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NEW EMPLOYER TAX 
CREDIT TAKES EFFECT 
FOR PAID FAMILY AND 
MEDICAL LEAVE:
IS THE CREDIT 
ADVANTAGEOUS TO 
EMPLOYERS?

The recently passed Tax Cuts and Jobs Act 
allows employers to receive a tax credit for paid 
family and medical leave offered to employees. 
This tax credit is only available for qualifying 
payments made during 2018 and 2019. The 
hefty administrative task of  adding a new plan 
or modifying an existing plan, particularly 
because there is not yet any regulatory guidance, 
may make the tax credit unappealing to some 
employers. Other employers, however, may 
easily take advantage of  the credit if  their 
existing plans already meet the qualifications.
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Lockton comment: As written, this tax credit is available only for family and medical leave paid 
to an employee during the 2018 or 2019 tax year when it meets the strict criteria outlined in this 
publication. To gain eligibility for the credit, most employers will be required to establish a new 
policy for paid leave. Given that the IRS has not yet issued guidance, employers may be rushed 
to take advantage of the credit. Lockton experts question whether implementing a paid leave 
policy to be eligible for the credit will truly be advantageous to employers that don’t currently 

have a qualifying policy in place. It may be prudent to wait to see if the government extends the 
credit beyond 2019 before implementing a brand-new paid leave program.

How much is the tax credit?

The tax credit is available for paid family and medical leave as provided under the Family and 
Medical Leave Act (FMLA). For an employer or employee not subject to the FMLA, the tax credit 
is available for pay made in relation to family and medical leave that would otherwise be available 
under the FMLA if the employer or employee were subject to the law.

Lockton comment: FMLA does not apply to private employers with fewer than 50 employees. 
It is not available to employees of private employers if they work at sites where the employer 
has fewer than 50 employees within a radius of 75 miles. Nor is FMLA available to employees 

who have not worked for at least 12 months and who have not worked at least 1,250 hours 
during the 12 months prior to the date of leave. 

An eligible employer is permitted a tax credit for paid family and medical leave equal to 
12.5 percent of eligible wages paid to an eligible employee for the period the employee is on family 
and medical leave (up to a maximum of 12 weeks). 

The credit increases in 0.25 percent increments from 12.5 percent to a maximum of 25 percent 
according to the following formula: For every percentage point increase the employer pays above 
50 percent of the employee’s normal wages, the employer is entitled to an additional tax credit 
of 0.25 percent, resulting in an additional 2.5 percent credit for each additional 10 percent of paid 
wages. An employer cannot apply the tax credit against wages that would exceed the employee’s 
normal wages. Yet unissued IRS regulations must address how wages of salaried employees must 
be prorated to an hourly wage to make this calculation.
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Importantly, wages categorized as sick leave, paid time off or 
vacation pay that can be taken for reasons other than family 
and medical leave are ineligible for the tax credit.

Lockton comment: Looking at the sidebar example 
of 12 weeks of family and medical leave: What if the 

50 percent of pay benefit is attributable to sick pay or the 
employee chooses to substitute paid time off (PTO) to get 
50 percent of pay? Under family and medical leave rules, 

the employee always has the option of substituting PTO for 
any period of unpaid leave. 

 
If either situation occurs, then the employer cannot claim 
the tax credit. Similarly, if a state or local law requires the 
employer to grant paid leave (e.g., mandated sick days), 

the employer cannot claim a tax credit. This begs the 
question as to when the tax credit would ever apply. The 
regulators will need to address this issue, but it appears 

the employer’s FMLA policy must require paid leave for the 
absence without any reduction in the employee’s accrued 
sick time, vacation time or PTO. This is discussed in more 

detail below.

HOW DOES THE TAX 
CREDIT WORK?

Employer elected 

to pay 
of wages for up to  

12 weeks during family 

and medical leave

Employee would be paid a total of

$5,000/12 WEEKS
Employer would be entitled to a

50+50M50%

Employer elected 

to pay 
of wages for up to  

12 weeks during family 

and medical leave

*Calculated by taking the 12.5 percent credit for the first 
50 percent of wages the employer pays and adding .25 
percent for each percentage point above 50 percent the 
employer pays (or 10 x .25 percent), which results in a 
permissible tax credit of 15 percent.

60+40M
TAX CREDIT =  
12.5% of $5,000, or $625

Employee would be paid a total of

$6,000/12 WEEKS
Employer would be entitled to a

TAX CREDIT* =  
15% of $6,000, or $750

Employer elected 

to pay 
of wages for up to  

12 weeks during family 

and medical leave100+0M
Employee would be paid a total of

$10,000/12 WEEKS
Employer would be entitled to a

TAX CREDIT = 
25% of $10,000, or $2,500

Examples below are based on employee 

making $10,000 over a period of 12 weeks.

