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- §1C.01 INTRODUCTION ;
Compensation clawbacks have long been a key enforcement tool of corporate ;
‘ govemance A clawback policy embodies the employer’s right to recover compensa-
tion paid to an employee. Traditionally, clawbacks have been used to punish bad -
behav1or For example, typical corporate policies have provided for recoupment of
bonuses or severance pay upon an executive’s breach of a non-competition, non-
-~ solicitation or confidentiality agreement, upon conduct that is illegal unethical or
fdlsloyal or upon acts that are injurious to the financial or reputational health of the

company. Some clawback polices are. tnggered by behav1or as broadly defined as
“breach of company policy.”

But recent bonus recouprnent pohcres have reached well beyond the tradrtronal‘
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realm of bad boy clawbacks. In response to corporate scandals of the last dozen years,
Congress has weighed in to require clawbacks in a growing number of situations
~affecting a widening circle of executives. Section 304 of the Sarbanes Oxley Act of
" 2002 requires the CEO and CFO of a publicly traded corporation to disgorge certain
bonuses following an earnings restatement caused by material noncompliance with
financial reporting laws.! The SEC has successfully argued in federal district court that
" -Section 304 applies even when the CEO and CFO are themselves blameless of
. personal wrongdoing.?

In 2010, Congress further expanded the reach of no- fault clawbacks by enactlng
Section 954 of the Dodd-Frank Wall Street Reform and Consumer Protection Act.3.
Section 954 requires every publicly traded company to develop a clawback policy. The

“policy must provide that, upon a material financial restatement, the company will
“recover from every current and former executive officer any incentive-based compen-
sation paid in the three year period preceding the restatement. The clawback is
measured as the excess of the amount paid over the amount that would have been paid
absent the erroneous financial information. The clawback applies regardless of
personal wrongdoing. The SEC has as yet issued no guidance on Dodd-Frank
- clawbacks, leaving many key questions unanswered as to their reach. Will clawbacks
apply retroactively to bonuses paid before the policy is in place? Who is an executive
officer? How will clawbacks be measured for equity compensation? -

The rapid expansion of no-fault clawbacks throws a spotlight onto the complex and
uncertain tax treatment of bonus repayments for affected executives. Before, the costs
and risks of this murky tax law were borne only by misbehaving executives punished
- for corporate wrongdoing. But Dodd Frank and similar corporate policies now extends
the reach of clawbacks to an as yet undefined class of executive officers, without
regard to blame, value to the company, or personal conduct. With an eye to these
employees, the employer may wish to consider the tax treatment of compensation
~clawbacks, and design its clawback policy, as well as its tax reporting and withholding
policy, so as to minimize tax risk and tax pain for these employees. This article is

intended to set forth the multiple tax issues raised by clawbacks and the practical
_solutions for addressing them.

‘ §1C.02 SUMMARY OF DISCUSSION

Because this article is somewhat lengthy and complex, and many readers will be
seeking a practical bottom line, we here summarize the many tax issues raised by

1 July 30, 2002, 107 P.L. 204, Title 111, § 304, 116 Stat. 745.
2 SEC v. Jenkins, 718 F. Supp. 2d 1070 (D. Ariz. 2010).

3 Section 10-D of the Securities Exchange Act of 1934, as added by section 954 of the Dodd—Frank
Wall Street Reform and Consumer Protection Act (P.L. 111-203)
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clawbacks, and their solutlons Section 1C.04 (“Conclus1ons”) repeats this exercise.

Repayment of same ___\anr ’s_compensation. Section ‘1C.03[1] sets forth the tax
- treatment of clawbacks applied to compensation receive in the same year. If repayment
occurs in the same year as the original payment, the original payment is treated for tax =
purposes as never paid. The repayment is excluded from the wages and gross income
reported on the W-2. This wage and income exclusion applies whether repayment is
- held-back from other compensation or tendered d1rectly from employee to employer.

~ Repayment of prior year’s compensation. If the employee repays compensation paid
ina prior year, the employee may not amend his tax return filed for the year of the
original payment. Moreover, the IRS takes the position under Revenue Ruling 79-311
that the employer must include the repayment in the gross income and wages reported
on the employee’s W-2 for the repayment year; the repayment may not be netted from
income and wages. The employee is accordingly subject to income and FICA taxes on
~ income and wages ultimately relinquished. The employee may generally reduce the
income tax on the relinquished payment by claiming the repayment as an itemized
“deduction, subject to the 2%-floor for miscellaneous itemized deductions, and the
~ alternative minimum tax (AMT), In some circumstances, the employee may be made
entirely whole for income taxes paid by claiming relief under section 1341.

Section 1C.03[2] addresses three issues arising generally with respect to the tax
- treatment of all clawbacks: The first issue (discussed at section 1C.03]2][e]) is the
availability of Section 1341 relief. The IRS’s confused and inconsistent rulings on
section 1341 relief makes the IRS somewhat uncertain. By contrast, the same-
circumstances test applied by case law (and some IRS rulings) should allow section
1341 relief for most clawbacks.

The second issue (at section 1C. 03{2][ﬂ) is whether the gross income-inclusion
approach of Revenue Ruling 79-311 is required for all clawbacks, especially for those

- enforced by being deducted or “set off” from other compensation payable to the

employee (rather than tendered directly by the employee via check or cash). Th1s
question may be of interest to employers seeking to avoid the multiple tax
uncertainties arising for affected employees as to the deduct1b111ty of clawbacks.
Surprisingly, while the gross income-inclusion approach of Revenue Ruling 79-311 is
safe, it is not entirely clear that it is required. Instead, when a clawback is deducted or
setoff from other compensation, the employer is arguably permitted to report the
remaining compensation on net basis, after set-off. It should be noted that the multiple -
tax uncertainties of the Revenue Ruling 79-311 approach all fall on the employee. By
contrast, the certainties of the alternative, tax netting approach fall on the employer; if
the IRS disagrees, the employer will have failed to fulfill any withholding obligations
- on the set-off amount. Many employers and their advisors will wish to skip this
discussion, and turn to the ‘many special issues summarized immediately below.

- Section 1C. 03[2] [g] summarizes the employer’s tax treatment and proxy dlsclosure

(Ré12011-10/2011 . Puh.1646)
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~ reporting obligations under regulation S-K ansmg when compensation is recouped via
clawback.

o Retroactlveclawbacks-——s_pecial issues. Some companies may wish to apply their

~“new clawback policies, or broaden an existing policy, retroactively to compensation

first paid in a year before the year the clawback policy was adopted (or broadened).
- Section 1C.03[3] discusses whether the employee may claim a deduction for these
retroactive cl‘awbacks.‘ We conclude that—despite some troublesome authorities—the
employee can likely claim an itemized deduction under section 162 or 165(c)(1).
Somewhat more problematic is whether the make-whole deduction under section 1341
is available for retroactive clawbacks. The current IRS position is not entirely clear and
- might possibly preclude section 1341 relief. Under the same-circumstances test of
__controlling case law however section 1341 should apply for many or most retroactwe

e clawbacks.

Bad boy clawbacks—special issues, Sectlon 1C. 03[4] discusses clawbacks 1mposed
“when an employee or former employee breaches an employment contract, severance ‘
agreement—for example, a covenant not to compete—or engages in other detrimental

- conduct Repayments under these bad boy clawbacks are deductible by the employee.
The availability of section 1341 is somewhat more doubtful. Again, the (apparently
current) IRS standard would arguably deny section 1341 treatment, while under
controlling case law section 1341 should apply. In rare and egregious situations, where

‘the clawback is triggered by criminal behavior, the “claim of wrong” rule may

-~ preclude section 1341 relief. : ‘

Retirees and other former e __ployees—specml issues. Section’ 1C. 03[5] discusses
clawbacks enforced against former employees. While the authorities are sparse, former
employees should be able to deduct clawbacks under section 165(c)(1), and also claim
section 1341 treatment to the same extent as current employees.

. Section 409A—Special Issues. If the employer enforces a clawback by reducing
- compensation, and the compensation being reduced is nonqualified deferred compen-

- sation subject to section 409A, a potential 409A issue arises. While unclear, it is-
- possible that the set-off may implicate the substitution rule of 409A regulations. The

. safe way to avoid this potential section 409A pitfall is to include the set-off amounts

in the wages and gross income reported on the employee’s W-2 (or 1099), in -
compliance with Revenue Ruling 79-311. This issue and its safe solution addressed in
-Section 1C.03[6]. In addition, Section 1C. 03[6] discusses some conceptual holes in the: -

-409A substitution rule—a discussion that may be safely skipped by the practitioner .

seeking the practical side of this article.

- Employer stock—special issues. Section 1C.03[7] addresses clawbacks of bonuses

paid as employer stock or other property subject to section 83, in particular, issues
; raised by any apprematlon or deprec1at10n of the property since the date included in
- income. ~

(Rel. 2011-10/2011 . Pub;1646)



§ 1C.03[1] S NYU REVIEW OF"EMF"LO"YEE BEN‘EFITS o 1C-6

FICA taxes. Sectmn 1C. 03[8] addresses the procedures for av01d1ng double FICA -
 taxation on clawed back amounts, Spec1ﬁca11y, FICA taxes on the original payment—
both the employer’s and employee s share—can be recouped under IRS procedures for
mistaken ¢ ‘overpayments.” This is so even though the original payment was correct
when first made, and only later determined to be an “overpayment” via imposition of
- the clawback. The employee must repay the entire “overpayment”—the clawed back

: amount—-to the employer. It is not entirely clear whether the * ‘overpayment” amount

must be computed on a gross basis, or may be net of FICA taxes originally withheld.
Recent IRS guidance, however, suggests that repayment is permltted of the ongmal
‘ ‘payment net of the original FICA taxes. :

. Practical conclusmns What to do. Section 1C.04 summarizes the practical conclu-
~ sions for employers and their advisors attempting to fashion a comprehensive and

P enforceable policy for clawbacks and their correct tax treatment,

‘ : § 1C.03 DETAILED DISCUSSION
. [11 = Clawbacks of Sam‘e-Year Payments

In the rare case, compensation will be repaid in the same year as first paid. This case
is governed by the simplest rule. Under Revenue Ruling 79-311, the repaid amount is
excluded from gross income and wages, and so treated for tax purposes a if never
paid.* For example, assume a $100 thousand performance bonus paid January of 2012,
and repaid by December 2010. This treatment applies whether the repayment is offset
from other wages, or paid directly by the employee writing a check.

The IRS’s position on same-year repayments is based on the seminal cases of Couch
v. Commissioner and Russell v Commissioner® Following these two decisions, a long
line of cases has held that compensation repaid in the same year as paid is excluded
- from wages and gross income, and treated for tax purposes as if never paid. Later IRS
guidance has consistently followed the Couch Russel doctrine and Revenue Ruhng ‘
79-311 with respect to compensatlon repaJd in the same year as paid.® -

4 Reyenue Rulmg 79-311, 1979 2 CB 25. : k
5 Couch v. Commlssmner 1. BTA 103 {1924), acq. IV-1 €C.B. 1 (1925) Russel v, Conmusswner, 35

~ BTA602 (1937), acy.1937-1 C.B.22. For a detailed discussion of Cotich, Russel and their progeny, see - -

- Rosina B, Barker and Kevin P. O’Brien, “409A Failures: Correctmg With-and Wlthout Notice 2008-113,”
- Tax Notes August 10, 2009, 557, 571-574. -~

8 See also, e. g PLR 200044007 (July 26, 2000); PLR 9313015 (December 23 1992) (Under RR
79-311, lump sum relocation-advance repaid in samie:year excludable from gross income-and wages

reported-on employee’s W-2); PLR 8422130 (February 29, 1984} (when advances received by phy51c1ans
* and repaid to hospital by year's end to the extent it excess of guaranteed amounts, held, advances not
included in grossincome and wages reported on W-2 to the extent returned in-the same year as received
under Couch, Russel and Revenue Rulmg 79-311).

{(Rel. 2011-10/2011 Pub; 1646)
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{2] Clawbacks of Pnor-Year Payments

More typically, clawbacks will require repayment of compensatlon first pald in a
- prior year. Assume, for example that in 2009, the employer adopts a policy providing
for recoupment of performance bonuses paid for any year for which earnings are later
- restated. The employee receives a $100 thousand performance bonus. for 2010.
Assume that 2010 earnings are later restated, and the employee is forced to repay the
$100 thousand in 2012.
[a] Employee Cannot Amend Tax Return for Year of Payment
Even though the $100 thousand received and taxed in 2010 is restored to the
employer, the employee is not permitted to amend her 2010 tax return. The reason lies
in the longstanding “claim of right” doctrine. This doctrine provides that if a taxpayer
receives a payment “under a claim of right and without restriction as to its disposition,”

the payment is 1nclud1ble in gross income in the year recelved even if repaid in a later

" The claim of right doctrine does not apply for FICA tax purposes; the employee §
ability to adjust her 2010 FICA taxes is discussed in section G.

The claim of right doctrine apphes broadly. The employee in this example 18
- considered to have received the $100 thousand bonus under a “claim of right” even
though her original r1ght to the bonus was contingent because subject to a pre-existing -
~ clawback policy,® and even assuming the bonus was originally paid under a mutual

mistake of fact—say, a belief shared by all parties in good falth that 2010 earmngs
~were correctly stated.?

Although the employee may not adjust her taxes for the year of the ongmal
payment, she is generally permitted to reduce taxable ‘mcome for the year of
repayment. 10 The threshold question is how this reduction is computed. May the

employee offset the repayment for tax purposes from other wages payable by the

% ‘employer in the repayment year, so that wages and income reported on her W-2 are |

reported net of the repayment? Or is her gross pay reported as wages and income on
her W-2, and prior years’ taxes recouped, if at all, only if the employee can claim a
~ deduction for them? The answer may significantly affect the employee’s tax situation.

