was determined ac-all the sick pay is nontaxable. All Forms W–2
pare dummy Forms W–2 and W–3. Key andcording to the type of injury and qualifies as amust be given to the employees by January
Edgewood must each prepare Form 941.payment unrelated to absence from work, as31.
Edgewood must also prepare Forms W–2,discussed earlier. Alan filed a Form W–4S withThe Form W–2 filed for the sick pay must
W–3, and 940. See Completing Forms 941,Key, requesting 15% federal income tax with-include the following information:
W–2, and W–3, later.holding. Alan received no payments from

1) The employer’s name, address, and EIN, Edgewood, his employer, from January 1994 As an alternative, the parties may use the
2) The employee’s name, address, and through October 1994. Alan returned to work optional rule described under Optional Rule for

SSN, in November 1994. Form W–2, earlier. Under this rule, Key
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prepares Form W–2 even though liability for second, third, and fourth quarters. In the first Third party (Ajax).  On Form 941 (Figure
the employer part of the social security and quarter of 1994, Cedar paid $50,000 in social 4) for the first quarter, Ajax reports on line 2 the
Med icare  taxes  has  been  sh i f ted  to security and Medicare wages. $30,000 total wages subject to withholding it
Edgewood. Also, Key does not prepare a sick- Ajax Company, the third party (Ajax), paid paid its employees. Because Ajax paid
pay statement, and Edgewood, not Key, Tracy $5,000 of sick pay during the first quar- $50,000 in sick pay to employees of its clients,
prepares the dummy Forms W–2 and W–3 re- ter. Ajax withheld income taxes and the em- Ajax reports $80,000 of taxable social security
flecting the sick pay shown on Edgewood’s ployee part of social security and Medicare wages on line 6a and $80,000 of taxable Medi-
Form 941. taxes from the $5,000. Ajax deposited these care wages on line 7. Because Ajax trans-

Liability not transferred.  If Key does not taxes and gave timely notice of the wages paid ferred the employer tax liability to its clients,
shift liability for the employer part of the social on which the taxes were withheld and depos- Ajax adjusts social security and Medicare
security and Medicare taxes to Edgewood, ited. By taking these steps, Ajax transferred taxes by $3,825 on line 9. Ajax also adjusts theKey must prepare Forms W–2 and W–3 as the employer tax liability to Cedar. $2,000 overpayment for the third quarter ofwell as Forms 941 and 940. In this situation, During 1994, Ajax paid its employees 1993 on line 9. Ajax details this adjustment onEdgewood does not report the sick pay. $120,000 in social security and Medicare Form 941c (not shown), which Ajax attaches toPayments received after 6 months.  The wages. Ajax paid $200,000 of sick pay to em- Form 941. The adjustment for the prior quarterpayments received by Alan in July through Oc- ployees of its clients. In the first quarter of

is shown in the space for ‘‘Other’’ and total ad-tober are not subject to social security, Medi- 1994, Ajax paid $30,000 in social security and
justments are shown in the box for line 9.care, or FUTA taxes, because they were re- Medicare wages to its employees and $50,000

After the end of the year, Ajax prepares aceived more than 6 months after the last of sick pay to employees of its clients (includ-
dummy Form W–2 (Figure 5) to report all sickmonth in which Alan worked (December ing the $5,000 to Tracy).

1993). However, Key must continue to with- pay it paid employees of its clients in 1994. ItDuring the first quarter of 1994, Ajax ascer-
hold income tax from each payment because prepares two Forms W–3, one for its own em-tained that it had overpaid social security taxes
Alan furnished Key a Form W–4S. Also, Key ployees (Figure 6) and one for the dummyby $2,000 for the third quarter of 1993.
must prepare Forms W–2 and W–3, unless it Form W–2 (Figure 7).The optional rule for Form W–2 (discussed
has furnished Edgewood with a sick-pay state- earlier) is not used. Ajax and Cedar complete
ment. If the sick-pay statement was furnished,

Forms 941, W–2, and W–3 as follows: Third party does not transfer liability to em-then Edgewood must prepare Forms W–2 and
Employer (Cedar).  On Form 941 (Figure ployer (not illustrated).  The employer re-W–3.

1) for the first quarter, Cedar reports $55,000 ports on Form 941 only the wages it paid to its
in total wages subject to withholding on line 2. employees. The employer does not include on
This figure includes the $5,000 in sick pay Ajax lines 2, 6a, and 7 the sick pay the third party
paid to Tracy. However, because Ajax with-Completing Forms 941, paid to the employees.
held and deposited Tracy’s part of social se- The third party includes on lines 2, 6a, andW–2, and W–3 curity and Medicare taxes ($382.50) on the 7 of Form 941 the sick pay paid to the insured
$5,000, Cedar reports an adjustment to theseThis section illustrates the completion of forms employees.
taxes by entering $382.50 on line 9 and in thewhen the third party transfers the social secur- The employer and the third party must
space marked ‘‘Sick Pay’’ at the left.ity and Medicare tax liability to the employer. It each issue a Form W–2 to each employee who

By January 31, 1995, Cedar issues a Formalso explains how the forms are completed if received wages from the employer and sick
W–2 (Figure 2) to Tracy. The form combinesthe liability is not transferred. pay from the third party. The employee’s Form
the $20,000 of wages Cedar paid her and the

W–2 from the employer reflects only the$5,000 of sick pay Ajax paid her. It also com-Third party transfers liability to employer.
wages paid and taxes withheld by the em-bines the taxes withheld by both companies.During 1994, Cedar Company, the employer
ployer. The Form W–2 from the third party re-On its Form W–3 (Figure 3), Cedar shows the(Cedar), paid its employees $250,000 in social
flects only the sick pay paid and the taxes with-income tax withheld by Ajax on Tracy’s sicksecurity and Medicare wages. Included in this
held by the third party.figure is $20,000 paid to Tracy Terry during the pay (box 15).

Page 6



Page 7



Page 8



Page 9



Page 10



Page 11



Page 12


