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Summary of
IRS and Commonwealith of Kentucky Memorandum of Agreement on
FICA and Medicare Contribution Compliance

In a December 3, 1986 letter the Commonweaith of Kentucky requested a ruling
from the IRS to determine the taxable base on which Kentucky then calculated the
FICA tax each employee paid into Social Security (the calculation was based on
1983 Kentucky statutes).

The Commonwealth indicated that since a percentage is automatically deducted
from employees’ wages, which the state then contributes in aggregate to the
different retirement funds on behalf of the employees, this amount should be exempt
from wages for FICA calculation purposes. This primarily impacts employees of
these retirement systems".

Kentucky Employee Retirement System (KERS)
County Employee Retirement System (CERS)
State Police Retirement System (SPRS)
Kentucky Teacher Retirement System (KTRS)
Legislators’ Retirement System

Judicial Retirement System
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The IRS issued a private letter ruling dated February 2, 1987 exempting the pension
contribution amount from wages for FICA purposes for employees of the afore
mentioned retirement plans. Therefore, since 1287 the Commonwealth has based
FICA taxes for employees on 95% instead of 100% of wages (on average,
employees contribute 5% to retirement"). That is, employees paid less FICA taxes
over the years because the calculation was based on 95% of their wages.

Based on federal statute changes and the Tenth Circuit of United States Court of
Appeals ruling in Public Employees Retirement Board v. Shalala, in May 2014, the
IRS notified Finance and Personnel Cabinet representatives that the retirement
contribution amount is indeed to be included in FICA taxable wages, requiring that
all wages be taxable (except for cafeteria plan withholdings).

The IRS required that Kentucky prepare a reasonable plan to change the treatment
of the pension contributions to bring the state into compliance for calculating FICA
and Medicare contributions prior to January 1, 2016.

Through a series of negotiations, the Commonwealth resclved this dispute by first
assuring that no past liability would be owed by government agencies and second,
that the new calculation would be effective January 1, 2017 to give agencies
adequate time to plan for budgeting purposes, make changes to payroll systems,
and communicate effectively with all impacted employers and employees.
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« Effective January 1, 2017, the only allowable deduction from gross wages to
calculate the tax will be cafeteria plan withholdings (i.e. health insurance, flex
spending accounts).

e The settlement affects all governmental employers in the various retirement plans,
including the Executive, Legislative and Judicial Branches of state government, 8
universities, KCTCS, and 1,471 county, city and local school districts. The state
estimates that the additional annual cost will be approximately $5.7 million for state
government agencies alone.

« Both employers and employees will have to pay the increased amount. An example
of the increased cost is attached. Note that for employees who participate in Social
Security, the additional contributions will positively impact Social Security benefits
upon retirement.

I Governmental employers can opt to sign a Section 218 agreement that means employees will be covered by Social Security.
Section 218 is from the 1951 federal legislation establishing Social Security.

i Employee contribution percentages vary based on system, classification, tier and date-of-hire. For example KERS: Tier 1= 5%,
Tiers 2 & 3=6%. KERS Hazardous: Tier 1=8%, Tiers 2 & 3=9%. KTRS: 12.855% + Medicare rate.
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