- 7 North American Oil Consolidated v. Burnet, 286 U.S. 417,424 (1932). ;
8 See, e.g.; McCormack v. Commiissioner, TC Memo 1987-11 (when advance fees received subjectto :
~contingent repayment obligation if payee fired by payor during two-year period, held, advance taxable
under claim of right); Phillipsv. Commissioner, T.C. 767, aff'd 238 F2d 473.(7th Cir 1956) (contingent
attorney’s fees taxable under claim of right,: even though change in law 'in- year of payment made
repayment likely in later year).

2 See, e.p., United States v. Lewis, 340 U S, 590 (1951),
10 James v. United States, 366 U.S. 213, 220 (U.S. 1961).

{Rel 201-10/201 1 - Pub.1646)
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Surprrsrngly, the answer 1is not entrrely clear and the authont1es not entlrely
consistent. Revenue Ruhng 79-311 sets forth the tax treatment of taxable advances
_repaid by the employee to the employer pursuant to an employment agreement, at the
termination of the employment relationship. Under Revenue Ruling 79-311, compen-
* sation in the repayment year is reported gross of (without netting) the repayment; the
employee recoups income taxes paid on the initial payment by claiming a deduction
~ (if available). If the payment year is still open, the employer initiates a FICA tax refund
- under Code section 6413 for both the employer and employee’s share FICA taxes paid
on the mmal payment.

It is not entirely clear, however, that Revenue Ruling 79-311 is mandatory when
repayments are held back or “set off” from other compensation payable in the
repayment year rather than being tendered by the employee by check or cash. When
repayment is by setoff, tax netting is arguably permitted. from other compensation
payable in the repayment year. Moreover, the very sketchy case law arguably supports
a nettmg approach in this case.

The following discussion details both the approach set forth in Revenue Ruling
79-311, and the alternative netting approach. The risk-averse employer and its
-advisors, of course, will prefer to follow the Revenue Ruhng 79-311 method set forth
in subsections (2) through (5). While this approach raises many questions, as will be
- seen, they affect the tax treatment of the employee only. by following Revenue Ruling

-79-311 the employer ensures that its own withholding obligations, if any, are satisfied
_ The alternative netting approach set forth in subsection (6) may be safely sklpped by
- those readers who wish to minimize tax uncertainty for the employer.

[b] Revenue Ruling 79-311: No Offset for Tax Reporting ‘Purposes‘

Revenue Ruling 79-311 sets forth the IRS position for repayments of compensation
first paid in a prior year. The repayment may not be offset or netted from the income
and wages reported on the employee"s W-2 for the later year of repayment. The
- employee recoups income taxes paid on the restored payment only by claiming a
deduction for the repayment. The IRS has applied Revenue Ruling 79-311 in numerous
_ rulings setting forth the tax treatment of repayments of prior years’ payments.i!

11 Revenue Ruling 79-311, 1979-2 CB 25 (when advances paid to employees exceeded earned -
. commissions, and were repaid upon termination of employment pursuant to contact agreement, held
when repayments made-in year after year advance first paid, employer may not report repayient as
-reduction from gross income and wages reported on employees” W-2s for the repayment year; employee
can claim ‘deduction for repayment under LR.C. § 162(a)(1), and can also claim credit for employee’s
share of -FICA ‘taxes withheld from advance, under Treas Reg. § 31.6413(a)-1(b)d)); GCM 36851
. (September 17, 1976) (GCM underlying Revenue Ruling 79-311; reaches same conclusions. but suggests -
that deduction:for repayment available under either 162(a) or 165(c)(1)); 2001 IRS CCA Lex1s 302 (June .
~ 15 2001) (when bonuses paid in-earlier year repard in later year pursuant to settlement of civil lmgatlon B

(Rel, 20111072011 Pub.i6d6)
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For example, assume that, in 2012, the employee in the above example repays the
- $100 thousand performance bonus first paid for 2010, and earns gross pay of $1
‘million, leaving her with net 2012 compensation of $900 thousand. Using the method
set forth in Revenue Ruling 79-311, her employer will report her Form W-2 income = -
~ and wages as $1 million, rather than the net $900 thousand. She may deduct the $100
thousand clawback to the extent permitted by section 162(a) or section 165(c)(1),
\ subject to the 2% floor, and the alternative minimum tax (AMT). She may avoid the
limitations of the 2% floor and AMT in some circumstances by claiming relief under
Section 1341

e} Itemized Deductlon—Avallablhty and Mechanics

- If the employer follows Revenue Ruling 79-311, the employee can recover income
taxes paid on the clawed back amount only by claiming an itemized deduction for the
repayment. Under what section is the deduction claimed? It is well established that a

_taxpayer can be in the trade or business of being an employee.12 An employee can thus
claim a deduction for repayments of earlier-paid compensation, either as an unreim- -
bursed business expense under section 162,*% or as a loss incurred in trade or business
under section 165(c)(1):** In any event, the question has no practical -significance,
since the same constraints apply to both sections?®

held, there is “no exclusion from income. in the year repaid”; employee can recoup taxes on previously :
received amounts only by claiming deduction for repayment); PLR 200044007 (July 26, 2000); PLR
9313015 (December 23,:1992) (when lump. sum relocation advance fepaid in later year upon voluntary
terfination according- to ‘agreement in force at time-advance paid, Jheld, répayment deductible -in
accordance with Revenue Ruling 79-311); PLR 9103031 (October 23, 1990) (where bonus overpayments
mistakenly paid to certain employees in one year, and repaid in the subsequent year by being back from
salary payments; held, nnder Revenue Ruling 79-311, the setoffs were included in the income and wages
~ reported on affected employees W-2 for the year, rather than excluded from Section 61 gross income;
affected empleyees could claim itemized deduction for held back amounts, subject | to 2% floor;-etc.).

2 o'Malley v, Commtssmner, 91 TC 352, 363-364 {1988).
13 Sew. eg., Adqms v Commissioner, 58 T.C. 41 (1972), Revenue Ruling 79-3 I

1% Soe ep. GCM 36851 tunderlying Revenue Ruling 79-311; reaches same conclusion but would
allow repayment to be deducted under either LR.C. § 162(a) or 165(a)(1)). Rev. Rul. 82-178; 1982-2 CB

- 59 (repaymient of severance by rehired employee, deductible under seetion 165(a2)(1) a5 a loss incurred it~

employee’s trade or business); Rev. Rul, 79:322, 1979-2 CB 76 (Held, amounts paid by Federal Employee

- repurchase sick leave pay received in an earlier year, deductible under section 165(a)(1)); Revenue Ruling
67-48 1967-1 CB 50 (when an employee who repaid wages received in earlier year as liquidated damages
for breach of a contract in effect when the wages were initially paid, held, repayment deductible under

. section 165); Rev. Rul. 2002-84, 2002-2 'CB 953, (When qualified pension plan makes erroneous
overpayment to retired employee; and employee repays direcﬂy in later year; held repayment is deductible
inder 165(a) because “the: amount of the plan overpayment is attributable to compensation for services
rendered to the employer.)

1514 addmon to sections 162‘ and 165(c)(1), some early case law appears to treat section 1341.as an

(Rel, 3011:1072011 - Pub.1646)
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 Whether clalmed under section 162 or 165(0)(1) the deduction may be taken only o
- “below the line,” as a miscellaneous itemized deduction under Code section 67. Either
deduction is subject to the 2% floor of section 67, and is a preference item for (i.e., is -
not a permitted deduction) the taxpayer’s alternative minimum tax.16 Accordingly, the
employee may be subject to significant double taxation on clawed back compensation,
even if the repayment is deductible, unless the employee can also claim relief under
section 1341. ~

[d] Section 1341 Relief—Mechanics
Section 1341 was enacted in response to perceived 1nequ1t1es of the clalm of nght
doctrine. Even if the taxpayer deducts a restored payment in the restoration year, the
deduction may not make him or her whole for income taxes paid. For example, if $100
is paid and taxed in a year when the taxpayer’s marginal rate is 50%, and repald and

deducted in a later year when his marginal rate is 25%, the taxpayer has paid income
tax of $25 on income ultimately rehnqulshed and is not made whole.

- Section 1341 provides make-whole rehef for the income tax paid on restored
payments, including relief from the 1mpact of changing marglnal tax rates. Section
1341 allows the repaying taxpayer to compute income tax in the repayment year as the
lesser of the tax computed by deducting the repayment for that year (Section
- 1341(a)@)), or the tax computed without the claiming the deduction, but reduced by
a tax credit equal to the income tax attributable solely to the payment in the taxable
year it was received (under Section 1341(a)(5)). When marginal tax rates are higher in
the payment year than in the repayment year, the tax credit computation is generally
more favorable; when lower in the payment year than in repayment year, the deduction
-computation is generally betterl?

Section 1341 relief allows the employee in our example to deduct the claw-back
without the hrmtatlons of the 2% floor and the AMT. This i is true whether she uses the
deduction prong of section 1341(a)(4), or the tax credit prong of section 1341(a)(5). In
computing the deduction under section 1341(a)(4), the repayment is excluded from
miscellaneous itemized deductions defined under section 67 and subJect to the 2%

floor,28 Because not a section 67 mlscellaneous itemized deduct1on the sect1on 1341

o independent ground for deducting repayments of amounts received in an earlier year. These: cases are:

incorrectly reasoned to this extent, because section 1341 is available only for repayments for which-a® .

deduction is already allowed under some other Code section. LR.C. § 1341(a)(2), U Sy Skelly 0il Co,
394 U.S. 678, 683 (1969). d

18 [R.C. § 56(b)(1)(A)G).

37 1t also complicates the terminology: Section 1341 is typlcally shorthanded as a “deductlon,
although, as may be seen here, it also operates as a credit,

18 LR.C. § 67(b)(9), Treas. Reg. § 1.67-1T(b)(14); SCA 1998-026.

(ReL, 20011:1072011 . Pub.1646)
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deduction it is nota preference item for purposes of the AMT.2® In computlng the tax.
credit under section 1341(a)(5), the employee recomputes income tax for the year of
initial payment, excluding the payment from income for that year. The IRS has
~explained that the section 1341(a)(5) credit applies for purposes all taxes under Title
I, including the AMT.2® The 2% floor of course does not apply, because the
~recomputation is an income echuswn rather than a deduction.

Section 1341 relief applies in full even if the tax reductlon in the repaymient year
exceeds the amount of taxes otherwise owed in that year. If the credit under section
. 1341(a)(5) exceeds taxes owed for the restoration year, the excess is a refundable
~ credit.? If the deduction under section 1341(a)(4) results in a net operating loss (NOL)

for the restoration year, regulatlons provide for NOL carryback and tax -credit
treatment.22 : : :

[e] - Is Section 1341 Relief Available for Clawbacks?

When claiming an itemized deduction for the clawback, the employee is made-
whole for income taxes only if section 1341 applies. Does it?

As we will show, the IRS position on this point is not clear. The likely answer is that
section 1341 relief generally applies, but uncertainty applies. Moreover, under the IRS

“position, section 1341 may not be available for clawbacks in situation when the o

repayment obligation arises after the initial payment This category includes, for
“example, “retroactive” = clawbacks of compensation paid before the clawback policy

‘was announced, and “bad boy” clawbacks triggered by post-payment breaches of
contract or company policy. By contrast, the very dlfferent test applied by the case law * -

: would allow section 1341 for most clawbacks.

[i] ~ Statutory Requirements for Sectlon 1341 Relief

- Section 1341 applies if three requirements are met: the repayment exceeds $3,000;
it “appeared” that the taxpayer had an unrestricted right to such amount in the year of
" receipt (section 1341(a)(1)); and it was “established after the close” of that year that
 the taxpayer “did not have an unrestricted right” to the item (section 1341(a)(2)).

 Section 1341 applies only to payments already deductible under another Code
- section. Thus, the employee first determines that the clawback would be deductible
under section 162 and 165, and only then may determine whether section: 1341 1se

B \avallable 23

19 {RC. § 56N DAD.
20 ESA 200129001 June 23, 2001.
<2 Tyeas, Reg: § L134141G).
22 Treas, Reg. § 1.1341-1(b)(1)(i) and (iii): e
23 LR.C. § 1341()(2); U.S. v Skelly Oil Co, 394 U.S. 678, 683 (1969).
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[u] IRS Requlrement “Apparent Right” Test

The IRS has long held that section 1341 applies to repayments only when the
taxpayer had an *“apparent” but not an “actual” right to the payment when received.
Both prongs must be satisfied. For example, Section 1341 relief does not apply to an
embezzler’s restitution of funds embezzled in a prior year, because he lacked even an
“apparent” right to the stolen funds.24

Applymg the d1st1nct10n between an “apparent” and actual” right, numerous IRS
rulings have held section 1341 does not apply when the taxpayer’s unrestricted right
“to income in the payment year was defeased only in a later year by a “subsequent
event.” The IRS reasons that in this case the taxpayer’s right in the year of payment
was “actual” rather than apparent and section 1341 does not apply.

- For example, Revenue Ruling 69-115 held that section 1341 does not apply when -
- an employee/sharcholder returns prior year’s salary pursuant to an agreement to
* restore compensation later determined by the IRS to be “unreasonable.” The ruling
reasons that the shareholder had an unrestricted right to the salary when received;
repayment was required only because of the IRS’s “subsequent: administrative
- determination the salary was unreasonable.?® Similarly, Revenue Ruling 67-48 held
that section 1341 does not apply to an employee’s repayment of prior year’s wages as
l1qu1dated damages for contract breach in a later year. The ruling reasons that the
employee’s right to the wages was unrestricted in the year of receipt, and defeased only
by the subsequent breach.26 Numerous other rules illustrate the IRS position that the
section 1341 does not apply when the repayment obligation is caused by an event.
subsequent to the year of the original payment?”

