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Background

--------------------------------------------------------------------------------------------------------------------------------------------------------

« Severance payments are generally taxable as “wages” for
purposes of Social Security taxation

* IRS revenue rulings allow some “supplemental unemployment
compensation benefits” (so-called “SUB” payments), which
are paid after severance, nonetheless to be treated as non-
wages and thus not taxable under FICA

* The revenue rulings have been inconsistent regarding what
requirements need to be met for severance payments to be
considered non-taxable SUB payments

A conflict in the circuits developed, leading a number of
employers and employees to file protective claims for refunds,
In light of the possibility that severance payments might not be
taxable “wages” for Social Security purposes
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Facts in Quality Stores

--------------------------------------------------------------------------------------------------------------------------------------------------------

« The employer made severance payments to thousands of
employees in connection with the employer's bankruptcy
proceedings

* The severance payments were made to employees being
involuntarily terminated

* The payments varied based on the employees' respective
seniority

« The payments were not linked to the receipt of state
unemployment benefits

* The employer paid its portion of Social Security taxes on the
severance payments and also withheld the employees' portion
of such taxes
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Claim for Refund

--------------------------------------------------------------------------------------------------------------------------------------------------------

« On behalf of itself and various employees, the employer
sought a refund of both its own payments and the amounts
withheld from employees

« Over $1 million in potential refunds were at issue
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The Argument That Severance Payments Are
Not “Wages”

--------------------------------------------------------------------------------------------------------------------------------------------------------

* The employer argued that the severance payments should not be
considered taxable “wages” for purposes of the statute governing
Social Security taxation

* The payments met the definition of SUB payments in a separate
section of the IRC governing federal income tax withholding (FITW)

* The IRC indicates that such SUB payments are excluded from the
definition of “wages” for FITW purposes

» The title of statutory subsection in question is “Certain Payments Other
Than Wages”

« FITW statute directs that SUB payments be treated as if they were
wages (suggesting that they otherwise are not)

* Under Supreme Court precedent, “wages” generally should mean the
same thing for purposes of both FITW and Social Security taxation
(often referred to as “FICA”), so, if SUB payments are not “wages”
under FITW, they arguably should not be “wages” under FICA
Practical Law" ingssssres
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Decisions by the Lower Courts In
Quality Stores

--------------------------------------------------------------------------------------------------------------------------------------------------------

« The bankruptcy court, the district court and the Sixth Circuit all
held in favor of the employer, concluding that severance
payments of the type at issue are not taxable “wages”

* The lower courts, after reviewing the text of the statute,
accepted the employer's arguments that severance payments
are not “wages”
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Reaction in the Market

--------------------------------------------------------------------------------------------------------------------------------------------------------

* As aresult of activity in the lower courts, and in particular the
Sixth Circuit decision in Quality Stores, some employees who
have been paid severance, and their employers, filed
protective refund claims with the IRS to preserve their rights to
obtain refunds of Social Security taxes, in the event that
ultimately it would be determined that severance payments
are not “wages”

* The issue is confined to FICA taxation (and similar questions
regarding FUTA wages)

« Refund claims have been reported to exceed $1 billion, involving
at least 11 unresolved lawsuits and 2,400 pending administrative
cases
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The Supreme Court's Decision

--------------------------------------------------------------------------------------------------------------------------------------------------------

« The Supreme Court unanimously reversed the Sixth Circuit's Quality
Stores decision, flatly rejecting the employer's position

« Severance payments such as those at issue in Quality Stores are
taxable “wages” for purposes of the statute governing Social Security
taxation

« FICA defines “wages” broadly as “all remuneration for employment” —
since 1950, FICA has contained no general exception for severance
payments

» The Court rejected the contention that the “as if” and “other than
wages” language of the income-tax withholding statute compels the
conclusion that SUB payments are not wages

« “As the Federal Circuit explained when construing [the income-
tax withholding statute], the statement that ‘all men shall be
treated as if they were six feet tall does not imply that no men
are six feet tall.” (citation omitted)
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Impact of Quality Stores

--------------------------------------------------------------------------------------------------------------------------------------------------------

 For those taxpayers who have all along been treating severance
payments as being “wages” for FICA purposes, Quality Stores would
generally not be expected to have significant practical impact

« For those taxpayers who have filed protective refund claims on the
basis of the reasoning of the Sixth Circuit decision, those claims will
presumably be rejected (if not withdrawn)

* There continue to be open issues regarding the proper treatment of
severance payments that, unlike the payments in Quality Stores, are tied
to state unemployment benefits under a so-called “SUB” plan as required
by the current version of the IRS revenue ruling

- If there are any taxpayers who have otherwise been proceeding on
the basis that severance payments are not “wages” for FICA
purposes, those taxpayers should consider reexamining that
approach
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Impact of Quality Stores — Action Steps

--------------------------------------------------------------------------------------------------------------------------------------------------------

* Report severance payments as wages on Form W-2 (generally three-
year statute of limitation)

« Failure to do so raises withholding obligations and related reporting and
withholding penalties and interest.

* Treat severance payments as subject to FICA and FUTA taxes,
unless they fall within Rev. Rul. 90-72 —

 Involuntary separation payments
« Payments linked to state unemployment compensation

» Periodic payments (not lump sums)

« Stop filing protective claims (Form 941-X) for severance payments,
and do not take any action as a result of an IRS denial/dismissal of
claim
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Questions
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Relevant Practical Law Resources
Available with a Free Trial to Practical Law
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Severance Benefits, Plans and Agreements Toolkit

Practice Note, Severance Benefits, Plans and Agreements: Overview

Practice Note, Payroll (FICA) Taxes

Standard Document, Severance Pay Plan for Employees
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