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Supplemental wages; income tax, This ruling provides guidance with respect o income fax withholding in
nine different situations involving the payment of supplemental wages. Rev. Ruls. 86-284 and 67-131
obsoleted.

EERUE

Ee

How does an employer determine the amount of income tax required to be withheld under section 3402 of
the Internal Revenue Code with respect o cerfain suppiemental wages the employer pays {0 an emplaves.

FARGTE

i

{ty this revenue ruling nine different sifuations are described: (1) commissions paid at Txed infervals with no
regular wages paid to the employee; (2) commissions paid af fixed intervals in addiion to regular wages paid
at different intervals; (3} draws paid in connection with commissions, (4) commigsions paid {0 the employes
anly when the acoumulated commission credit of the employee reaches a spegific numerical threshold; (5) a
sigiing borus paid prior to the commencement of employment; (8) severance pay paid afler the termination
of empioyment; {7) iump s payments of accumuiated annual leave; (8) annual paviments of vacation and
sici leave; and (89) sick pay paid af a different rate than regular pay. 0 these siiuations, it is assumed, Jor
ncome tex and income tax withholding purposes, that there is no constructive recaint or consfructive
pavmernt of wagaes before he actust payment of wages, that no amounis are required o be ncluded in
inorme under section 408A before the actual payment of wages, and that all payments are mades on or afier
Jarmary 1, 2007, Except for Employee & in Situation 5, none of the employees below is paid more than
51,000,000 of supplemental wages during any calendar year.

Situation 1. Employee A wuorks as ¢ salesparson for employer X During A's career as an employee with X, X
has paid A only commissions as compensation for seivices. X pays the commissions aedited to Aona
mionthly basis.

Sitvation 2, Eraployee 8 works as a salesperson for employer V. Y pays B & monthly salary of $10,000,
which it pays on fhe first husiness day of the monih. In addition o the sadary, ¥ pays B g commission equal
o 5 parcent of sales. Y pays the amount of accumulated commissions 1o A asch Monday unless the Monday
is & tederal holiday, i which case the amount is paid on the next business day. Y withholds come tdrom
the ronthiy salary paid to B,

Situation 3. Employes Cworks as a salesperson for employer 2. Under C's employment arrangarmant,
pays a $4,000 draw to © on a semimonthly basis. Toegether with the second $5,000 draw payment for a2
month, Z pays C the amoeunt of commigsions credited to hin less the oial amount of draws ($10,000) that 2
pays £ during that month, if C's draws exceesd the amount of comimissions earasd by C during thal month, 2
reduces the amount of the draws paid to © during the next month. If € terminates employmant with Z, he is
obligaied to repay any draws recetvad in excess of commissions camed. C recelves no wage payments
ofher than the semimonthiy draw payiments and the monthly commission payments,

Situation 4. Employee [ has worked as a salesperson for employer M for a number of years, and has been
cormpensated solely by commission. M pays £ the commissions credited to D whenever her accumuiatad net
comenissions egual $1,000 or mere. On January 13, 2 has $1.350 in saccunulsied commissions. This is the
first day of the year the amount of commissions credited to her has equated or excesded $1,000, and M pays
the full accumudated amount ($1,350) to D on January 4. This payiment is the first payment of wages (o D
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for the calendar vear, 0 bas §2, 128 in accumulated commissions crediled 1o her account on Jamuary 31,

wihich is the next day in the calendar year that the amount of commissions credited 1o her has excesded
$1, UOO fif pays the full amourd of accumulated commissions ($7,128) on Fehruary 1. This payiment is the
seeond payment of wages to D for the calendar vear.

Situstion §. Under an employment contract entered info on May 1 of Year 1, Employees F is scheduled to
hegin performing senvices for employer P on October 1 of Year 1. Fwill I(?‘(.‘GIV{} regular wages of §75,000 par
month for bis services as an employes of P, and will have a monilly payroll peried. On June 1 of Year 1, P
pays 52,100,600 as a bonus for signing the employment contract. F has recelved no wage paymenis in
any year fram P prior to the payment on Jung 1 of Year 1. F has received no wage paymenis from agents of
£ or any other person treated as the same employer as 7 under § 31.3402{g)- 1(2)(3)(i) of the Employment
Tax Regulations.