24 Rev. Rul. 65-254, C.B. 1965-2, 50.

25 Revenue Ruling 69-115, 1969-1 CB 50 (¢émployee/sharcholder who returned earlier years’ salary to
the employer (i.e., the corporation of which he was a shareholder) pursuant to an ‘agreement, in effect
when the salary was paid, that the salary-would be repaid if later determined by IRS o be nondeductible,
Citing ‘Revenue Ruling 67-48; held that (i) the repaynients were deductible under section 162(a)(1)
(because repaid under an obligation in existence when earned) but (ii) section 1341 was not ayailable. k
~because the répayments were made upon a subsequent event (the IRS’s non—deducublhty determination).

26 Ruling 67-48 1967-1 CB 50 (when excess wages, initially paid in expectation of employee sserving -
for contractually-agreed service period, are repaid to employer as liquidated damages by employee for
- breach of sefvice contract, held, payment deductible under 165(c)(1); but section 1341 not available
~ because eémployee in fact had right to such excess wages when they were recelved repayment caused by
the “subsequent event”~-i.e., the breach).

27 Revenue Ruling 67-437 1967-2 DB 296 {when’ salaxy eamed in one year is repald to employer in
¢ later year-pursuant to agreement that repayment would be made if amounts determined by IRS to be:
nondeductible, held 1341 relief not available because taxpayer had “unrestricted right” in year of receipt,

-and repayment obligation, triggered by . subsequent event): Revenue Ruling 58-226, 1958-2 C.B 318

~{refund of prepaid interest on ten year note, where prepayment of principal in subsequent year, held, 1341

(Rel. 2011-10/2011: - Pub.1646)
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[iii] Problems w1th IRS Apparent-nght Test

* The IRS posmon that section 1341 does not apply when repayment is caused by an
‘event subsequent to payment has generally been rejected by the case law.28 Before
discussing the courts’ view of section 1341, we discuss first the numerous deficiencies -
with the IRS position, in partlcular its.conceptual flaws and its inconsistent application -
by the IRS. ‘

The IRS’s subsequent-event test is based on the premise that a right is not
“apparent” if it is actual. The purported distinction between “actual” and “apparent”
rights is a flawed reading of the statutory requirement that section 1341 applies when
taxpayer “appeared” to have an “unrestricted right” to income.?® The better and more
logical view is that “actual” rights are a subset of “apparent” rights—namely those

_rights that are apparent because also actual. In rejecting the IRS’s attempt to
distinguish between the two, the Fourth Circuit observed that the appearance of a right
can include “an appearance that happens to be true.”3° The Eight Circuit and Seventh
Circuit found the same deficiency with the apparent/actual right distinction.3!

Moreover, IRS’s many attempts to define what constitutes a “subsequent” event are
- baffling and inconsistent.

- For example Revenue Ruling 69-115 holds that, when an employee/shareholder .
restores salary pursuant to an agreement with his employer for any salary later -
determined by the IRS to unreasonable, the IRS unreasonableness determination is a -
“subsequent event.” But the analysis of other rulings implies that subsequent
administrative determinations are not necessarily subsequent events. As explained by
TAM 9516002, Section 1341 applies if, under the “facts in existence” at the time of
the payment, the taxpayer had no actual right to the payment, but this was not known

not “available, because taxpayer “in fact and in law” had tight to money when received, instead of -
“appearance” of right as required by 1341(a)(1). For this reason, fails 1342(a) requirement that his
absence of right in prior year be “established after the close” of the year, because liability to repay
“accrued” in later year), because taxpayer had unrestricted right to prepaid interest, and repayment
obligation triggered by subsequent event (namely prepayment of principal); Revenue Ruling 68-153,
1968 1 CB 371 (situation 4; when railroad restores freight charges earned in one year because a later
year’s transit adjustment retroactively 1mposes a lower rate-for that year, held, section 1341 does not
apply). :

: 28 :pominion Resources, Inc. v. United Stares, 219 F3d 359 364 (4lh Cir. 2000) (the statute does nol
require that the facts accordmg to. which the taxpayer lacks an unresmcted right to certain income must
have existed in the prior tax year.”"). :

29 [R.C. § 1341(a)(1) {section 1341 apphes if “an-item was. mcluded in gross income for a pnor‘
taxable year or years because it appeared: that the taxpayer had an unrestricted right to such item.”).

30 Dominion Resources, Inc. v. United States, 219 F:3d 359, 363-68, (4th Cir. 2000),

31 See also MidAmerican Energy Company v, :Commissioner, 271 F.3d 740, 744 (8th ‘Cir 2001)
(similar, in dictum), WICOR, Inc. v. United States, 263 F.3d 659, 663 (7th Cir, 2001) (similar, in dictum).

(Rel. 2011-10/2011 " Pub.1646)
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- at the time.® Under this analysis, the later administrative determination is not a
subsequent event in its own right, but rather a discovery of the facts in existence at the
time of payment, and section 1341 should apply. The analytical approach of TAM‘
9516002 was indeed followed in at least one holding of Revenue Ruling 68-153.32 In
f‘Sltuatlon 3” a shipping charge that was “legally proper” under then “facts then
available” to the shipper was retroactively determined by the rating agency to be
incorrect, requiring payment of “reparations” to customers. Section 1341 applies. The
ruling explains that the shipper had a “semblance” of unrestricted right in the payment
year, and “it could not be estabhshed in fact and in law untll a subsequent year” that

 this right did not then exist, o

Applied to the taxpayer in Revenue Ruhng 69-115, the facts- 1n—ex1stence analysxs of
TAM 9516002 and (apparently) Revenue Ruling 68-153 would produce a different
outcome than the Revenue Ruling 69-115 holding. Under the facts in existence when
paid, the taxpayer’s salary was unreasonable, even though this fact was unavailable to
~ the taxpayer until the IRS’s later determination, and section 1341 accordingly should
_apply.3* The IRS has further compounded the confusion by ruling that that, when a -
 taxpayer has an apparent but not an actual nght to payment, but the appearance arises
only because the taxpayer made a “mere” anthmetlc error, section 1341 does not
apply.® ; :

These ﬂuctuatmg and 1ncon51stent apphcatlons of the apparent—nght test arise in
part we think, because “facts” and “events” are typically not raw data, but rather
judgments comprising legal, financial, and other administrative determinations. The
attempt to distinguish facts in existence from subsequent events gives rise to
definitional problems that in the section 1341 arena, the IRS has failed to address.36

32 TAM 9516002 {explaining that Van Cleave is not tepudiation of subsequent event test, because
although: ‘the determination that ‘the salary: was excessive ‘was not made wintil ‘a later year, “the
excessiveness of the salaty was a fact in existence (although -unknown) in the year it was received.”
Accordingly, taxpayer’s return of salary was not caused by a “subsequent event.”) 1995 FSA Lexis 268 -
(November 27, 1995) (when employee recsives tax equalization payment from employer subject fo
contractual obligation to repay to employer of taxpayer gets refund, held; 1341 avallable to:repayment
“undet Van Cleave).

33 1968-1 CB 371. ;
34 TAM 9516002 apphes thls reasoning to explain that section 1341 applies.to.a taxpayer with facts

. very similar to-the taxpayer in Revenue Ruling 69-1 15—that is-a taxpayer who returns compensation later
determined by the IRS to be unreasonable. ;

- 38 Ruling 68-153, 1968-1. CB 371 (situation 2). PLR 200901029 {September 20, 2008)

36 In the accrual accounting arend; the authorities have been forced to-grapple with this issue; since
a paymient defeasable by a condition subsequent has typically miet the all-events test, Even for purposes

of the-all-events test, however, the distinction between a condmon subsequenl and a condition precedent o

is not entlrely conswtem in all circumstances.

yiRe]. 20111072011 Pub.1646)
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Moreover, the IRS does not always apply its own test. For example, Revenue Ruling
72-28 holds that section 1341 applies to a salesman’s repayment of advance
commissions when the restoration is caused by customers’ subsequent fallure to pay.?
Revenue Ruling 72-28 is inconsistent with the subsequent event test and the
underlying distinction between actual and apparent rights. Revenue Ruling 72-28 is
however, consistent with the same-circumstance test applied by the case law and
discussed below. Revenue Ruling 2004-17 expressly breaks step with the subsequent
event test, and holds that the correct test is the same-circumstances test of case law.
Under the subsequent events test as applied in these rulings (although not named in
Revenue Ruling 72-28) section 1341 should apply to the clawback.

[ivl Applying IRS Guidance to Clawbacks

- Applying IRS guidance, with its conceptual conquion and inconsistent application,
- “leaves some uncertainty as to the IRS position on the application of section 1341 to
clawbacks.

Return to-our exarnple above, in which, pursuant to a clawbaek policy in place

before 2010, the employee’s $100 thousand bonus for 2010 is clawed back in 2012

because 2010 earnings are restated, Assume that none of the $100 thousand bonus
- would have been paid had earnings been correctly stated, hence her return of the entire
- amount. Does section 1341 apply to her 2012 clawback?

Applylng Revenue Ruling 69-115 to this example, the earmngs restatement is
arguably a subsequent event defeasing the employee’s unrestricted right to her bonus
when paid; section 1341 does not apply to the repayment. But applying the approach

- of TAM 9516002 and Revenue Ruling 68-153, Situation 3, she was not entitled to the
$100 thousand bonus under the company’s correctly stated earnings in the year of

- payment, and would not have received it had those actual earnings been then known.

Under this analysis, the earnings restatement is not a subsequent event but a later
discovery of facts in ex1stence at the time of payment, and section 1341 apphes to the
repayment. ‘

And finally, applying the very different test of Revenue Ruling 72-78 and Revenue
Ruling 2004-17, the question whether the earnings restatement is a subsequent event
is irrelevant. As explained by Revenue Ruling 2004-17, the correct question is whether

_ her obligation to repay arose from the “same circumstances and conditions” of the

original payment. In this case the answer is yes. The bonus was contingent on assumed
earnings targets being met, the repayment obligation arose when it was determined that
. these targets were not in fact met Under Revenue Ruling 72-78 and 2004-17, Sectlon
1341 should therefore apply. :

%7 Revenue Ruling 72-78, 1972-1'C.B.45 (when salesman réceives advance commissions, but repays .
-portion in later year because some customers failed to pay: their obligations, held, repaid amounts are
~.deductible under section 162 and eligible for section 1341).

(Rel. 2011-10/2011 Pub.1646)
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The IRS position raises even more questions for clawbacks of amounts paid before
the clawback obligation is triggered. This troublesome category includes bad-boy
clawbacks, clawbacks for breaches of covenants not to compete, and other clawbacks
~ triggered by undesirable behavior or breach arising after the payment. For example,
~consider an employee who receives a severance bonus which must be repaid if the
former employee enters employment with a competitor in the three-year period
~following severance. Under the apparent right test, the taxpayer’s right when paid was
*“actual” even if contingent on future good behavior. Since the repayment obligation is
triggered only by subsequent bad behavior, section 1341 should not apply. Similar
questions arise for “clawbacks imposed on compensation paid before the contingency

- policy was in place. Such “retroactive” clawback would apply in our first example

(i.e.; 2010 performance bonuses clawed back if 2010 earnings are restated) if the
- employer’s clawback policy was put in place only in 2012, and applied to compen-
: satlon earned in 2010 and paid in 2011,

[vl Case Law: The Same-c1rcumstances Test

Those courts to have reviewed section 1341 have rejected the ]RS’s distinction
between actual and apparent rights. Under case law, the preferred view is that section
1341 is available if the repayment obhgatlon arises from “the circumstances, terms;
- and conditions of the original payment of such item to the taxpayer.’38 The -

- same-circumstances test is less confused than the IRS apparent-right test, and applies
even when the repayment obligation is caused by an event subsequent to the payment.

Dominion Resources nicely illustrates how the same-circumstances test applies
when the repayment obligation is caused by an event subsequent to the original
payment. Dominion Resources involved a regulated electric utility whose rates charged
to customer included anticipated Federal income taxes at a 46% rate. When new law
reduced corporate income tax rates prospectively, the utility was required by its
regulators to rebate to customers a portion of previously collected utility charges

. (which had been based on the assumed 46% tax rate). The IRS denied Section 1341

relief for the rebate, reasoning that the utility had an” actual” right to the utility charges
when received; the rebate obligation arose only from subsequent events, namely, new
law reducing future tax rates, and the regulators’ decision to require rebate of the
formerly received premium charge. The Fourth Circuit rejected the IRS distinction
‘between apparent and actual rights to income.3° The court held that section 1341 was
available because the charges received by the utility from customers, and the utility’s

38 Dominion Resources, Inc., 219 F.3d at 367, quoting Pahl, 67 T.C. at 290 and Blanton, 46 T.C. at
4530, FR

39 Dominion Resources, Inc. v. United States, 219 F.3d 359, 364, (4th Cir. 2000) (the statute does not
: :reqmre that the facts according to which the taxpayer lacks-an unrestricted right to certain income must
have existed in the prior tax year.”). :

(Rl 201 L-L0/2011 ~ Pub.1646)
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obligation to rebate a portion of those charges, both arose from the same circum-
stances, namely the utility’s “liability to the federal government for deferred income
taxes.”4® Accordingly, the rebate arose from the same “circumstances, terms, and
* conditions” as the initial payment, and section 1341 applied. ‘

The same-circumstances test has been adopted by the Tax Court and the Federal,
Third, Fourth and Sixth Circuits.** The Eighth and Seventh Circuits have not expressly ‘

~ addressed the issue, but have in dictum rejected the IRS distinction between actual and
- apparent rights for section 1341 purposes.#2 To our knowledge, no Federal appellate
opinion has adopted the IRS’s distinction between actual and apparent rights.

