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Managing wage repayments  
The employment tax impact of the claim of right doctrine 

By Debera Salam, CPP, and Deborah Spyker, CPA, CPP, Ernst & Young LLP

Most employers will encounter 
circumstances where employees 
need to pay back wages. 
The wage payback may be in 
connection to an employment 
contract (e.g., failure to meet a 
length-of-service requirement), 
a salary advance agreement 
or an error in calculating pay. 
Regardless of the reason for 
the wage repayment, payroll 
tax withholding and reporting 
requirements are complex when 
the payback crosses tax years.  

Because of the tax implications of wage repayments for both employers and 
employees, it is important to take these requirements into account in the design 
of policies that include the requirement that employees repay taxable wages. 

Current-year wage repayments
A key principle in wage and tax reporting is the requirement that compensation is 
subject to employment tax and withholding in the year received. As a consequence, 
and with limited exceptions, wages are subject to federal income tax (FIT), federal 
income tax withholding (FITW), Social Security/Medicare (FICA) and federal 
unemployment insurance (FUTA) at the time wages are made available to employees 
without substantial limitation. (IRS Reg. §1.451-2(a).)

This doctrine of constructive receipt applies without regard to whether the wages 
were earned at the time of payment. For instance, a wage advance or wage 
overpayment continues to be subject to employment tax and withholding in the 
year received despite any future obligation of repayment.

If the wage overpayment or advance occurs in the same year as the original 
payment, application of the constructive receipt doctrine is straightforward — 
wages for FIT, FITW, FICA and FUTA purposes are reduced and any related tax 
obligations are refunded. If the repayment is made through payroll deduction, 
it is deducted on a pretax basis.

https://www.law.cornell.edu/cfr/text/26/1.451-2
https://en.wikipedia.org/wiki/Constructive_receipt
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Example 1: Wage repayments in the current year (wage-offset method)

Employee Ryan’s regular weekly wages are $300. On December 1, 2018, Ryan was 
erroneously paid $330. The $30 overpayment was deducted from wages paid to him 
on December 8, 2018.

Wage repayment in the year of the advance/repayment 
(Pretax deduction)

Pay calculation  12-1-2018 
Wage payment

 12-8-2018 
Wage payment

Gross pay $300.00 $300.00

Wage overpayment/repayment 30.00 -30.00

Net taxable gross $330.00 $270.00

FIT at 12% -39.60 ($330 × 12%) 32.40 ($270 × 12%)

Social Security at 6.2% -20.46 ($330 × 6.2%) -16.74 ($270 × 6.2%)

Medicare at 1.45% -4.79 ($330 × 1.45%) -3.92 ($270 × 1.45%)

Net pay $265.15 $216.94

When the wage payment and repayment occur in the same year, 
the repayment is deducted from wages on a pre-tax basis.

Wage repayments that cross tax years
Often an employee’s repayment of an advance or overpayment will cross tax years. 
For instance, some employment contracts may require the repayment of a sign-
on bonus or relocation reimbursement if the employee resigns before the end of 
the multiyear contract period. The employer may also make an agreement with 
employees that wage advances and overpayments can be repaid over a period that 
reaches into subsequent years.

When wage repayments occur in subsequent years, the claim of right doctrine 
applies. Under this doctrine, when a repayment is made, the adjustment to wages 
applies in the year of the original payment. For instance, if a salary advance paid 
in 2017 is repaid in 2018, the adjustment to wages applies to 2017 and not to 
2018. Further, under the claim of right doctrine, a taxpayer’s right to a federal 
income tax credit for the wage repayment may be restricted based on the facts 
and circumstances.

When deducting a wage advance or overpayment from wages that is subject to 
the claim of right doctrine, it must be taken on an after-tax basis.

Managing wage repayments — the employment tax 
impact of the claim of right doctrine
Continued

https://en.wikipedia.org/wiki/Claim_of_right_doctrine
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Example 2: Wage repayments made in years subsequent to the advance 
of overpayment

Assume the same facts as Example 1, except that the overpayment is deducted from 
wages paid to Ryan on January 4, 2019. 