Siualion 6. Employee G performs services for employer S, which has & severance pay plan for its
amployeas. The plan provides that, generally, if an employee is inveluntarily terminated, the employee will
recsive weekly severance pay equal to his of her ending regular weekly pay. The severance pay will
continue after termination for the number of weeks that is equal to the number of fulf years the employee
perfornred services as an employee for the employer multiplied by 3. & is involuntarily terminated by S on
June 30 of Year 1, after G has performied services as an employee of 8for 17 years. Thus, G will receive 51
weeks of severance pay, which will be paid weekly starting in July of Year 1 and continuing into Year 2,

Shtuation 7. In general, Civit Service employees of the Federal Government earrs specified hours of annua
leave each 50-hour biweekly pay periad, depending on the length of the employee’s service. Employees,
under usual clrcumstances, are permitted to accumulate earned but unused annual leave from year o year,
up to a specified maxinmun number of hours. Wien an employee Jeaves the service of the Federal
Governmeant, the employee receives his or her final payment of regular wages and, aither in the same check
or in & separate check, receives payment for any unused accumulated annual leave, computed at the
employee's former regular pay rafe. The terminating employee receives a report from the agency for which
the employes works, or the agency's designated agent, specifying the amount of the payment of the
accumulated annual leave. Federal agency T pays Employee H & lumnp sum payment for unused
accumulated annual leave upan H's termination of employimeant.

Sifuation & Employer U maintains a plan that pays fis employees at the end of approximalely each 12-month
period & tup sum payment known as a vacation and sick leave aflowance. An employee receives this
payment whether or not he or she has been absent from work because of vacation or ilnass. However, in the
event of absenteaism because of vacation or Hiness, the employee receives no regular pay for the period of
absence. U makes a lump sum payment under the plan to employes J.

Situation §. Employer Vpays its employees at one rale when the employes is present and working and af
another rate when the ermployee is absent beoause of sickness. The emplover mnintaing pavroll records that

separately state the amount of wages paid for working days and the amownt of wages paid for sick pay. V
makes a single payment of wages to employee Kior & payroll pesiod, and the pavient includes an amound
for woslkdng days and an amount for sick pay.

Section 31.3402(g)-1(a} of the regulations, as amended by T.1, 9276, 2006-2 C.1B. 423, provides rules for
determining whether wages patd to an employee are reguar wages or supplemental wagas, The
amendments to the regulations are effective with respect to wages paid on or after January 1, 2007 Whether
wages are classified as regular wages or supplernental wages may have sighificance in determining the
amount of incorne 1ax requined 1o be withheld.

Section 31.3402(g)-1(2) (1)) of the requistions provides that supplemental wages are all wages paid by an
amployer that are not regular wages. Supplemental wages include wage payments made without regard 1o
an ermployee’s pawolt perled, bui alse may include payments made for a payroll period. The regutations
provide many examples of supplemental wages including commissions, bonuses, nonguatiied df}?(*ii(,{}
compensation includible iy wages, and back pay. The regulations also provide that amounts that are
daseribed as supplemental wages in the definition in the regulations are supplemental wages regardless of
witesther the employer has paid the emplovae any regular wages during eiiler the calendar year of the
payment or any priot calendar year,

Section 31.3402()-Ha) 1)) of the regulations provides that, as distinguished from supplemental wages,
regular wages are amounts thai are paid at a regular houry, daily, or similar pariodic rate (and not an
overtime rate) for the current payrolt period or at a predetanmined fixed determinable amount for the current
pavrol period.

Section 31.3402(g)-1 (@2} of the regulations provides that if a supplemental wage payment, when added io
all supplemental wage paymenis previously made by one employer (as defined under the regulations) to an
employes during the calendar year, exceeds $1,000,000, the rate used In determining the anount of
wﬁhhe ding on ihe excess (including any excess which is a portion of a supplementat wage payment) shail

¢ equat fo the highest rate of tax applicable under section 1 of the Code for such taxable years beginning in
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such catendar vear, This flat rate shall be applied without regard (o whether incoing
from the emploves’s regular wages, without allowance for the number of withholding allowan claimed by
the emplovee on Formm W4, "Emoloves s Withholding Allowance Certificats” without regard 10 whether the
employee has claimed exempt stalus on Form W4, without regard te whaether the employee has requested
additicnal withholding on Form W-4, and without regard to the withholding method used by the employar.
Withholding under § 31.3402(0)-1(a)(2) is referred to as mandatory flat rate withholding.

if the supplemental wages paid to an employee by an employer (as defined in the regulations) during a
calendar year do not excead $1,000,000, then the amount of income tax withholding is detennined under the
res provided in § 31.3402(0)-1(a)(@) and {7). These paragraphs describe iwo procedures for withholding on
supplemantal wages: the aggregate procedure and optional fiat rate withholding.