Articulations of the same-circumstances test vary somewhat. In Dominion Re-
sources, section 1341 applied to a rate rebate because the rates were received based on
~an implicit condition (corporate tax rates continuing to be 46%); and the rebate
obligation arose from the failure of this condition to materialize (new law reduced
corporate tax rates). In Reynolds metal, the district court explained that section 1341
applies only if the taxpayer’s payment is restoration of the same item received in an
earlier year.%* In Uhlenbrok, the Tax Court explained that Section 1341 does not apply
if taxpayer’ s payment obligation would have existed even absent receipt of earlier
income he purports to repay; under this formulation, section 1341 applies if the
original payment is the but-for condition of the later repayment.**

A48 Bominion Res.; Inie; 219 F.3d at 368 (Section 1341 satisfied because (i) utility’s original collection
of rate: payments and its required restoration of those payments both arose from the same obligation,
namely the utility’s“liability to the federal government for deferred income taxes,” and (i) even though
the utility-did not repay the identical customers who paid the original charge it came reasonably close.

Y Pahl v Commissioner, 67 TC 286 (1976); Uhlenbrock v Commissioner, 67 T.C. 818 (1977); Kraft
v, United States; 991 F.2d 292 295 (6th Cir. 1993) (Section 1341 not available for restitution payment for
fraud to Blue Cross, because item inichided in income (medical fees from Blue Cross) “did not arise out
of the same circumstances, terms-and conditions’ as restitution payment): Alcoa, Inc. v United States, 509
~F.3d:173.(3d Cir. 2007); Dominion Resources, Inc. v. United States, 219 F.3d 359, 364, (4th Cir.:2000).

a2 MldAmerzcan Energy: Company v. Commissioner 271 F.3d 740, 744 (8th Cir 2001) (in- dictum,
. -declines to comment on IRS argument that “actual” right to income is not “apparent” right to income for
1341(a) purposes, “but, as the Seventh Circuit did in WICOR, we niote that all the appellate courts that

% - have addressed it have rejected the-Commissioner’s argument.” WICOR; Inc. v. United States, 263 F.3d

659, 663 (7th Cir. 2001) (in. dictum, declines to comment on IRS argument that “actual” right to income
is not “apparent” right to income for 1341(a) purposes, but *will merely note for completeness that the -

_only appellate cases to address the issue have sided with the taxpayer. Citing Dominion Resources, Inc.;
Van Cleave and Prince.).

43 Reynolds Metal Company v. U.S., 389 F.Supp.2d 692, 702 (E.D. Va, 2005) (payment must be -
“repayment or restoration of an item of gross income included in prior years.”).
44 Uklenbrock v-Commissioner, 67.T.C. 818 (1977) {(section: 1341 not .available for execulors

reimbursement of estate’s late filing penalty becatise reimbursement not repayment of commissions
previously included in income, repayment would have been required even if no commissions received).
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Under the same circumstances test, it has been held that:

s Section 1341 did not apply to a utility’s payment of environmental
‘remediation costs, even though the costs related to earlier income- -
generating business activity, because the liability was measured by the -
cost of remediation, rather than the earlier-received income, and arose
from retroactively effective environmental laws unrelated to the
conditions for receiving the originally received income. 43

* Section 1341 did not apply to a corporate officers penalty payment to
the FTC, the penalty payment could not be treated under section 1341
as repayment of salary received in an earlier year, because the penalty
arose from the taxpayer’s violation of a consent order, rather than from

“the “circumstances, terms, and conditions” of his original receipt of
salary, and the penalty amount was not computed w1th reference to
such earlier-paid salary.*¢

~* ~ 'When the executor of an estate re1mbursed the estate for a late-filing
penalty imposed by the IRS, section 1341 was not available for the
reimbursement because the penalty reimbursement was not repayment
“of previously-received commissions, and would have been required

- _even if no commissions had been received.4” ‘

* Section 1341 was not available for restitution payment for fraud to
Blue Cross, because item included in income (medical fees from Blue
Cross) “did not arise out of the same c1rcumstances terms and
conditions” as restitution ‘payment. 48

43 Reynolds Metal Company v. U.S., 389 F.Supp.2d 692 (E.D.Va. 2005) (1341 does not apply to
-environmental remediation costs, even though costs arise from earlier years business activities, because
{1y liability amount is-computed ‘on *‘cost. of reriediation” rather: than. income; (11) current: remediation

costs are result-of the enactment of retroactive environmental laws, rather than the “same circumstances
“ot conditions of the original payment™ and are thus not “repayment or restoration” of original payment:
and (iii) costs.are not being paid 1o original payors). S ‘

46 Bailey v: Commissioner, 756 F.2d 44, 47 (6ih Cir. 1985) (when taxpayer received compensation as
- corporate officer, and later paid a civil penalty for violating an FTC order, held, same-circumstances test
ot met becanse penalty “arose. from the fact that Bailey violated the consent order; and fiot from. the
“circumstances, terms, and conditions” -of ‘his original receipt of salary and dividend payments,” and
- because “the amount of ‘the penalty ‘was not computed with reference to the amount of his salary,
“dividends, and bonuses; and bears 1o relationship to those amounts, 7).

A Uhlenbrock v Commissioner, 67 T.C, 818 (1977 (1341 ‘not available fcjr executors reimbursement
of estate’s late filing penalty because reimbutsement not repayment of commissions previously inclided
- in income; repayment would have been required even if no commissions teceived).

48 Kraft v. United States, 991 F.2d 292 295 (6th Cir. 1993) (Section 1341 not available for restitution
payment for fraud to Blue Cross, because item included in income (medical fees from Blue Cross) “did

- ARel, 2011-10/2011 “Pub.1646)



- 1C19 o L EXECUTIVE Comp CLawsacks §"1C.03[2][f]‘

‘ [vi] Applying the Same-éircumstances Test to Clawbacks
Under the same circumstances test, section 1341 should apply broadly to clawbacks.

- Return to the example for he employee whose 2010 performance bonus is clawed back -

“in 2012 when 2010 earnings are restated. The clawback arises from the same
circumstances and conditions as the bonus (assumed earnings or other performance
“target not in fact met), and section 1341 should apply. This should be the case whether -

' the clawback policy was in place before the 2010 bonus was earned and paid.

Similarly, the same-circumstances test should generally cover clawbacks for breach
and detrimental activity and other bad-boy clawbacks where the bad behavior arises
after the initial payment. Return to the example of the executive whose severance pay
is awarded contingent on his honoring a covenant not to compete, and who breaches
the non-compete agreement. Like the tax prepayment paid to the Dominion Resources
- utility, the severance bonus was paid in anticipation of certain future events (adherence
to agreements), and the repayment was required because the ant1c1pated event did not

.7 materialize (breach)

[fl Repayment Set-off from Later Compensation

In many cases, clawbacks will be enforced by being held back or set-off from other
payments of compensation. Set-offs might be consensual-—for example, the employer
might offer the employee a choice between writing a check and taking a corresponding
cut in pay or bonus. Or they might be imposed unilaterally or involuntarily by the
“employer to enforce otherwise doubtful repayment. State wage payment laws may
limit involuntary set-offs, particularly against base pay, but, depending on the state,
~ may permit them against severance pay, bonuses, stock options or equity based
- plans.*? Surprisingly, the tax treatment of such set-offs is not entirely clear, and the
authorities not ent1rely consistent.

~ il Applymg Revenue Rulmg 79-311 to Set-offs ;
One  approach would follow Revenue Ruling 79-311. Under this approach,

- held-back amounts would be included in the gross income and wages reported on the

ernployee s Form W-2 (or 1099), even though not paid directly to the employee. Just
as for direct repayments, the employee. could claim the set-off as a deductlon under
section 162 or 165, and claim 1341 treatment where applicable.

- Gross income inclusion for set- offs is indirectly but strongly supported by
" considerations of consistency. It makes their tax treatment identical to that required by

- not arise out of the same circumistances, terms and conditions” as restitution payment), ;
.49 For a discussion of the variety of constraints imposed by state wage laws, as well as other nonstax

issues raised by clawbacks, see Richard E, Wood, “Bad Boys (and Girls) Get Clawed Back,” 18 Benefits E

" Law Journal 84 (Summer 2005).
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- Revenue Ruling 79-311 for direct repayment, thus observing the substance over form
- doctrine.5° At least one private letter ruling has required gross income inclusion for
set-offs: PLR 9103031 involved an employer who recouped mistaken overpayments of
“bonuses paid in a prior year by holding back the overpayments from salary otherwise
-~ payable in the repayment year.3 PLR 9103031 held that under Revenue Ruling 79-311
 the held-back amounts should be included in the income and wages reported on the
employees’ Forms W-2 (and claimed by the employees as 1temlzed deductlons to the
~extent permitted by the 2 percent floor, etc.) - :

[ii]  Netting Set-offs from Gross Income

Tt is not entirely clear that repayments via set-off miust be reported as‘ included in
gross income and wages under Revenue Ruling 79-311. This subsectlon explores the
alternative, netting method, and its arguable validity.

First, IRS and the courts apparently agree that set-offs are netted from income and
wages when the employee otherwise has no personal repayment liability. For example
the Drummond and Moorman cases involved employees required by contract to repay
unearned advances of commissions to their employer by having the unearned amounts
held-back from commissions earned in a later year52 If the unearned advances
exceeded the later year’s eamed commissions, the employees had no personal
obligation pay the difference. The Tax Court held that the hold-backs were excluded
from the wages and gross income reported on the ernployee s W-2. Since the advances
were included in income when first paid, the Tax Court reasoned that, unless excluded

~when repaid, they would be taxed twice. The IRS acquiesced in Moorman. Similarly,
at least two IRS revenue rulings have dealt with military personnel who received
post-termination pay, and, when later entitled to additional post-termination benefits,
were required to rep’ay the earlier amounts via hold-back from the later-paid

90 See, e g .5 Adams v Commzsswner, 54 T.C. 41 (1972) (When advance repaid by reducmg
consideration within section 337 liquidation sale between the parties, court rejected IRS argument that no
deductlon available, reasoning that, while-“mode of repayment” was reduction of consideration in sale,

“source™ of reduction was obligation to repay ‘advance and therefore deductible under seetlon 162, further
explaining; It is as much an out of pocket payment by the taxpayer as if he had used other available cash
and on his-own initiative refunded the unused amounts due the less. It is the substance of the economlc ;
* relationship; not the form in which it is cast; that determines the incidence of Federal income tax.”).

51 PLR 9103031 (October 23,.1990).

52 Drummond v. Commissioner, 43 B. T A, 529(1 941) (when employer held back commissions earned
in one year to recoup unearned advanices of sales commissioners paid in earlier year, and taxpayer had no
personal liability to repay had advances, held, amount of hold-back not included in the taxpayer’s gross
income, reasoning that, since the advances were included in income in earlier year under claim of right,

-t *would follow that” they are not iniclidible in income in the later year, when held back ) Moorman v.
Commzsszoner, 26-TC 666 (1966), acq., 1956-2 C B. 7 {(similar; citing Drummond)

‘ {Rel. 20111012011 Pub:1646)
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amounts.33 Both ‘rulings held that the repayments held back from the later paid
amounts were excluded from the payee’s Section 61 gross income (rather than
included in gross income, subject to deductlon) 54 =

In addition, the IRS has allowed set-offs to be netted from income even when the
taxpayer has a personal repayment obligation. Revenue Ruling 2002-84 deals with
repayments by retirees of overpayments from a qualified defined benefit plan. Revenue
‘Ruling 2002-84 holds that, when a retiree receives a mistaken overpayment in one
. year, and repayment to the plan is made by reducing later years’ distributions, the
set-offs are excluded from the gross income reported on the retiree’s Form 109955
Netting is permitted by the ruling even though the retiree had personal. liability to
repay, and could apparently repay the overpayment directly by writing a check,
deductible under section 165(c)(2).58

It is difficult to reconcile these authorities. Surprisingly, it is even more difficult to
identify a convincing theory explaining why set-offs from current compensation to ;
repay previously taxed compensation should ever be included in gross income (as
under PLR 9103031) rather than excluded, as under Moorman, Drummond and
Revenue Ruling 2002-84. In concluding that such setoffs were excludable, the
; Drummond court reasoned that otherwise the repaid amounts (which were taxed when
- first paid) would be taxed twice. Under this double-taxation concern, all repayments of
previously taxed payments would be excludable from gross income, at least when

set-off from current compensation.5? ‘ ‘

23 Rev. Rul 80-9, 1980-1 C. B 11 (when lump sum readjustrnent pay repaid via set-off from later paid
~ disability pay, held, readjustment pay netted from the disability pay réported in gross income). Revemie
* Ruling 67-350, 1967-2 CB 58 (when'a-military officer’s retitement pay was, by statute, offset by 75% of
any earlier-paid involuntary severance pay, held, retitfement pay includible in £ross income on]y net of
such set-off).

34 Recall Revenue Ruling 2002:84 (1} and (2) supra; holdmg that, when overpayments from a’

' qualified plan are repaid by being held-back from later year’s distributions, the amounts held back are:
excluded from gross income reported on the retiree’s Form 1099. Revenue Ruling 2002-84 based its
holding on the two military pay revenue rulings-discussed in this paragraph. Revenue Ruling 2002-84;

- however; extended the holdings of these two eatlier revenie rulmgs to-a broader set of facts. The retiree
in Revenue Ruling 2002-84 had a personal liability to repay the pension overpayment if later years’
 pension distributions were insufficient to ‘cover... :

. 33 Rev. Rul: 2002-84, 2002-2- CB-953, Situations (1) and (2) (When erroneous ‘overpayment of
" qualified defined benefit plan benefits repaid by being setoff from later-years” scheduled annuity

payments, held, setoff amount éach'year properly netted from dlstnbutxon reported on retiree’s Form 1099

for that' year, rather than included in gross incomie): : k

56 Rev. Rul. 2002-84, 2002-2 CB 953, Situation (3) (where retiree received overpayment of lump sum,

.- -and overpayment repald dxrectly by retiree in subsequent year, held, repayment deductible under section

165(c)). :
57 ' Cf. Aramony v United Way, 86 ART. R, 2d (RIA) 5987 (S.D.N.Y. 2000). An ousted executive and
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TA] Construetive Receipt

In GCM 36851, the IRS suggested a different rationale for the Drummond and
;Moorman holding. %8 GCM 36851 in dictum reasoned that taxpayers in both cases
“never received nor had the right to receive” the set-offs used to repay the advances.5® -
“While not entirely clear, the GCM apparently reasons that where the taxpayer is
personally obligated to satisfy the a repayment from the taxpayer’s other resources, the
taxpayer is in “constructive receipt” of amounts held back from compensation to
~satisfy an obligation payable from other, after-tax resources. Under this approach,
taxpayers with a personal repayment obligation (Revenue Ruling 79-311) are in
constructive receipt of amounts held back from other wages to satisfy the obligation,
and accordingly taxable. Taxpayers with no such personal repayment obligation (Rev.