Wage repayment in years after the advance/overpayment  
(after-tax deduction)

Pay calculation  12-1-2018 
Wage payment

 01-04-2019 
Wage payment

Gross pay $300.00 $300.00

Wage overpayment 30.00

Net taxable gross $330.00 $300.00

FIT at 12% 39.60 ($330 × 15%) -36.00 ($300 × 12%)

Social Security tax 20.46 ($330 × 6.2%) -18.60 ($27 × 6.2%)

Medicare at 1.45% 4.79 ($330 × 1.45%) -4.35 ($270 × 1.45%)

Wage repayment -30.00

Net pay $265.15 $211.05

When deducting a wage advance or overpayment  
from wages that is subject to the claim of right  
doctrine, it must be taken on after-tax basis.

Notice that in Example 1, the wage overpayment was deducted on a pretax 
basis, thereby reducing FIT and FICA earnings and taxes. In Example 2, the wage 
overpayment was deducted on an after-tax basis, having no effect on Ryan’s 2019 
taxable earnings or the 2019 FIT and FICA withheld. The computation in Example 2 
must be used if amounts reported as taxable income in a prior year are repaid in a 
subsequent year. (IRC §1341; Rev. Rul. 79-311, 1979-2 CB 25.)

https://www.law.cornell.edu/uscode/text/26/1341
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Reporting wage repayments under the claim of right doctrine
Under the claim of right doctrine, when 
an employee repays taxable earnings from 
a prior year, the following rules apply for 
reporting the repayment on Forms W-2 
and Forms 941-X. (SCA 1998-026; 
Publication 15, pg. 36.)

• Social Security and Medicare wages. If a 
wage repayment occurs within three years 
from April 15 following the year of the initial 
payment, the employer files a Form W-2c, 
Corrected Wage and Tax Statement for the 
tax year in which the taxable amount was 
originally paid. The Form W-2c reflects a 
reduction in Social Security (box 3) and 
Medicare wages (box 5)  and taxes (boxes 4 
and 6) equal to the amount of taxable 
income/taxes repaid by the employee. 
The Form W-2c is filed in the year the 
repayment is made.

The employer is required to refund any FICA 
tax relating to the repayment. Upon refunding 
the FICA overpayment, the employer must 
obtain from the affected employee a signed 
affidavit stating that the employee received 
a refund of the FICA tax overpayment from 
the employer and that the employee will 
not claim a credit for the overpayment from 
the IRS. (See our special report, Guidelines 
for soliciting employee consent and written 
statements for FICA refunds.)

The employer may obtain a credit for the 
employer and employee Social Security 
and Medicare tax overpayment by 
filing Form 941-X, Adjusted Employer’s 
QUARTERLY Federal Tax Return or Claim 
for Refund. The overpayment reflected on 
Form 941-X may be offset against future 
deposits due or refunded subject to the 
limitations explained in the Form 941-X 
instructions. (See the Form 941 and 
Form 941-X reporting instructions.)

• Federal taxable wages. The repayment of an advance/wage overpayment 
is not reported in box 1 of the Form W-2c. Instead, employees claim a FIT 
adjustment (if applicable) on their federal income tax return subject to the 
limitations under IRC §1341 and IRC §67.

Example 3: Jason’s employer reported taxable FIT and FICA wages of 
$9,600 on his 2018 Form W-2. In 2019, his employer discovered that 
he had received a wage overpayment of $960 for the pay period ending 
November 9, 2018. The overpayment was deducted on an after-tax basis 
from wages paid to Jason on March 15, 2019. A Form W-2c for tax year 
2018 is completed as shown below and filed in tax year 2019.

Jason’s 2018 Form W-2c  
Claim of right rule illustrated
Line number/ description (a) As 

previously 
reported

(b) Correct 
information

(c) Increase 
(decrease)

(1) Wages, tips and other 
compensation*

$9,600.00 $9,600.00 $0

(3) Social Security wages $9,600.00 $8,640.00 ($ 960.00)

(4) Social Security tax withheld $ 595.20 $ 535.68 ($ 59.52)

(5) Medicare wages and tips $9,600.00 $8,640.00 ($ 960.00)

(6) Medicare tax withheld $ 139.20 $ 125.28 ($ 13.92)

* A reduction is not shown in box 1 wages under the claim of right rule. Instead, employees claim 
a refund for FIT on their personal tax returns. Note that state and local wages may also need 
to be reduced; however, this is not always the case. Be certain to check state and local law to 
determine if there is conformity with the federal claim of right doctrine.