Arr erployer applies the aggregaie procedure described in § 31.3402(g)-1{a){6) by using the wilhholding
tables applicable 1o the payrolf period with respact to which the emplover is caloulating tha income fax
wilhholding liability on the supplemental wages. The supplemental wages, if paid concurrenily with wages for
a payroil period, are aggregated with the wages paid for such payroll peried. If not paid concurrenty, the
supplemantal wages are aggregated with the wages paid or 10 he gpaid within the same calendar year for fhe
last preceding payroli period or for the current payroll period, if any. The amount of tax to be withheld is
determined as if the aggregate of the supplemental wages and the requiar wages constifuted a singie wage
payment Tor the regular payroll period.

The aggregate procedure can be used to determine the amount of income {ax o be withheld with respect o
any payment of supplamental wages, except {o the extent that mandaiory fiat rate withholding applies. Ses
§ 31.3402{g)-1(a)(6} of the regulations. MHowever, optional fial raie withholding may only be used under
cerlain condiions,

Under § 31.3402(g)- THa)(73(1) of the regulations, an employer must maet the following conditions at the time
of payment {o use optional fat rate withholding with respect to a supplemental wage payment or portion of a
payment:

(A) The wage payment or portion of the payment is not subject te mandatory fiat rate withihiolding under
§ 31.3402(g)-1(a)(2) of the reguiations;

{B) The supplemental wages are sither not paid cencurrently with regular wages or are separately stated on
the payroll records of the employer; and

{C) Incoma tax hias been withheld from regular wages of the employee during the calendar year of the
nayment of the supplemental wages or the preceding calendar vear.

i detenmining the amount of income tax withholding applicable under the aggregate procedure, it is
nacessaty o determing the payroll period of the employee so that the correct withholding table can be
apphed. Withholding lables are updated each yvear and are found in Publication 15, (Cirotlar ), Employe's
Tax Guide.

Section 31.340H0)-1(a) of the regudations provides that the term “payreld periad” means the period of service
for which a payment of wages is ordinarily made fo an employee by his or her emplover. it {s immaieriat that
e wages are nol always paid at regular intervals,

Section 31.3401(h)-1(k) of ihe reguiations provides that for purposes of seation 3402, an employes can have
only ane payroll period with respect to wages paid by any one employer. Thus, i an employvee is pald a
reguiar wage for & weekly payroll pediod and in addifton thereto is paid supplamential wages {for exampls,
bonuses) determined with respect 1o a different period, the payroll period is the waekly payroll period.

Section 31.3407(h)-1{d) of the regulations provides thaf the term “miscellansous payroll period” means
payrolt perdod other than a daily, weeldy, biweekly, semimoniiily, monthly, gquartery, semianiual, or annua
payroll period.

Employers say elest {o use either the percentage method of withholding o the wage bracket mathod of
withhelding in withholding on regular wages of an employes. In applving the aggregate procedure applicabls
to supplementat wages, the employer will ordinarily apply the method of withholding used with respect 1o
ragular wages if the emplover pays regular wages 1o the employes. Saction 31.3402(h)-1 of the regulations
provides that the amount of tax o be deducted and withheld under the perceniage mathod of withholding
shall be determined under the applicable percentage methed of withbolding table contained i Publication
15, aceording to the instructions contained therein. Similarty, § 31.3402(c)-1(a)(1) of the regulations provides
that the correct amount of withholding under the wage hracket method shali be defermined under the
apphcahle wage bracket withhoelding table contained in Pulllication 15 issued foi use with resped to the
peried it which such wages are paid,

Seclion 3402(c)3) and § 31.3402{c)-1{c)(3) of the reguiations provide, with respeat 1o wage bracket
withholding, that if wages are paid 10 an employees without regard te any paricular period, as, for example,
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commissions pald 1o & salesperson upon consumimation of a salg, the amount of tax 1o be deducted and
withheld shall be determined in the same rmanner as in the case of & miscellancous payrol period containing
a number of days (including Saturdays, Sundays, and holidays) equal i the nunber of days (ncluding
Saturdays, Sundays, and holidays) which have etapsed beginning with the fatest of the following days:

(iy The first gay afler the tast paymerit of wages o such employee by such employer in the calendar year, or
(i) The date on which such individual's empioyment with such emplover bagan in the calendar year, or
(iify January 1 of such calendar year, and ending with {(and including) the date on which such wages are paid.