Rul. 80-9 and Revenue Ruling 67-350, Drummond, and Moorman), are not m‘ .

constructive receipt of the amounts held back and are not taxable.

Constructlve receipt doctnne, however, fails as grounds for mandating income
inclusion for setoffs. Most fundamentally, the doctrine must here assume what it
© concludes—it assumes that the employee is “owed” the current year’s ‘pay .and
‘relinquishes the payment it would otherwise have received. This begs the question of
whether the hold-back is a reduction of current year’s pay or repayment of prior year’s
pay. To put this another way, it fails to ask whether the employee is entitled to receive
~ income in any one year, if the receipt is subject to a pre-existing obligation to repay
it. The fundamental problem is that constructive receipt doctrine cannot answer this
- question, because the doctrine properly applies only to determine the timing of income
receipt—specifically, whether amounts owing to the taxpayer may be properly

his ‘former employer simultaneously owed :amounts to each other from previous. years, pursuant to

long-running litigation The district court held that, for income tax withholding purposes, United Way was. -~ =

requited fo compute its paymients to the executive.met of the salary clawbacks required to be repaid by the
executive to United Way in the same year: Like the Drwmmond and Moorman courts, the Aranmony court
““based its holding on its reasoning that otherwise the executive’s repaid salary would bé subject to double
taxation. Aramony is poorly reasoned, however; and it is not-clear that it applies beyond its specxﬁc facts:

38 geM 36851 (September 17,.1976). GCM 36851 underlies Revenue Ruling 79-311.

59 This fact was not relevant to the Drummond and Moorman courts’ treatment of the repayment. The
Drumniond opinion notes that the taxpayer hadno’ “personal liability” to repay the advance. This fact was

relevant onlyto the taxation of the orzgmal payment, and not to that of the repayment. Specifically, sincer .~

: the taxpayer had no-personal liability to repay the advance; the court concluded the advance was properly
+included in income under-a claim of right when first paid, and, since includible when first paid, properly
excludable when repaid in order to avoid double taxation GCM 36851 ‘turns:the Drummond logic on its

head. Since the taxpayer had no “right to receive” the set offs, the GCM concludes that they were properly

excludable from income. GCM 36851 thus stretched the court’s reasoning (payment included when paid,
therefore, excluded when repald) to an unrelated ‘conclusion (repayment excludable without regard:to- °
“treatment of ongmal payment)

(Rel. 201 1-1072011 Pub.1646)
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deferred for tax purposes 60 The doctrine does not apply to the issue, ralsed here,
whether income is received in the first instance. 6! :

Bl Cancellatlon of Indebtedness

Altematwely, a set-off to enforce a clawback could pos51b1y be v1ewed as taxable
cancellation of indebtedness. This theory too is unsatisfactory.

The original payment was included in income because received under a claim of
“right, and not as excludable indebtedness.52 Therefore, the transaction does not fall
~under the rule of Kirby Lumber, applying to the discharge of the taxpayer’s obligation
to repay funds that were nontaxable when received. The rationale underlying Kirby
“Lumber is that the taxpayer in this situation has realized an accession to wealth and
thus taxable gross income.3 By contrast, the employee subject to clawback was taxed
on the original receipt of funds. When the clawback is triggered, cancellation of the
springing repayment obligation does not cause a nontaxable accretion to wealth, but
rather prevents a decrease in wealth, and Kirby lumber does not apply. '

- The IRS has used precisely this reasoning to conclude that cancellation of a -
 restitution obligation does not give rise to taxable discharge of indebtedness income.4
~Similarly, it is black letter law that cancellation of the obligation of a guarantor or
surety does not give rise to discharge of indebtedness income Agam the reasoning is -
that, because the obligation is a springing one, without prior receipt of nontaxable
- funds, the entire transaction (obligation/forgiveness) does not increase the taxpayer’s
wealth, but merely prevents a decrease.%® And even assuming that the springing

80 Soe Treas. Reg. § 1:451-2(a) (Under the doctrine .of “constrictive receipt,” an individual is in -
receipt of income for tax purposes in the taxable year it is credited to him, or made available to him.) For
an excellent discussion of the proper purposes of the various. income receipt theories; see Patricia A.
Metzer, “Constructive Receipt; Economic Benefit and Assignment of Income A Case Study .in Deferred
- Compensation” (Spring 1974); 29 Tax Law Review 525,

81 Constructive receipt doctrine in any-event falls apart as a technical matter Constructlve receipt, for’ -
‘ example does not apply to income deferred pursuant to an election made before the year the income is'
earned. See, e.g., Rev. Rul, 60:31, 1960-1 C.B. 174; GCM 37014. Consider Revenue Ruling 79-311,
* where unearned advances ‘were required to be paid-according to ‘a pre:existing apgreement. Even if
applicable to waivers as well as deferrals of income (which is not the case) the doctrine would not apply
if, pursuant to such agreement, the first dollar of commissions earned in the later year were reduced to
repay the prior year’s unearned advances. -

; 52 See, ¢; ¢.; Lehew v Commissioner (1987) TC Memo 1987-389 (Advances’ mtended as loans and ‘
subject to unconditional personal obligation on patt of recipient to repay are not taxable by cash method
taxpayer when paid, but become taxable when they are earned and offset against outstanding advances).

83 United States v. Kirby Lumber Co., 284 U.S. 1 (1931), LR.C. § 61(@)(2).
84 CCA 200402004 (January 9, 2004).

85 Hunt v Commissioner, TC Memo 1990-248, Whitmer v. Comxmssmner, T.C. Memo 1996-83,
. "SCA 1998-039 (April 1,.1998).
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; clawback obligation, and not the ongmal payment gives rise to 1ndebtedness 66
. direct repayment of the clawback is deductible under section 162 or 165. Cancellation
- of the purported indebtedness 1s thus excludable from gross i income under section

108(e)(2) 87 . : ‘

[€] Assngnment of Income

A th1rd possible theory is that the amounts held back to satisfy the employee 5
* repayment obligation to the employer are a taxable “assignment” of income from the
employer to the employee, under the doctrine of Lucas v. Earl, 281 U.S. 111 (1930)
and Helvering v. Horst, 311 U.S. 112 (1940). Under this theory, the employee whose
current compensation is reduced to satisfy a repayment obligation to her employer i is
treated for tax purposes like the plaintiff whose judgment award is reduced to pay
attorney’s fees. The plaintiff in this situation is considered to have made an r
- anticipatory assignment of income to his attorney, and is taxable on the set-off just as
if he had received the funds outright and then written a check to cover attorney’s
fees.®® Similarly, under this theory the employee would be treated as asmgnmg his
current compensation to his employer;

“This theory too is unsatisfactory because the assignment of income doctrine
apparently does not apply in the two-party context, such as thls one between employer
and employee.?

[iii] In Support of Tax Nettmg Ox-Fibre Brush and the Reasonable
Compensation Cases

The dlfﬁculty in artlculatmg a theory governing the tax treatment of holdbacks may
stem from the fact that compensation paid in one year can be for services performed
over many years during the entire service relationship. Thus, a bonus may reward an
employee for services performed in an earlier year and retrospectively viewed as
underpaid. This same principle is recognized for income tax purposes, despite the

66 Cf. Violete v. Commissioner; TC Summary Opinion 2002-149 (when taxpayer received insurance
proceeds, and was subsequently required to return them because insurer determined that amounts feceived
under false pretense, held; debt was created, and-insurer’s decision that collectlon would be futile created
debt cance]latmn income under section 108(a)): - : :

67 A discussed below in this article, for bonuses repaid pursuant toa c]awback pohcy first imposed
after the bonuses wete first paid (‘retrodetive clawbacks™); it is possible that a deduction is not available
under either section 162 or section 165, In this case, however, repayment would not be indebtedness, and
its “cancellation” via holdback would not be subject to section 108(a). See, e.g.; Zarin v, Commissioner, .
916 F2d 110 (3d Cir. 1990) (cancellation of gambling debt not taxable under code section. 108(a) where

g gamblmg debt not enforceable under state law)

88 poanks'v. Conimissioner 543 U.8. 426 (2005)

69 See e.g., Kevin P, O’Brien and Rosma B. Barker “Nontaxable Benefit Elections: Do They Trigger
Taxable Income? More Confusmn after Express il Change“ 12 Benefits Law Joiirnal Spring 1999,

(Rel. 2011=10/2011 Puhl1646) ‘k
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; general prim'acy of annual income accounting. It has long been held that cornpenéation
. paid in one year is not unreasonable—and is therefore deductible under section 162 for
- that year—if paid for earlier years’ services for which the employee was underpaid.”®

~'When compensation is thus viewed as applying to the entire multi-year service
relationship, the economic reality of clawbacks shifts. When a clawback of Year 1
compensation is satisfied by reducing Year 2 compensation, it is not entirely clear that
the Year 1 compensation was “repaid.” Rather, it could just as plausibly be said that
- Year 2 compensation was reduced to adjust for what, in hindsight, was overpayment
of Year 1 compensation. Seen through the first or “repayment” lens, the reduction in
- Year 2 compensation may appropriately be treated under the income inclusion/
. deduction approach of Rev. Rul. 79-311. But seen through the second, or multi-year

~ service relationship lens permitted by Ox Fibre Brush and its offspring, the reduction

“in Year 2 compensation should simply be excluded from income and wages—hke any
other pay cut. This conceptual ambiguity of what the Year 2 pay cut means may
explain a dearth of guidance on this subject.

[iv] Cautidns and Constraints on the Tax Netting Approach

We have just set forth the reasons why tax netting is arguably permitted for
clawbacks accomplished by set-off. These argument is that, in the employment at will -
- context, the employee is at no point guaranteed any particular level of compensation.
In both practical experience and tax law, it is permitted to view compensation as
remunerating multiple years of service. Therefore, a setoff against current year’s
compensation to enforce a clawback obligation can permissibly be viewed as a
~ nontaxable cut in current year’s pay. No income receipt theory is to the contrary. -

Nonetheless, tax netting raises a couple of cautionary points. First and most
" obviously, if the IRS disagrees with the tax netting approach, and insists on application
~of Revenue Ruling 79-311, the risk of tax netting falls first on the employer who has
failed to satisfy its w1thhold1ng obligations. By contrast, the multiple tax uncerta1nt1es
- raised by Revenue Ruling 79- 311 fall entirely on the employee.

Second, if set-off is made agamst nonqualified deferred compenSation subject to
409A, Revenue Ruling 79-311 should be followed.”* Even if reduced to satisfy a
clawback obligation in excess of $5,000, any 409A-covered compensation should
' generally be reported as income on a Form W-2 or 1099, or a 409A violation will arise

70 ’Lucas v.Ox Fibre Brush Co., 281 US 115 (1930). See alsO e.g., Brewer Quality Homes, Inc. v.
Comunissioner; T.C. Mgmo 2003 200 (2003); ‘Sunbelt Clothlng Co. v.. Commiissioner, T.C. Memo
1997:338 (1997). '

7L For example,.consider a bonus pald as a performance stock unit ¢ PSU) that vests or panly vests
in the year of grant, but pays oul only three years after ‘the grant. The ‘PSU is nonqualified deferred
compersation subject to section 409A.
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with consequent tax penalties on the employee The specific reason is the anti-
- substitution rule of 409A regulations, and is explained in depth below at subsectlon‘

t:D72

-Third, the employer should keep an eye on appliceble securities 1aWs.
[g] Employer’s Tax and Reporting Treatment ‘
[il Employer takes deduction back into in come

If the compensation was deducted by the employer when ﬁrst paxd and is then
- repaid by the employee pursuant to a clawback, and the repayment is included in the
_employee’s income pursuant to Revenue Ruling 79-311 (whether or not the employee
also claims a deduction), the employer must take into income the amount it deducted
when the bonuses were first paid, under the tax beneﬁt rule.”?

[ii] CD&A Reporting Requirements

The SEC staff has expressly addressed the reporting treatment required for the
‘Compensation Discussion and Analysis (CD&A) when an employer recoups a bonus
received in a previous year, and the affected employee is a named executive employee

. whose compensation is subject to disclosure under Item 402(a)(3) The clawback

should not be deducted from compensation reported for the repayment year on the
Summary Compensation Table. Compensation reported with respect to the prior year
affected by the clawback should be adjusted witha footnote to explam the clawback 74

31 Retroactive Clawbacks: Special Issues

Some employers may apply their clawback pohcy retroactively to cover compen-
sation first paid before the clawback policy was adopted. The question arises as to
whether repayments pursuant to a retroactively 'imposed policy - (“retroactive
clawbacks™) are deductible under either Code section 162(a) or 165(c)(1), and whether

: they are ehglble for section 13141.

[a] Itemized Deductlons and the Problem of “Yoluntary” Repayments*

- No deduction may be claimed under section 162(a) or 165(c)(1) fora repayment that
is voluntary. The definition of “voluntary” for this purpose is not entirely clear. As a
- result, there is some question as to whether retroactive clawbacks—repayments of
amounts first paid before the clawback policy was ‘adopted—‘are deductible,

72 Treas. Reg. § 1.409A-3(f) (prohlbmng payments that “resiilt i inan actual or potentlal reductton of,
or current or future offset to, an amount of deferred eompensatlon Y.