60%

100%
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What must an employer do to be 
eligible for the tax credit?

To be eligible for the tax credit, an employer 
must have a written leave policy in place 
including provisions that meet the following 
criteria:

 � The employer must provide at least two 
weeks of paid leave for employees who work 
30 or more hours per week.

 � For employees working fewer than 30 hours 
per week, the employer must provide an 
amount equivalent to two weeks of paid leave based on their expected number of hours worked 
per week.

 � Employer payments must equal at least 50 percent of normal wages.

 � If either the employer or employee is not subject to the FMLA, the policy must provide paid 
leave for reasons that are consistent with those under the FMLA.

Lockton comment: In the sidebar example on the previous page, if the employer paid only the 
minimum two weeks of wages at 50 percent for family and medical leave, the employee would 
be paid $833.33, which would result in a tax credit to the employer of only $104.17. Employers 

should perform a cost benefit analysis to determine whether implementing a policy to take 
advantage of the tax credit is ultimately worth the return, particularly since payments are 

eligible for a tax credit only during 2018 and 2019.  
 

If an employer terminates a plan after 2019 because it was established only to take advantage 
of tax credits, the employer will be taking away an employee benefit, which will likely create ill 
will with employees. It also remains to be seen how easy or difficult it will be for employers to 
administer the tax credit. In the example above, if an employee chose to substitute PTO after 

two weeks of family and medical leave, the employer would need to ensure it only claimed the 
tax credit for the first two weeks and not the balance of the leave period.
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What employer payments are eligible for the  
tax credit?

A tax credit may be taken for wages paid to an employee  
for family and medical leave when the employee has met  
two criteria:

 � The employee has worked for the employer for one year or 
more.

 � For the preceding year, the employee made less than 
60 percent of the compensation amount used to determine 
whether an employee is considered a highly compensated 
employee under the tax code.

The employee must take leave for one of the following reasons 
as permitted under the FMLA:

 � To care for a child following a birth or placement for adoption 
or foster care.

 � To care for the employee’s spouse, son, daughter or parent 
with a serious health condition.

 � Because of the employee’s own serious health condition.

 � Because of any qualifying exigency arising out of the fact that 
the spouse, son, daughter or parent of the employee is on 
covered active duty or has been notified of an impending call 
or order to covered active duty in the armed forces.

The referenced tax code section, 

IRC 414(q)(1)(b)(i), is used primarily 

for purposes of identifying highly 

compensated employees to test for 

retirement plan nondiscrimination. 

That dollar amount has been indexed 

for 2018 to be $120,000. This means 

the employee cannot make more than 

$72,000 in 2017 for the employer to be 

able to take a tax credit on wages paid 

to that employee while the employee 

was on family and medical leave 

during 2018.

EXPLANATION OF THE 
TAX CODE SECTION USED 
TO DETERMINE HIGHLY 
COMPENSATED EMPLOYEES

Lockton Companies 

5



No double dipping

An employer is prohibited from taking both 
a tax credit and a deduction for wages paid 
for which the family and medical leave credit 
is claimed. In other words, the employer can 
deduct only the portion of the wages paid for 
the tax year reduced by the amount of the tax 
credit claimed for payment of wages during 
family and medical leave.

As previously noted, payments made for a 
person taking leave that is paid pursuant to state law requirements (such as paid family leave, 
state temporary disability pay or mandated sick pay) are not taken into account in determining the 
amount of paid family and medical leave offered by an employer when calculating the tax credit.

Penalty

Nothing in the rules creates any penalty, liability or other consequence for an employer’s failure to 
establish a paid leave program permitting the employer to obtain the tax credit. If an employer does 
offer a paid leave program, it cannot interfere or retaliate against an employee for taking leave. 

If an employer claims a tax credit to which it is not entitled, the IRS can impose penalties for 
underpayment of taxes equivalent to the amount owed and an additional 75 percent, and they can 
impose penalties for filing erroneous or frivolous tax returns. 

Conclusion

Employers should review their current paid family and medical leave policies to determine if they 
are already eligible for the tax credit with little or no modification. Otherwise, Lockton recommends 
employers determine whether there will be a true financial benefit to adding a new paid family and 
medical leave policy given the that regulatory guidance has yet to be issued and the tax credit is 
available for only two years. 

Employers may use paid leave programs to attract, retain and engage current and future  
employees. However, if an employer implements a new program relying on the tax credit, it may 
result in negative employee relations if the employer later terminates the program once the tax 
credit is no longer available. Contact your Lockton representative if you have questions about this 
new tax credit.
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