Situation 1. Seclion 31.3402{g)- 1{a)(1){) of the regulations specifically includes comniisgions as an example
of supplemental wages. Amounis included as supplemental wages under the definition in the reguiations are
supplemental wages regardiess of whether the emiployer has paid the employee any regular wages during
either the calendar year of the payment or any prior calendar year. Because the commission payments are
supplemental wages, X has paid A only supplemental wages and a0 regular wages.

An employer determines income tax withholding on a payment of supplemental wages under efther the
aggregate procedure or optional flat rate withholding. X nray not use the optionat flat rate method wilh
respect to the wages paid to A hecause one of the three requiremerds set forth in § 31.3402(g)-1{a)(7){() has
not bean met. X has not withheld income fax from regular wages paic to A during the calendar year or the
nreceding calendar year. Therefore, X must use the aggregate procedure fo determine the amount of income
tax withholding on the commissions paid 1o A.

The payroll periad of any particular empioyee is the period of service for which a payment of wages is
ordinarily made to an employee by the employer. See § 31.3401{(h)-1(a). A receives no regular wages,
therefore, the payroll period cannot be determined with respect to regular wage payments made by X bui is
determined by the period of service for which the payiments of supplemental wages are ordinarily paid by X
0 A, Because X makes payments of the commissions o A on & monthly basis, A has a monthly payrofi
period. Therefore, X determines withholding on the comimisaions by using the applicable table for a morthiy
payvrol perfod found in Publication 15.

Situation 2. Y s paying B both regudar wages (the salary) and supplemental wages {(the commissions).
Because the regular wages are paid on a monthly basis, B has a monihly payrell period. The frequency of
payment of the supplemental wages kas no effect on the determination of 5's payroli pariod becauss 3
receives periodic regular wage payiments dunng the calendar year.

¥ may use either the aggregate procedure or optiongl flat rate withholding to defermine income fax
withholding on the commissions paid to 5. Under the facts here, Y did not pay the supplemental wages
concurrently with the wages for the payroll pesiod. Therefore, if ¥ uses the aggregate procedure, Y may
inciude, in the calcuiation of the agaragate of regular wages and supplementsl wages, the regular wage
payments for either the cument or the last preceding payroll perdod. In calculating the aggregals wages, the
employer woudd also include any other supplemental wage payments made for such payroll pariod. Thus, for
example, i determining the correct withholding on the fourth cotmmission payment duwing a month under the
agaregate procedure, Y needs o aguregate regular wages paid for the payiolt pedod plus {he three prios
commission payments for the payrolf perod (and any other supplemental wage payments paid for that
payroli petiod) and then apply the applicable monthly payrolt table in Publicaiion 15, Because Y has withheld
incormne tax frorm regular wages paid © 8, Y may aiso use optional flat rate withholding o delermine the
amount of withholding on the supplernental wage paymsnis to B.

Siuation 3. Under this wage stracture, the draws represent payments of commmissions that are supplemenial
wages. The draws are debited against commissions, and the employer reduces the arnount of the draws if
they exceed commissions. Thus, the payment of the draw is a payment of connmissions and not a payment
of salary, and constitutes supplemental wages not regular wages. Therefore, £ is paving only supplemental
wages to O, and, as o sfiuation 1, the employer must use the aggregate procedure in determining the
amount of withhelding on the payments of wages to the emploves. Because 2 ordinarily pays € her
supplemental wages on a semimonihily Basiz, C has a semimonthly payroll period. Thus, Z should use the
applicalde sermimonthly withholding table in Publication 15 in determining withholding on payiments {o C.