73 [RS CCA Lexis 302 (June 15 2001).

74 US Securities and Exchange ~Commission; Staff Compliance and Dlsclosure Interpretattons ‘
Regulation: S- K Q&A No 117 03 [Aug 14, 2009] :

(Rel. 2011-102011 - Pub.1646)



1C-27 iy © BXECUTIVE Comp CLAWBACKSI | § 1C.03[3][a]

| [il R‘etro‘activity and the Unreasonable Compensation Cases

The first question is whether a repayment is “voluntary” if made pursuant to a
repayment policy adopted after the payment was first made. The doubt surrounding
retroactive repayment policies arises from the long line of “unreasonable compensa-
tion” authorities. These involve compensation repaid pursuant to an agreement
between an officer-shareholder and the employer/corporation of which he is a
. shareholder, when the agreement stated that compensation would be repaid if the IRS
later determined that the compensation was nondeductible because excessive .or
“unreasonable” under section 162.7% In all such instances, it was held that a deduction.
was available under section 162 for compensation first paid gfter the repayment
agreement was in effect.”® But a section 162 deduction was not available for
repayments of amounts first paid before the repayment agreement was in effect, on the
grounds that such repayments were voluntary.”” The same constraint apphes to
business losses claimed under Code section 165(c)(1).78 :

Oddly, the concern for retroactivity arise on a when-paid basis, rather than a

75 Treas. Reg. § 1.162-7(a) (ordinary and necessary trade or business expenses include ‘a “reasonable
allowance for salaries or-other compensation for personal services actually rendered”).

78 Oswald v. Commissionier, 49 T.C. 645 (1968) (repayment of part of officer-shareholder’s-salary for
1960 held deductible under LR.C. § 162(a), where repayment required by -corporation’s 1952 bylaw
requiring repayment of salary disallowed as a'deduction). Pahl v Commissioner, 67 TC 286 (1976) (When -
- officer-shareholder repays portions of salary earned over two years under agreement to repay amounts

¢ determined by IRS to be nondeductible; held, amounts paid after agreement entered into [even though

< earned before that date] are deductible ‘under section 162(a)):- Reveriue Ruling 79-311 (when amounts
advanced in earlier year repaid in later year to extent they-exceed commissions. earned pursuant to
apreement in effect at time of original advarice, held, repayments deductible under LR.C. § 162(a));
Revenue Ruling 69-115, 1969-1 CB 50 (when amounts paid in earlier year repaid by employee in later
year pursuant to agreement in effect at time of original payment to repay amounts determined by IRS to
be nondeductible, held, repaid amounts deductible under section 162(a) even though “subsequent event”
test barred section 1341 treatment (under section 1341(a) “‘appeared” test); 2001 IRS CCA Lexis 302
(June 15-2001) (when bonuses. paid in-earlier year repaid pursuant to settlement of civil lmganon “held,;
© repayment deductible by taxpayers under LR.C. § 162(a)).

77 Blanton v Commissioner, 46 TC 527.(1966) (when officer-shareholder returns amounts pursuant to
agreement to repay amounts determined to be nondeductible, and agreement entered into after year in
which amounts first paid, seld no deduction under section 162 {or section 1341); Pahi v Commiissioner,
67 TC 286 (1976) (when officer-shareholder returns amounts pursuant to agreement to repay amounts
determined to be nondeductible; held; amounts paid before agreement entered into. are not deductible
under section 162, 165 (or section 1341); but (ii)-amounts paid after agreement entered into [éven though
. earned before that date] are deductible under section 162(a)); Sinon v-Commissioner, 281 F.2d 520 (6th

Cir 1960) (when lessees rebate rental payments to: corporate lessor of which lessees are the sole

shareholders; pursuant to agreement erntered into after rental income initially paid, held, nodeduction
available either as loss; or as expense of carrying on trade or business, under-1939 Internal Revenue
{ Code). :

78 Simon v Commissioner, 281 F.2d 520 (6th C1r ]960), Pahl v-Commissioner, 67 TC 286 (1976).
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when-earned basis. Repayments of unreasonable compensation are apparently deduct-
ible if paid after the repayment requirement goes into effect, even if earned by services
performed before the requirement went into effect.”®

[ii] Unreasonable-compensation Cases are Distinguishable

Do the unreasonable compensation cases mean that the class of nondeductible
“voluntary” repayments includes all repayments made under a retroactive repayment
policy, such as the retroactive clawbacks discussed here? The likely answer is no; these
cases are inapplicable to retroactive clawbacks. The unreasonable-compensation cases

“all involve agreements entered into between a corporation and its officer/shareholders,

" in which the officer/shareholder agreed to return salary paid in a year to the extent the

~ salary were determined by the IRS to be nondeductible under section 162. In many
such cases, the facts involve what appears to be a bilateral agreement to return, rather

than a unilaterally imposed payment obligation. More significantly, in all such cases
_the officers were also shareholders, so the repayments were in substance a repayment

of dividends amounting to a nondeductible contribution to capital. The repaying

officers did not forfeit the repaid amounts. Rather, by repaying purported compensa-

tion to a corporation in which they were shareholders, they merely restructured their

investment returns by repaying dividends as a contribution to capital.8° By contrast,

clawback policies are instituted unilaterally by the employer. The clawback is an

unambiguous forfeiture, and not a recharacterization of investment returns.

[iii] Not “Voluntary” if Precondition for Other Compensation

A different definition of “voluntary” has been advanced: repayments are not
voluntary if required to receive other pay or benefits. This definition supports the
deductibility of retroactive clawbacks, at least where repayment is the condition of
receiving, say, future bonuses, a pay raise, or even continued employment. The IRS
has long recognized that such repayments are not “voluntary” for section 165(c)(1)
purposes. For example, Revenue Ruling 82-178 dealt with laid-off employees who,
upon rehire, were entitled to be restored service credits and other employment rights;
contingent on their repaying their formerly-received lump sum severance payment
within 60 days of rehire. The ruling held that, even though not mandatory, repayment

79 Pahl v Commissioner, 61 TC 286 (1976).

80 See, e.g., Berger v. Commissioner, 37 TC 1026 (1962) for an opinion  expressly analyzing a
restoration of “unreasonable compensation” as just such a répayment of (nondeductible) dividends to the
distributing corporation in the form of the shareholder/employee’s (nondéductible) contributiof to capital,
Seé also, e. 8., United States v Simon, 281 F. 2d 520 (6th Cir 1960), for an identical analysisin the case
of purported overpayiments of rent repaid by lessee/shareholders to the corporate lessor. of which they
were the sole sharcholders. The Simon cotrt analyzed the purportedly restored rent as a repayment of
: (nondeductible). dividends in the form of a (nondeductible) contribution' to capltal from the lessee/

- shareholders to their wholly owned lessor corporation.
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of the severance was a deductible under section 165(c)(1) as a loss incurred in
employee’s trade or business, because required as a condition of restoring other
‘benefits.8! Rev. Rul. 79-322 involved a Federal employee who in one year received
sick pay, and in a later year repaid it, when repayment was a condition for receiving
“‘certa,in workers-compensation type benefits. It was held that amounts paid to
repurchase sick leave pay were a business loss deduction under section 165(c)(1).82

These rulings support the position that retroactive clawbacks are deductible under
section 165(c)(1), at least if the repayment is a condition for future pay. While strong
authority, unfortunately, they are not bullet-proof. One confounding factor is that the
~ repayment policy in these rulings was apparently in place when the original
~ compensation was received. This apparent fact, however, forms no part of the IRS’s
: reasonmg in concluding that repayment was not *“voluntary.”s3 : ‘

[iv] " - Bottom Line: Retroactive Clawbacks are leely Deductlble Under
Section 162 or 165

In short, wh11e the matter is not free from doubt, the likely answer that retroactive
clawbacks are deductible by the employee under section 162 or 165. The better to
--ensure the deductibility of retroactive clawbacks, the employer may prefer to design
_the clawback policy to state that nonpayment of clawback may be penalized by
nonpayment of compensation later payable (such as future performance bonuses).

[vl Retroactive Clawbacks and Section 1341

Section 1C.03[2][e] discussed the issues raised by applying section 1341 to
‘retroactive clawbacks. We here very briefly recapitulate that discussion. The IRS’s
current touchstone for section 1341 still seems to be the confused and confusing
apparent-right test. Under this test, section 1341 might not apply to a retroactive
“clawback. This is because the taxpayer had an ‘actual” right to the payment when
-received, a right defeased only by a subsequent clawback policy retroactively applied,

The IRS has indicated that a second argument might deny section 1341 treatment to
repayments made under a retroactively imposed payment condition, namely, the

-1 Rev. Rul. 82-178, 1982-2 CB 59.
82 Rev. Rul. 79-322, 1979-2 CB 76.

83 Additional confuswn atises from the fact that ‘the  two mvoluntary-repayment rulings are
conceptually mdlstmgmshab]e from the ‘no-personal-liability rulings discussed above, where overpay-
ments- could be recouped only by setoff against later-paid. amounts. In both :categories of rulings,
trepayment is in effect accomplished only if the economic value of later-paid compensation is computed -

net of the répaid compensation. Yet, for the no-personal-liability rulings, the repayment may be netted for
~tax purposes against the compensation against which the setoff is made; by contrast; under the
“involuntary repayment” rulings, the repayment is’ deductible under section 165(c)(1). This residual
confusion is an irreducible part of the analytic untidiness surrounding the tax treatment of repayments.
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argument that such repayments are “voluntary.” The statutory source of this “volun-.
tary” argument is section 1342(a)(2)®4 Some early case law, too, analyzed such
“repayments as “voluntary,” thereby barring section 1341 treatment by application of
section 1342(a)(2).8% The concept of involuntariness asa touchstone for section 1341,

~ however, has led to a practical and conceptual dead end. It is not clear, for example, -
whether the definition of “voluntary” for section 1341 purposes is the same or different
from that used for section 162 and 165(c)(1) purposes. Early cases used the term as
; interchangeable and identical for all three sections.8¢ By contrast, however, other cases
have held, that payments deductible under section 162 or 165(c)(1) may nonetheless
be too “voluntary” to warrant section 1341. A rich source of such confusion—with
- differing outcomes among cases with seeming similar facts—are the many cases
involving settlements in anticipation of litigation.8? In any event, possibly because of

; 84 Section 1342(2)(2) ‘requ1res that it be “determined” after the close .of the taxable year that the -
taxpayer “did not have” an unrestricted right to the payment See; e.g., TAM9516002; CCA 200808019
2001 IRS CCA Lexis 304; Revenue Ruling 58-456. 1958-2 CB 415, .

85 Blanton v Commissioner; 46 TC 527 (1966) (when officer/shareholder repays salary determined by
IRS to be nondeductible, pursuant to agreement with employer entered into after salary paid, held,
voluntary repayments are not deductible under section 162(a) or section 1341 because repayment fails

LR.C. §1342)(2)); Pahl v Comniissioner; 61 TC 286 1976) (similar to Blanton—when officer/
shareholder repays salary determined by IRS to be nondeductible; pursuant to agreement with employer
entered into after salary paid, held, amounts not deductible under code section 162, 165 or 1341); Berger
v Commissiorier, 37 TC 1026 (1962) (when salary repaid to employer pursiant to'agreement, entered into
after salary paid, that amounts repaid if determined by‘ IRS to be nendeductible, held, deduction not

“available under section 1341(a)(2) when repayment is voluntary. For the repaymiert to be other than

voluntary, payee must have at least the “ability to legally compel” the repayments); Barrett v
Commissioner 96 TC 713 {1341 not available unless taxpayer under legal obligdtion to repay); Kappel v
United States, 437 F2d: 1222 (3d Cir 1971 (similar)); Adams v Commissioner, 58 T.C. 41 (1972) (final
‘judgment not required, but section 1341 available only if repayment arises from determination that claim:
. ‘against taxpayer would be. resolved adversely to taxpayer); Pike v Cammzssmner, 44T.C. 787 (1965), acy.
1968-2 C.B. 2.

86 Blanton v Commissioner, 46 TC 527 (1966) (voluntary repayments nondeductible under LR, C
§8 162 and 1341); Pahl v Commissioner, 67 TC 286 (1976) (voluntary repayments nondeductible under
: sections 162, 165 and 1341); Bursee Pike v-Commissioner, 44 T.C. 787 (1965), acq. 1968-2 C.B. 2 (when
profits repaid in response to administrative investigation, held, repayment tiot eligible for section 1341,
-_because taxpayer-could-not prove validity of claims against him, even:though repayment is deductlble as
“ordinary and necessary” business expense nnder L. RC. § 162)

87 Compare Pike v Commissioner, 44 T.C. 787 (1965), acq. 1968-2 C.B. 2 (when profits repaid in

- response to administrative investigation, held, repayment not eligible for section 1341, because taxpayer

could not prove validity of claims against him); Adams v Commissioner, 58 T.C, 41 (1972) (while final
judgment not required, section 1341 available only for repayment ‘arising from determination that claim
against taxpayer would be resolved adversely to taxpayer) with, e.g., CCA 200808019 (in case involving -
disgorgement of insider trading profits-under 16(b), LR.C. § 1342(a)(2) does not require that repayment
obligation be established by final' judgment); Reverue Ruling 58-456, 1958-2 CB 415) (LR.C.

‘ {Rel. 20111072011 ‘1"ub.1646)
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the concept s lack of utility, recent IRS authorities appear to avoid use of the
voluntary Versus 1nvoluntary dlstlnct1on in section 1341 analysis.

- As discussed above, the case law (and some IRS guidance) has apparently
abandoned the concept entirely in favor of the more fruitful “same circumstances” test.