When the wage repayment is made in a subsequent  
tax year, it is not reported in box 1 of Form W-2c.

Don’t forget this step
A Form 941-X also must be completed reflecting the reduction in FICA 
wages. The FICA adjustments are reported as corrections to wages in the 
tax year and quarter(s) in which the salary overpayment occurred. (See 
the Forms 941 and 941-X reporting instructions for more information.) It 
is also important to take into account corrections that may be necessary 
to state and local tax returns. Contact the appropriate state and local tax 
authorities for more information.

Managing wage repayments — the employment tax 
impact of the claim of right doctrine
Continued

https://www.irs.gov/pub/irs-sca/1998-026.pdf
https://www.irs.gov/pub/irs-pdf/p15.pdf
https://www.irs.gov/pub/irs-pdf/fw2c.pdf
https://www.ey.com/Publication/vwLUAssets/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process/$File/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process.pdf
https://www.ey.com/Publication/vwLUAssets/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process/$File/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process.pdf
https://www.ey.com/Publication/vwLUAssets/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process/$File/EY-irs-requirements-for-involving-employees-in-the-fica-refund-process.pdf
https://www.irs.gov/forms-pubs/about-form-941x
https://www.irs.gov/forms-pubs/about-form-941x
https://www.irs.gov/forms-pubs/about-form-941x
https://www.irs.gov/pub/irs-pdf/f941.pdf
https://www.law.cornell.edu/uscode/text/26/1341
https://www.law.cornell.edu/uscode/text/26/67
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The impact of the claim of right doctrine on employee 
wage repayments
According to Publication 525, Taxable and Nontaxable Income, whether a taxpayer 
can claim a credit for federal income tax for a wage repayment depends on 
the amount of the repayment and whether the employee believed they had an 
unrestricted right to the amount when it was paid.

Through tax year 2017, the following rules applied:

• Repayment of $3,000 or less. If the amount repaid was $3,000 or less, taxpayers 
may deduct it from income in the year they repaid it. When determining whether 
the amount repaid was more or less than $3,000, taxpayers consider the total 
amount being repaid on the federal income tax return. Each instance of repayment 
isn’t considered separately.

• Repayment over $3,000. If the amount repaid is more than $3,000, taxpayers may 
deduct the repayment. However, they can choose instead to take a tax credit for the 
year of repayment if they included the income under a claim of right (meaning that 
at the time taxpayers included the amount in income it appeared that they had an 
unrestricted right to it). If they qualify for this choice, they may figure their federal 
income tax under both methods and compare the results and use the method 
(deduction or credit) that results in less tax. (Rev. Rul. 67-48, 1967-1 CB 50.)

Effective January 1, 2018, the federal income tax  
impact for repaying advances and wage overpayments after  
the year of the original payment increases for employees.

Under the Tax Cuts and Jobs Act (TCJA) and effective January 1, 2018, and 
through December 31, 2025, IRC §67 is modified such that all miscellaneous 
itemized deductions available to individual taxpayers for wage repayments under 
the claim of right doctrine previously subject to the 2% floor are disallowed entirely. 
(TCJA §11045.) This means that effective January 1, 2018, the federal income tax 
consequences may increase for repaying advances and wage overpayments after the 
year of the original payment because the only remedy for recovery is now a tax credit.

For more information on the employer impact of the TCJA, see our special report.

https://www.irs.gov/pub/irs-pdf/p525.pdf
https://www.law.cornell.edu/uscode/text/26/67
https://www.ey.com/Publication/vwLUAssets/EY-employer-guide-to-the-tax-cuts-and-jobs-act/$FILE/EY-employer-guide-to-the-tax-cuts-and-jobs-act.pdf
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