Sitwation 4. Under the facts of this situation, [ s receiving only supplemental wages, and thus M must us
ihe aggregate precedure in determining income tax withholding required under section 3402, However, the
wages are not paid at regular infervals. Because the wages are not paid based on a period of service, but on
some other basis (i.e., the date the amouni of unpaid commissions cradited to the employee eguals or
exceeds $1,000), the income tax withheld from the wages paid to D s based on ihe rules applicable o
wages paid without regard o any peried provided in § 31.3402(¢)-1{c}{3) or Publication 15. Under these
rules, the income tax to be withheld is determined based on the applicable table for a miscelfaneous payrolt
period. The first payment (o the employee is treated as & payment for 2 miscellaneous payroll period of 15
days, and the employer defermines the income tax withholding based on that pertod. The 18 days is derived
frem: @ beginning date of January 1, which is the latest of (a) the first day after the last paymant of wages to
such employee by such emplover in the calendar year, (h) the date on which e empioyes began
ainployment with such employer in the calendar year, and (¢) January 1 of the calendar year, and an ending
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date of January 15, the date on which the wages were paid. Similarly, the withholding on the second wage
payiment is determined based on a miscellaneous payroll period of 17 days, from January 16 {the day after
the tast payment of wages) (o Februsay 1, the date on which the wages ware paid.

Situation 5. The bonus payment ot June 1 of Year 118 supplemental wages. See Rev, Ral. 2004168, 2004
2 C.B. 658, and § 31.3402(g)-1(a)(1). To the extent the bonus exceeds §1,000,000, P is required to apply
mandatory flat rate withhiolding under § 31.3402(g)-1(a}(2) because the supplemental wages paid to Fby F
axceed $1,000,000 for the calendar year. Thus, P s required fo apply mandatory fial rate withholding vith
respect 10 $1,100,000 of the bonus.

With respect 1o the first $1,000,000 portion of the signing bonus, P has the choice of either applying the
aggregaie procedure of weating the amount as subject to mandatory fiat rate withhoiding. See § 31.3402(g)-
1(a)4d)iv) of the regulations, which provides that, in the case of a supplementat wage payment that, when
added to all supplemental wage paymenis previously made by the employer (o the employee in the calendar
year, resulls in the employes having received in excess of $1,000,000 supplemental wages for the calendar
year, the employer may subject the entire amount of such supplermental wage payment to mandatory flat rate
withholding. i P uses {he aggregate procedure, the payroll period o be appliad with respect to determining
the amount of income tax to be withheld on the first $1,000,000 portion of the bonus is the monthly payrolt
period, because the regular wage payiments o be paid to F during the calendar year are scheduled to be
paid on a monthly basis. P may not use optional ftat rate withholding {e determine inceme tax withholding on
Fs signing bonus hecause at the limea the bonus is paid © has not withheld income tax from regular wages
paid during year 1 or the preceding year.

Situation 5. Severance pay is supplemental wages because it is not a payment for senvices in the currerd
payroll period but a payment made upon or afier iermination of ernpieyment for an employment relationship
that has terminated. Thus, although the payments in this situation are for a fixed determinable amount for 51
weeks, they are nel fixed payments for the current payroll paiied and thus are nel regular wages.

Because the severance pay is supplemental wages, the usual rules for determining income tax withholding
with respect io supplemantal wages apply. S can use the aggregate procedure io determine withholding on
the payiments. Allematively, if S has willheld income tax on regular wages paid fo & in Year 1, § can use
optionat flat rale withholding to determine the withholding with respect to the supplemenial wage payments in
Year 1 and Year 2.

Situation 7. The ump swn payment of accumuiated annual leave is a supplemental wage payment, because
it is not a payment at a regular rate for the cirrent payroll pericd. T can use the aggregate procedure in
determining income tax withholding with respect to the amount of the accumulated annuatl leave payment. T
separately states he amount of the supplemental wages on ils payrol records. Thus, i T has withheld
income tax from regular wages paid to H during the calendar year of the preceding calendar year, T can use
optional fat rate withholding to determing the withholding with respectto the supplemental wage payment.