' -Under the same-circumstances test, section 1341 should be available for retroactive

clawbacks. Return to our example of the employee whose 2010 performance bonus is
clawed back in 2012 because 2010 earnings are restated in that year, and further
assume that the clawback policy was first created in 2012. For example, if a bonus
-granted for stated earnings targets being satisfied, and the bonus is clawed back
because earnings for that year are restated. Section 1341 should apply, because, even
- though retroactively applied, the clawback arises from the same terms and conditions
(failure of earnings target) as the onglnal payment (assumed satisfaction of eammgs
target.

As also noted in the above discussion, the IRS has in at least two revenue rulings
applied the same circumstances test rather than the apparent-right test to repayments,
either implicitly (Revenue Rullng 72-28) or expressly (Revenue Ruling 2004-17).

[4] Bad Boy Clawbacks: Spec1al Issues

It is not unusual for compensation agreements to condition payment on good
behavior, and to provide for a clawback in the event of breach. Examples are severance
bonuses conditioned on a covenant not compete, a covenant of confidentiality or, more
broadly, a covenant to refrain from activity detrimental to the former employer. If the

“executive fails to observe these covenants, the bonus may be clawed back under the
- agreement. : ‘

a] Employee s Deductions

Generally, a payment made by an employees or former employee as “l1qu1dated :
- damages”. for breach of an ernployment contract is deductible under section

165(c)(1).88 Accordingly, bad boy clawbacks should generally be deductible. The
availability of Section 1341 raises more complicated issues, which were set forth at -
: length in Section A and are briefly summarized here. As there noted, the IRS has

§ 1342(a)(2) does not requtre that repayment obhgatlon be established by ﬁnal judgment); 2001 IRSCCA
- Lexis 304 (when officers return stock bonuses in settlement of civil suit, and settlement agreement
. -specifies that they “believe they would prevail,” held, repayment not. “voluntary,” because ‘officers
presumptively would not return bonuses absent litigation); Barrett v Conumissioner, 96 TC 713 (section
1341 applies only to compensation repaid under legal obligation to repay, but requirement is met for
amounts returied pursuant to settlement agreement).

88 See, «e:g., Rey. Rul. 67-48, supra’ (amount of liguidated damages paid by the taxpayer to h1s :
employer for breach of an employment contract was attributable to-compensation received for services,
' and deductible under L.R.C. § l65(c)(l)), GCM 39336 (February 5; 1985):

Rel, 2011-10/2011. Pub.1646)
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expressly held that section 1341 does not apply toa clawback triggered by a contract
breach. Its rationale is the apparent-right test, under which section 1341 is not -
- available when the taxpayer’s actual right to payment is defeased by a subsequent
event. As also described above, however, the same circumstances test of case law and
~some IRS revenue Ruhngs would allow generally section 1341 relief in this case.

[b] ~Section 1341 and the Claim- of-Wrong Rule

For some clawbacks, one additional doctrine may preclude section 1341 treatment

- The IRS and the courts agree that, by statute, section 1341 not available when payment - b

- was received without any “appearance” of unrestricted right. Thus, for example, if an
“individual who embezzled funds is later required to repay them, section 1341 is not -
-available for the repayment 89 While no authority exists on point, it is conceivable that
this “claim of wrong” doctrine could deny section 1341 to a clawback enforced in
- egregious situations. Consider, for example, the executive who knowingly participates
in the creation of false financial statements that support a performance bonus based on
~ phantom earnings, and whose bonus is clawed back when those phantom eamings are
-restated. Could the claim-of-wrong doctrine preclude section 1341 in this case? The
answer is not clear, and will depend on the facts. The threshold for wrongdomg here -
is high, and does not appear to apply short of conviction for or admission of criminal
~ wrongdoing.%° Accordingly, section 1341 is probably not deniable merely because the
clawback is triggered by, say, violation of a covenant not to compete, or an earnings
restatement where criminal wrongdomg is not implicated.

[5] Retirees and Other Former Employees: Special Issues

Numerous potential issues are raised by clawbacks from former employees. One of
them involves section 409A, but because section 409A issues can affect current as well
~as former employees as well, this topic is discussed separately at subsection [6].

[a]l Anticutback Clauses

Unlike qualified retlrement plans, nonquahﬁed pensxon plans are not governed bya

: statutory prohibition against amendments reducing benefits accrued under the plan.
Many nonqualified retirement plans, however, have similar anti-cutback clauses as a

89 Rev, Rul. 68-153, 1968-1 C.B. 371, (holding proceeds from embezzlement activity later repaid, the
‘embezzler not permltted a refund calculated pursuant to LR.C. § 1341). McKumey v. - United States, 574
F.2d 1240 (5th Cir. 1978) Wood v. United States, 863 F.2d 417 (5th Cir. 1989).

20 Compare Barrett v. Commissioner, 96 T.C. 713 (1991).(When amounts returned pufsuant to
settlement of criminal charges where taxpayer did not concede criminal wrongdoing, held T.R.C.
§ 1341(a)(1) does not bar availability of LR.C: § 1341), aonacq. AOD-CC 1992-008 (March 23 1992)
with Parks v. United States, 96-2 USTC (CCH) (W.D. Penn. 1996) (disagrees with Barrer); see CCA
200808019—(claim of wrong does not bar 1341 when section 16(b) requires dlsgorgement of profits,
since dlsgorgement is-absolute obhgatlon, without regard to wrongdoing).

C RS, 201100011 Pab.i646)
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matter of contract. Many SERPs, for example, prohibit any amendment that reduces
benefits without the consent of the participant. Before implementing a set-off against
a nonqualified retirement plan benefit, it is thus necessary to check the plan document
for limitations of this kind.

[b] Itemized Deductions and Former Employees

The primary tax issue is whether a former employee can claim a deduction for
repayments of compensation paid by a former employer. Whether claimed under
_ section 162 or 165(c)(1), a deduction is available only if the repayment relates to the
taxpayer’s trade or business of being an employee. The question is thus whether a
- former employee can still be in the trade or business of being an employee—espemally
when retired -altogether. :

The answer appears to be yes. As a general matter, it is well established that former
employees can deduct expenses related to their former employment, For example,
terminated employees can deduct the legal expenses related to their wrongful
termination = suits.®* Former employees can claim a section 162 deduction for
outplacement services to the same extent, and under the same limitations, they could
claim a section 162 deduction if still employed.®2

By themselves, the wrongful termination cases and the outplacement-service cases
- are not entirely comforting. In both kinds of cases, the former employee has retained

an attachment to the workplace and to his line of work. The wrongfully terminated -
employee in effect claims he should still be working; the individual seeking
- outplacement services is, by definition, staking out an attachment to expected future
_employment. They do not by themselves answer the question whether a former
employee ever be so totally severed from the labor force that 162 -or 165(c)(1)
deduction is unavailable.

Under IRS guidance, the answer seems to be that even a completely retired

91 Biehl v. Commissioner, 118 TC 467, 477-8 (2002) (Attorney’s fees paid by former employee in
wrongful termination suit are deductible “below the line” under section 162, becatise incurred in his trade
< worbusiness of being an employee); aff’d 351 F3d 982 (9th Cir 2003); Cites McKay v. Commissioner, 102
~TC. 465, 489 (1994) (held, former employee’s legal expenses incurred in.wrongful dlscharge suit are

deductible under section 162 a8 ordinary and necessary expense incurred in his trade or business of being
an employee, even if suit carried on against former employer, vacated and reimanded on another issie 84
F3d 433 (5th Cir, 1996); Alexanderv. Commissioner, T.C. Memo. 1995-51. (held: taxpayer’s legal fees
_paid in connection with settlement of ‘suit filed ‘against former employer for breach of' employment
contract, deductible under section 162); aff’d. 72 F 3d. 938 (1st Cir..1995).

92 Rev: Rul. 92-69, 1992-2 CB 51 (holding that threshold condition of seeking section 132 exclusion
for outplacement services is ability to ¢laim deduction for expense as ordinary and ficcessary expense in
the trade or business of being an employee under section 162, and that this threshold condition:is met by
former employecs fo-the same extent as if they were current employees. In both cases, the deductlon is
available only expenses relating to seekmg empioyment in the same line of work).

(Rel. 2011-10/2011 ‘Pub.1646) :
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" employee can deduct repayments of compensation under section 165(c)(1). For
example, the IRS has held that, when a retiree is required to repay. inadvertent :
overpayments received in a previous year from a qualified defined benefit plan, the
repayments are deductible under section 165(c)(1).22 Similarly, a former employee
who was required to pay liquidated damages for breach of contract was allowed to -

- deduct the repayments under section 165(c)(1).94 In neither ruling is it stated that the

- former employee has potential continued employment in his former line of work. In
short, it appears that a former employee—even a former employee whose connection
to the labor force has terminated entirely—can deduct clawbacks of compensatlon paid
from former employer under section 165(c)(1).

[e] Section 1341 and Former Employees

Section 1341 is available to a former employee to the same extent as to a current

~employee. For example, when a retired employee repays inadvertent overpayments

from a qualified plan received in a previous year, and deducts the repayment under

section 165(a)(1), the IRS has held that the retiree can in addition claim séction 1341
treatment if the repayment exceeds $3,000.95

[6] Sectlon 409A and Set-offs from Nonqualified Deferred Compensatlon

When clawbacks are enforced via set-offs from other compensation, an issue may
‘arise if the compensation subject to reduction is nonqualified deferred compensation
under section 409A. This could happen if the clawback were deducted from SERP
benefits, parachute payments or other post-severance amounts. But it could also
~happen in the active employee context. Consider, for example, a performance-based

restricted stock unit (RSU) clawed back by reducing a subsequent RSU payable in the

clawback year, when the RSU payable in the clawback year is subject to 409A.

In this case, a potential issue arises under the sweeping substitution rule of the 409A
regulations. The substitution rule states that any payment made as a “substitution” for
- a payment of nonqualified deferred compensation is deemed to be payment of that

- deferred compensation.?¢ Under the deemed-payment rule, a substitution payment paid
at a different time than initially scheduled for the original payment could violate
section 409A as a proh1b1ted acceleration (if paid earher) or a prohibited subsequent ‘

~ deferral (if paid later).

The substitution rule is potentially implicated when a clawback is set-off from

93 Revenue Ruling 2002-84, situation 3,

94 Revenue Ruling 67-48,.1967- ICB 50 (when amount paid by taxpayer as liquidated damages for
“breach of contract to former employer, deductible-as business loss under section 165(c)(l) in year paid).

95 Id
96 Treas. Reg. § 1.409A-3(f).

(ReL. 2014:10/2611 -Pub.1646)
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: Iionqualiﬁed de‘ferred‘ compensation. For “ example,"cbnsider an executive who is
- terminated with a $500,000 parachute payable in 2012 subject to section 409A.
- Assume further that in 2010 he received a $100,000 performance bonus, which is

clawed back in 2012 by being deducted from his parachute. Accordmgly, his net

parachute paid in 2012 is $400,000.

Concern is raised because of the exception to the substitution rule set forth by Treas
Reg. §1 4O9A-3(])(4)(x111) This provision states that a plan may provide for the
' acceleratlon of payment, as “satisfaction of a debt of the service provider to the service
recipient,” up $5,000 (for all years), if the reduction is made “at the same time and in
~the same amount as the otherwise would have been due and collected from the service
~ provider.” Does this mean that the set-off in our example is a prohibited acceleration
“because it is a reduction in excess of $5 000 “in satisfaction of a debt of the service
provider to the service recipient”? :

_ The correct answer should be no. Moreover, it is easy to structure the set-off safely -

" 'to avoid running afoul of section 409A.

- Assume in this example that in compliance with Revenue Ruling 79-311, the
employer reports the gross $500,000 parachute on the executive’s W-2 filed for 2012
(even though the executive received a net payment of only $400,000). By including the
$100,000 set-off in gross income, as consistent with Revenue Ruling 79-311, the
employer in this example has avoided potentlal violation of the substitution rule. For
section 409A purposes, the entire $500,000 is pald as scheduled, with no acceleration.

This is because or section 409A purposes, “payment” is defined as inclusion in
income.®” Even assuming that the deducted $100,000 is a substitution for a portion of
the parachute otherwise payable, it is not a prohibited substitution because it does not
change the timing of the payment. The entire $500,000 is paid, as scheduled, in 2012.

A note of caution here. The example assumes that the $100,000 setoff is deducted
from the $500,000 parachute and included in gross income at the same time that the
entire parachute would otherwise be payable. If this is not the case, then there may be
a prohlblted timing shift in violation of section 409A.

‘ Alternative approach: excluding. hold- back from gross income. We ‘have said that
“when clawbacks are set-off from nonqualified deferred compensation, section 409A
can safely be satisfied by reporting the set-off in taxable gross income in compliance |
- with revenue Ruling 79-311. Change the above example, so that, rather than
complying with Revenue Ruling 79-311, the employer instead reports the parachute on =
the employee’s 2012 W-2 as the $400,00 amount net of the clawback (in violation of

PLR 9103031 but in compliance with Revenue Ruling 2002-84). o

97 72 Fed. Reg. 19,234, 19,235 (Apr. 17, 2007) (Preamble {o the section). See also reg. section
1.409-1(b)4(i)(B) (definition of a “payment” for short:term deferral rule).

Rel2011-10/2011 ‘Pub.1646)
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Does the ernployer s altematlve reportmg treatment mean that the $100,000 bonus
received in 2010 is a prohibited subsututlon for a portion of the parachute payable in
20127 Or that the $100,000 set-off is a violation of the $5,000 limit under Treas. Reg.
§ 1.409A= -3(j)(4)(xiii) for offsets to repay a “debt” to the service recipient? The =
sensible answer to both questions should be no. Even assuming that it was paid subject

‘to the broadest possible clawback contingency, the 2010 bonus created a “potential
- reduction” of nonqualified deferred compensation only in the most remote and indirect
- sense. And it was certainly not paid as a “debt,” but rather as taxable amount received
under a claim of right. \

- Nonetheless, under the excessively broad reach of the substltutron rule of 409A
regulations, the sensible answer cannot be assumed to be the correct one. Accordingly,
to minimize the employee’s risk under section 409A, clawbacks enforced by offset

- from nonqualified deferred compensation should be reported in compliance with
Revenue Ruling 79-311, included the gross amount of such nonqualified deferred

i compensatlon reported on the employee’s W-2 or Form 1099,

[71 . Repaymg Employer Stock and Other Property—Special Issues :

_ The employer’s clawback policy may require repayment of earlier payments of

-employer stock or stock options. Compensatory grants of property are taxed under
Section 83. Complications arise when the shares have risen or fallen in value between
income inclusion and clawback.

