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U.S. Supreme Court Rules that Severance Payments 
Made to Involuntarily Terminated  Employees are 
Taxable
On March 25, 2014, the U.S. Supreme Court 
unanimously ruled that severance payments may 
be subject to tax under the Federal Insurance 
Contributions Act (FICA). United States v. Quality 
Stores, 12-1408.

Quality Stores Inc., an agricultural specialty retailer 
based in Michigan, made severance payments to 
employees who were involuntarily terminated as part 
of a Chapter 11 bankruptcy. These payments – which 
were made pursuant to plans that did not tie payments 
to the receipt of state unemployment insurance – 
varied based on job seniority and time served. Quality 
Stores paid and withheld the disputed taxes under 
FICA. Later believing that the payments should not 
have been taxed as wages under FICA, Quality Stores 
sought a refund on behalf of itself and about 1,850 
former employees. When the IRS did not allow or deny 
the refund, Quality Stores initiated proceedings in the 
bankruptcy court, which granted summary judgment 
in its favor. The district court and Sixth Circuit affirmed, 
concluding that severance payments are not wages 
under FICA.

The Supreme Court unanimously reversed (without 
Justice Kagan, who was recused).  Writing for the 
Court, Justice Anthony Kennedy stated that the Sixth 
Circuit incorrectly relied on §3402(o) of the Internal 
Revenue Code (IRC), a provision governing income tax 
withholding, rather than on FICA’s definition of wages. 
The Court determined that FICA broadly defines 

wages to include compensation for services of any 
type. Severance payments fit this definition, as they 
are a form of remuneration made only to employees 
in consideration for employment. This is particularly 
clear where the severance payments vary according 
to a terminated employee’s function and seniority, as 
“service” “mea[ns] not only work actually done but 
the entire employer–employee relationship for which 
compensation is paid.” The Court further concluded 
that IRC §3402(o) does not narrow the term “wages” 
under FICA to exempt all severance payments.

Here, the severance payments were made to 
employees terminated against their will, were varied 
based on job seniority and time served, and were not 
linked to the receipt of state unemployment benefits. 
Therefore, the Court reversed the Sixth Circuit and 
remanded, holding that under FICA’s broad definition 
of wages, these severance payments constitute 
taxable wages. 

In reaching this decision, the Court noted the narrow 
nature of the question before it. The Court explained 
that the IRS provides that severance payments tied 
to the receipt of state unemployment benefits are 
exempt from income-tax withholding and also from 
FICA taxation.  But because the severance payments 
here were not linked to state unemployment benefits, 
the Court did not consider the question whether the 
IRS’ current exemption is consistent with the broad 
definition of wages under FICA.

Labor & Employment Practice
March 2014



Labor & Employment Practice

© 2014 Winston & Strawn LLP 2

These materials have been prepared by Winston & Strawn LLP for informational purposes only. These materials do not constitute legal advice and cannot be relied 
upon by any taxpayer for the purpose of avoiding penalties imposed under the Internal Revenue Code. Receipt of this information does not create an attorney-client 
relationship. No reproduction or redistribution without written permission of Winston & Strawn LLP. 

If you have any questions regarding any matters discussed in this briefing, please contact any of the Winston & 
Strawn Labor and Employment Department attorneys listed below or your usual Winston & Strawn contact.

Related Professionals

Charlotte
Wood W. Lay
Eric Zion

ChiCago
Derek G. Barella
Shane W. Blackstone
John M. Dickman
C. R. Gangemi, Jr.
William G. Miossi
Michael L. Mulhern
Michael P. Roche
Rex L. Sessions
Cardelle B. Spangler
Joseph J. Torres

geneva
Vanessa Alarcon Duvanel
Franz Stirnimann Fuentes

hong Kong
Simon C.M. Luk

houston
Jennifer Rappoport

los angeles
Julie M. Capell
Michael S. Chamberlin
Anna Segobia Masters
Monique Ngo-Bonnici
Laura R. Petroff 
Jennifer Rappoport
Amanda Sommerfeld
Marcus A. Torrano
Emilie C. Woodhead

new YorK
Deborah S.K. Jagoda
Stephen L. Sheinfeld
William M. Sunkel

Paris
Sébastien Ducamp
Barbara Hart

san FranCisCo
Joan B. Tucker Fife
Julie L. Hall

shanghai
Matthew Durham
Laura Hua Luo
Brinton M. Scott

washington, D.C.
William G. Miossi

http://www.winston.com/en/who-we-are/attorneys/lay-wood-w.html
http://www.winston.com/en/who-we-are/attorneys/zion-eric-m-d.html
http://www.winston.com/en/who-we-are/attorneys/barella-derek-g.html
http://www.winston.com/en/who-we-are/attorneys/blackstone-shane-w.html
http://www.winston.com/en/who-we-are/attorneys/dickman-john-m.html
http://www.winston.com/en/who-we-are/attorneys/gangemi-columbus-r.html
http://www.winston.com/en/who-we-are/attorneys/miossi-william-g.html
http://www.winston.com/en/who-we-are/attorneys/mulhern-michael-l.html
http://www.winston.com/en/who-we-are/attorneys/roche-michael-p.html
http://www.winston.com/en/who-we-are/attorneys/sessions-rex-l.html
http://www.winston.com/en/who-we-are/attorneys/spangler-cardelle-b.html
http://www.winston.com/en/who-we-are/attorneys/torres-joseph-j.html
http://www.winston.com/en/who-we-are/attorneys/alarcon-duvanel-vanessa.html
http://www.winston.com/en/who-we-are/attorneys/stirnimann-fuentes-franz-x.html
http://www.winston.com/en/who-we-are/attorneys/luk-simon.html
http://www.winston.com/en/who-we-are/attorneys/rappoport-jennifer.html
http://www.winston.com/en/who-we-are/attorneys/capell-julie-m.html
http://www.winston.com/en/who-we-are/attorneys/chamberlin-michael-s.html
http://www.winston.com/en/who-we-are/attorneys/masters-anna-segobia.html
http://www.winston.com/en/who-we-are/attorneys/ngo-bonnici-monique.html
http://www.winston.com/en/who-we-are/attorneys/petroff-laura-r.html
http://www.winston.com/en/who-we-are/attorneys/rappoport-jennifer.html
http://www.winston.com/en/who-we-are/attorneys/sommerfeld-amanda-c.html
http://www.winston.com/en/who-we-are/attorneys/torrano-marcus-a.html
http://www.winston.com/en/who-we-are/attorneys/woodhead-emilie-c.html
http://www.winston.com/en/who-we-are/attorneys/jagoda-deborah-s-k.html
http://www.winston.com/en/who-we-are/attorneys/sheinfeld-stephen-l.html
http://www.winston.com/en/who-we-are/attorneys/sunkel-william-m.html
http://www.winston.com/en/who-we-are/attorneys/ducamp-s-bastien.html
http://www.winston.com/en/who-we-are/attorneys/hart-barbara.html
http://www.winston.com/en/who-we-are/attorneys/fife-joan-b-tucker.html
http://www.winston.com/en/who-we-are/attorneys/hall-julie-l.html
http://www.winston.com/en/who-we-are/attorneys/durham-matthew.html
http://www.winston.com/en/who-we-are/attorneys/luo-laura.html
http://www.winston.com/en/who-we-are/attorneys/scott-brinton.html
http://www.winston.com/en/who-we-are/attorneys/miossi-william-g.html