Situation 8. The annual payment of the vacation and sick {eave allowance is & supplemental wage payient,
hacause it is not 8 payment al a reguler rate for the current payroll pericd. U can use the aggregale
procedure fo determine the income tax withholding with respect (o the eave allowance payment. The
supplemental wages are not paid concurrently with regular wages, and thus U meets ong of the requirements
for use of optienal #at rate withholding, ihat the supplementat wage payment must be either not paid
coneurrendly with regular wages or separately stated on the payroll records of the employer. If U has withheld
income tax frorn regular wages paid fo J during the calendar year or the preceding calendar vear, U can use
optiona flat rate withhwlding 1o determine the withholding on the leave allowance payment.

Situation 9. The portion of the wage paymant {or sick days is supplemental wages, because the sick pay is
paid at a different rate than the regular wages paid the employes. V can use the agaregate procedure to
detarmine withholding with respect {o the sick pay. V separately states the amoun{ of the sick pay on its
payroll records. Thus, if V has withheld income tax rom regular wages paid fo K duing the calendar year or
the preceding calendar year, V can use oplional flat rate withholding fo defermine the withholding on the sfek
pay.

LIRSS

Sitwation 1. X wust use the agyregate procedure described in § 31.3402(g)- H(@)(8) In determining the
antount of income tax withholding on the paymenis of commissions to A. Because the supplemental wages
are: ordinarily paid Tor a monthly period of service, X should use #he applicable withholding table for a monthiy
payroff period found in Publication 16 in applying the aggregale procedure.

Situation 2. Y is pennitied to use either oplienal fial rate withholding or the aggregate procedure. i Yis
applying the aguregate procedure, Y must aggregate all wages paid to 5 Tor the monthly payrolf period,
neluding all payments of supplemental wiages for that payroll period.

Situation 3. The payments of the draws are supplemental wages. Therefore, £ is paying only supplemental
wages to C, and, as in Situation 1, 2 must use the aggregate procedure in determining the amount of
withhiolding on the wades naid 1o C.
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Situation 4. Mis requirad fo use the aggregate procedure in determining the amount of income tax o be
withheld. Furthermore, because £ s paid supplemantal wages without regard to any particular period of
service, income tax withhiolding on the payments of the supplemanial wages is determingd under the 1ules
appiicable for wages paid withoui regard 1o any perod under § 31.3402(c)-1{c)(3), If the employer is using
the wage bracket method, or tnder Publication 15, if he employer is using the percantage methoed of
withimlding.

Situation 5. The signing bohus is & supplemental wage payment. To the exient ihe signing bonus exceeds
51,060,000, 2 is requited to apply mandatory flat rate withholding under § 31.3402(g)-1(a}2) because F will
have received i excess of §1,000,000 in supplemental wages from £ during the salendar year. Thus,
$1,100,000 of the signing borws is subject to mandaiory flat raie withholding. In determining the payroll
period applicable with respect fo the payment of the signing bonus, P uses the paysoll peried for wiich
regular wages will be paid the employee. With respect to the first §1,000,000 of the bonus, P may either treat
ihe amount as subject to mandatory flad rate withholding or withhold using the aggregate procedure based on
a menthily payrolt period.

Situation 6. The severance pay paid to G is supplemental wages. Therefore, S should withhold on the
payments under the rules applicabla in determining withholding on supplemental wages.

Situation 7. The lump sum annual leave payment is a supplemental wage payment. Thereforg, T should
withhold en the payment under the nites applicable in determining withholding on supplemantal wagas.

Situation 8. The lumyp sum annual payment for vacation and sick leave is a supplemental wage payment.
Therefore, U should withhold on the payment under the rules applicable in determining vathholding on
suppiernental wages.

Situation 8. The amount paid for sick pay is supplemental wages. Therefore, V should withhold on the
payment under the rules applicable in determining withholding on supplemental wages.

EF

ST O OTHER REVERLE RULINGE

Rev. Rul. 87-131, 1867-1 C.63, 291, and Rev. Rul. 66-294, 19662 C.B. 458, are obsolete. This revenue
uling and § 31.3402(g)-1(a) of the regulations, as amended by 1.0, 8278, provide rules with respect to the
types of payments described in Rev. Rul. 66-294 and Rev. Rul. 67131,

HEAFTING HFORMATION
The principal auther of this revenus ruling is Allred G. Kelley of the Offfce of Associate Chief Counsel (Tax

Exempt & Govermment Entities). For further information regarding this revenug ruling, contact Mr. Kelley al
(2023 622-6040 (not a tolbfree call),
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