To consider first the affects of appreciation, assume that the stock is transferred
- when its fair market value (FMV) is $90, the substantial risk of forfeiture lapses when

EMV is $100, and the clawback is imposed when FMV is $110. Assume that the
- employee pays nothing for the shares and does not make a section 83(b) election.

- Under regulations, if the shares are forfeited pursuant to a lapse restriction after
- substantial vesting (as in this example), the employee is allowed an ordinary loss

deduction equal to basis in the property, which in our example is the FMV of the shares
~ at the time of vesting.®® The employee gets an ordinary loss deduction of $100, and
section 1341 treatment (if otherwise available). Both the deduction and exclusion

prongs under section 1341 are computed using the shares FMV included in income |

($100) rather than their appreciated value at the‘tiime‘ of clawback ($110).99

Now assume that the shares are clawed back after declining in value to FMV of $80.

98 Treas Reg. § 1.83- l(c) Regulatrons deﬁne a lapse restriction as a restnctlon that is not a nonlapse
restriction. Treas. Reg. § 1.83-3(i); The restriction is not a nonlapse restriction because it does not apply
to subsequent holders of the property Treas: Reg. § 1.83- 3(h)(11) Accordmgly the clawback is-a lapse
restriction;

99 Treas, Reg. §~l.l34l-l(d)(2)(i) (amount excluded from income for purposes of section
l34l(a)(5)(B) computation shall not exceed amount included in income. in prior year).

" (Rel. 2011-10/2011 * Pub.1646)
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~ The employee is stlll allowed an ordmary loss deduction equal to basis, % in this case,
$100. Section 1341 treatment is more restricted. When computing the prior year’s tax
as if the shares had never been paid (under section 1341(a)(5)(B), what this article has
termed the second benchmark computation), the taxpayer is permitted only to include
the FMV of the shares restored ($80) rather than thelr FVM 1ncluded in income at the
time of vesting ($100).201

e It has been assumed that the employee’s shares vested before clawback. If the shares
. did not substantially vest, they were not included in income (absent a section 83(b)
election), and no deduction is appropriate. If the taxpayer paid for the shares, the
amount paid should be allowable as an ordinary loss deduction, even if they were not
substantially. vested. ‘

. Change the assumption so that the employee makes a section 83(b) election at the -

- time of grant, when the shares’ FMV is $90. In this case, significantly harsher
treatment applies to the clawback. Under section 83(b)(1) the taxpayer is not allowed
a deduction for the forfeiture. If the taxpayer paid for the shares, and the clawback
occurs when the share are still “substantially nonvested,” regulations give him a
deduction for the amount paid.292 The loss, however, may be taken only as a capital
loss, rather than an ordinary loss.'®3 If the property has substant1ally vested, the
deduction for the payment amount is apparently not avaﬂable

[8] FICA Tax Consequences

. For an overpayrnent” that is later repaid, the employer and employee can recoup
- FICA taxes withheld and paid on the original payment, provided that the refund is
~ claimed not later than three years after the filing date of the return for the period in
which the original payment was made. These provisions are governed by regulations
- under section 6413, relating to refunds of FICA tax “erroneously” collected from the
-employee and “overpaid” by the employer. IRS guidance clarifies that the “overpay-
ment” refund provisions apply even if the erroneous overpayment relates to wages that -
were proper when made. and only later returned because of later-arising events 104

100 {RC. § 165(b)(l). ;
101 reas, Reg. § 1.1341-1(d)2)(1) (exclusion allowed for*‘amount restored in the taxable year”),

102 Treas. Reg: § 1.83-2(a) (“If property for which a section 83(b) election is in effect is forfeited
while substantially nonvested; such forfeiture shall be tréated as a sale or exchange upon which there is
realized a loss equal to the excess (if any) of the amount paid for the property over the amount realized
upon such forfeiture.”) See, €.g., Kadillak v. Commissioner, 127 TC 184 (2006) aff’d 534 F.3d 1197 (9th
Cir. 2008); Guzak v. US, 75 Fed. C.-304 (2007).

103 Treqs, Reg. § 1. 83-2(a) ("If such property is a capltal asset'in the harids of the taxpayer, such loss
::shall be a cap1ta1 1oss”)

104 See, . 2 Revenue Ruhng 79 311 (when advances paid to employees exceed earned comimission-

(Rel: 2014-10/2011  Pab.16406)
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In our example, the employer must reimburse the Employee share of the FICA tax
w1thheld from the original bonuses.25 Reimbursement is effected by deducting the
‘refunded FICA payments against the employee’s share of FICA taxes otherwise
“withheld from wages. paid in the in the repayment year, or is made directly to the
~employee if the employee’s FICA taxes in the repayment year are less than the
. refunded FICA taxes.1°6 The employer reports the overpayment of both employee’s
and employer’s share of FICA taxes on an amended return (Form 941-X) for the
period, and generally, receive an adjustment by taking a credit against the payment of
employment tax liabilities for the return period in which the adjusted return is filed,07

- The employer must complete all these actions before the statute of limitations for filing
- a FICA refund claim has expired,8 that is, not later than three years after the filing

date of the original Form 941.19° (By contrast, refunds of income tax withheld from |
wages may not be claimed after the calendar year in which the wages are paid).110

In our example, both the employee’s and employer’s share of FICA can be recouped
- on both the 2009 and 2010 Bonuses. Change the example, however, so that the
clawback applies also to the employee’s 2008 bonus, paid December 2008. The statute
of limitations for FICA refunds has run with respect to the fourth quarter of 2008 by
the date of the clawback in our example (July 2012). Accordingly, for this hypothetical |
2008 bonus, the FICA tax withheld on the clawed-back bonus cannot be cured if we
assume that the payback amount is included i in wages and taken only as a section 162
deduction. ‘

Repay the net or the gross" In order to get the employee s share of FICA refund
under these provisions, the employee must actually repay the wages originally paid. It
is not entirely clear whether the employee must repay the gross amount (i.e., including -
the FICA taxes withheld) or whether the employee need only repay the amount net of
FICA taxes withheld. Some IRS guidance suggests that repayment of the gross amount
is required.}* But in more recent guidance (dealing with returns of nonqualified

ers; and are repaid at termination ‘'of employment pursuaht to pre-exlstmg contact agreement, held, in
relevant part, taxpayer can claim credit for employee s share of FICA taxes thhheld under Treas. Reg
§ 31.6413(a)-1(b)(I)):

105 Treas. Reg. §.31.6413(a)- l(a)(2) (relatmg 10 retum of overpaid employee s shiare of FICA, when

‘ error is ascertained after return is filed.

- 196 Treaq, Reg. § 31.6413(a)- Lb)(2)dii).

107" Treqs. Reg. § 31.6413(2)-2(b)(i) and (ii) (employer adjustment for employee-and employer s share
of overpaid FICA-tax when overpayment discovered after return is ﬁled)
108 Id.

109 Treas. Reg. § 301.6511(a)-1(a)(1).
110 Preas, Reg. § 31.6413(a)-Hb}2)G): - y S , o
111 SCA 1998029 (December 4, 1988) (providing that “actual repayment of wages by the employee

: “(Rel. 2011:10/2011 k[’ub.1646)
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deferred compensation erroneously paid in violation of section 409A), the IRS has
: ,‘ implied that return of the net amount is sufficient, provided that the employer has filed
for refund under a properly filed Form 941-X.112 :

 § 1C.04 PRACTICAL CONCLUSIONS :
What can be concluded about clawbacks from‘ the discussion set forth in this article?

(1) In the case of an amount repaid i in the same year as first paid, the
~ repayment is excluded from gross income. The employer reports
wages and gross income on the employee’s W-2 net of the
repayment amount. This is the case whether the repayment is
tendered directly by the employee via check or cash, or deducted

~ from other compensation payable during the year,

(2) More typically, clawbacks will require repayment of compensation
first paid in a previous year. Tax treatment of the repayment is
generally governed by Revenue Ruling 79-311. The repayment
amount is included in the gross wages and income reported on the
employee’s W-2 for the repayment year. To mitigate the hardship of
paying income taxes on amounts ultimately relinquished, the em-
ployee can deduct the repayment under Code section 162 (or
165(c)(1)), subject to the 2% floor and the AMT. Availability of
section 1341 is not entirely free from doubt, because of the changing -
IRS position. By contrast, under the same-circumstances test ad--
opted by the case law and a handful of IRS rulings, the employee can
claim relief under section 1341, thus being made-whole for income
taxes paid on the clawed-back amount. In any event, the employer
takes the deduction back into income, under the tax benefit rule.

(3) If repayment of a previous year’s payment is deducted from (set off
against) other compensation, rather than repaid directly, the authori-
ties are somewhat confused. The safer approach is to follow
Revenue Ruling 79-311 and include set-off in the gross income and

to the employer through payroll ‘deduction or otherwise must occur before an ovérpayment exists”
‘(emphasis supplied), Further states that employer claims credits under Treas: Reg §§ 31 6413(a) l(b)(l)
and 31.6413(a)-2 only-“after” repayment).

112 Notice 2008-113 § LK generally requires that certain payments in violation of 409A can be
corrected only if the service provider repays the gross amount of the repayment to the service recipient
' before application of withholding taxes. But Notice 2010-6, § XHA, clarifies that requirement satisfied if =

service recipient repays only amount xet-of any withholding taxes, “to the extent the service recipient has

~made a tax correction (e.g:, an adjustment made on Form 941-X, Adjusted Employer’s QUARTERLY
Federal Tax Returd or Claiim: for Refund) to recover the amount of taxes withheld on the amount-
erroneously paid.” :

(Rel:2011-10/2011 ~Pub.1646) - .
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“wages reported on the Form W-2 or 1099, sﬁbject‘to a deduction by
- the employee under section 162 or 165 if available, and section 1341

relief (if available). Alternatively, it is arguably permitted for the

- employer to net the set-off amount from the wages and income

reported on the employee’s form W-2 and 1099. The employer who "

~ adopts a netting approach rather than the Revenue Ruling 79-311

@

approach is subject to some risk of penalties for underwithholding
should the IRS disagree with this position.

Retroactive clawbacks—that is, repayments of amounts first paid

- before the clawback policy was adopted—are somewhat more

problematic. While the matter is not entirely free from doubt,
retroactive clawbacks should be deductible under section 162 or
165(c)(1). The better to ensure their deductibility, the employer may
wish to include in the clawback policy a statement  that the
employee’s nonpayment of the clawback will be penalized by

reduction or elimination of future bonuses or other special pay.

- Availability of section 1341 is also likely but not certain. The IRS’s

law, -however; section 1341 :should be avaﬂable for retroactlve,

®)

(6)

o

position, while evolving, does not yet clearly support section 1341
for retroactive clawbacks. Underthe same-circumstances test of case

clawbacks

Bad boy clawbacks—clawbacks triggered by the employee s 111ega1
unethical disloyal acts or other behavior subject to sanction—are
deductible under section 165(c)(1). But, as in the case of retroactive
clawbacks, application of section 1341 is less certain. Under the
IRS’s apparent right test, section 1341 is not available if repayment

1C-40

is required by a breach arising after the original payment. By

contrast, the same-circumstances” test of case law and some IRS

rulings, section 1341 should apply. If the circumstances of the

clawback are so egregious as to implicate criminal conduct, it is
possible the claim-of-wrong doctrine might preclude section 1341,

Clawbacks repaid by former employees: should be deductible under -

section 165(c)(1)—even though the former employee has retired not
only from the services of the employer, but from the labor force
altogether, Former employees can also claim section 1341 treatment

to the same extent as can current employees.

Clawbacks‘; enforced by being held back from'nonqualiﬁed deferred
compensation raise potential issues under the substitution rule of

~ 409A regulations. These potential issues may be safely avoided by

observing the IRS’ prescribed tax treatment of set-offs under

{Rel. 2011-10/2011 " Pub.1646)



1C-41 Lol UEXECUTIVE Comp CLAWBACKS 1 Ly § 1C.ﬁ4

‘Revenue Ruling 79-311. That is, the 'employeri should report include
the set-off in the gross nonqualiﬁed deferred compensation reported
on the employee’s W-2 or form 1099.

®) Clawbacks of employer stock and other property sub_]ect to section.. .
* 83 raise special issues if the property has appreciated or depreciated
after being included in income upon vesting under section 83(a).
- Generally, the employee is entitled to a deduction equal to his basis
in the shares. If the property has depreciated, however, some Section
1341 treatment (specifically, computing the exclusion from prior
yeatr’s income) is limited to the FMV of the shares at the time of
clawback. If the employee has made a section 83(b) election, no
deduction is available, except in some cases a deduction for any
~amount paid for the shares, taken as a capital loss.

-(9)  FICA taxes paid on the repaid amount—both the employer’s and
-employee’s share—can be recouped under IRS procedures for
mistaken “overpayments” of FICA taxes. This is the case even

~ though the payment was correct when made, and only later deter-
mined to be an “overpayment” via imposition of the clawback. To
recoup FICA taxes, the employee must repay the “overpayment” to.
the employer——in this case, the clawed back amount. While it is not
entirely clear whether the repaid amount is computed net or gross of
the FICA taxes initially withheld, most recent IRS guidance suggests
that repayment net of the withheld FICA taxes is sufficient, :

(Rel. 2011-10/201F Pub;1646)
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