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n its recent decision, the United
States Court of Appeals for the
Sixth Circuit in U.S. v. Quality
Stores, Inc., No. 10-1563 (6th Cir.,
9/7/2012) held that certain severance
payments made to former employees
were not subject to tax under the
Federal Insurance Contributions Act.
For employees that have been laid off,
and businesses that have reduced
their workforce in recent years, the
Quality Stores decision could result in
significant employment tax refunds
depending on the number of

individuals affected and periods of
time involved in each situation.
Prior to its bankruptcy petition
Quality Stores closed numerous stores
and distribution centers and
consequently terminated
approximately 75 corporate
employees. These employees received
severance payments that were paid
incrementally in accordance with the
company’s normal payroll period.
After Quality Stores went through
bankruptcy, all other remaining stores
and distribution centers were also
closed and all remaining employees
were terminated and additional
severance payments were made,
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although all post-petition severance payments were paid in
a lump sum. Under the severance plan, the payments were
not connected to the receipt of state unemployment
compensation and were not attributable to the rendering
of any particular employment service. At issue was
whether the severance paid under both the pre-petition
and post-petition plans was exempt from Social Security
and Medicare (“FICA”) taxes as a supplemental
unemployment benefit (“SUB”) plan payout as defined in
Internal Revenue Code Section 3402(o)(2).
The IRS’ long standing position is that for
severance pay to be exempt from wages subject to
federal income tax withholding and FICA, it must be paid
under an SUB plan and under such plan, severance pay
must be linked to the receipt of state unemployment
compensation and cannot be paid in a lump sum.
Furthermore, the IRS contended that the severance
payments constituted wages subject to FICA tax because
they were payments made in connection with
employment. Accordingly, the IRS’ view is that the SUB
exception from FICA tax should be read very narrowly.
The court unanimously rejected the IRS’ position
as being against the intent of a statute enacted by
Congress and held that the severance payments made by
Quality Stores qualified as SUB payments and, further,
did not constitute wages subject to FICA tax.
Accordingly, the court concluded Quality Stores and its
employees were entitled to FICA tax refund of over $1
million.
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What Types of Severance Payments are
Covered
The Quality Stores court interpreted Code Section
3402(o) to require only five elements to qualify a
severance payment as for the SUB exemption from FICA
tax. To be considered as a SUB payment otherwise
excluded from FICA taxation, the payment must be:
1. An amount paid to an employee;
2. Pursuant to an employer’s plan;
3. Because of an employee’s involuntary separation
from employment, whether temporary or permanent;
4. Resulting directly from a reduction in force, the
discontinuance of a plant or operation, or other
similar condition; and
5. Included in the employee’s gross income.
The IRS maintains its position that SUB pay made to
former employees should be subject to FICA tax
withholding unless the payment meets the five criteria
listed above, plus two additional requirements:
6. The payments are linked to the receipt of state
unemployment compensation; and
7. The payments are not received in lump sum.

In light of the Quality Stores court’s holding,
many individuals and businesses may be entitled to a
refund of overpaid FICA tax.
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What Will Happen Next
The decision in Quality Stores is contrary to an
earlier decision by the Court of Appeals for another
Federal Circuit. In CSX Corp. v. U.S., 513 F.3d 1328
(Fed. Cir. 2008), the federal circuit agreed with the
restrictive definition of “supplemental unemployment
benefit” long utilized by the IRS. Accordingly there is a
split among the Circuits that may eventually need to be
resolved by the Supreme Court. However, in late
October, 2012 the Department of Justice (“DOJ”) filed a
petition for en banc review of the Quality Stores decision
by the U.S. Court of Appeals for the Sixth Circuit. This
latest petition necessarily delays the deadline for any
Supreme Court review (even if the Supreme Court
decides to take up the case for further review) while the
Sixth Circuit considers the DOJ petition. Many
commentators believe that if the Sixth Circuit does not
grant rehearing en banc or alternatively issues an en
banc opinion that is still favorable to the taxpayer, the
government will seek U.S. Supreme Court review.
Regardless of what ultimately occurs, final resolution on
this matter will likely take several years. An important
note in the Department of Justice’s petition is that the
government believes that that $120 million is at stake in
pending refund suits with over $1 billion at issue when
the IRS takes into account all potential claims, so they
believe there is a significant financial reason to continue
to pursue an alternate determination and thus it is likely
DOJ will continue to push for a final court ruling no
matter what the timetable ends up being before final
resolution.
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received the SUB pay. Employers may do so by filing
“protective refund" claims. A protective refund claim is a
relatively simple process whereby a taxpayer files an
amended return requesting a refund of tax in the event
the law as interpreted by Qualify Stores is ultimately
upheld. By filing such a protective refund claim in this
manner, the taxpayer preserves the legal right, even if
outside the allowable statute of limitations period, to
receive a refund of excess monies previously paid if the
litigation ultimately is resolved in a favorable manner.
From a timing perspective, the general statute of
limitations period with regard to quarterly employment
tax returns filed for a calendar year runs for three years,
starting from April 15 of the succeeding year. Thus, the
statute of limitations for filing a FICA tax refund claim for
the quarters in calendar year 2009 Forms 941 generally
runs until April 15, 2013. Hence, these claims must be
filed before this upcoming April 15, 2013 deadline if the
taxpayer seeks to receive a refund of excess FICA
payments during the 2009 tax year. There are key items
that must be included in a protective refund claim for it to
be valid, including obtaining the consent of employees
for refunds of the portion of FICA withheld from their
severance payments. Once filed, the protective refund
claim will likely be held in abeyance by the IRS while the
appeal is pending.

What Steps Should Be Taken
Even with the continued uncertainty and
apparent split amongst existing court rulings, while the 6th
Circuit rehearing petition in Quality Stores is pending,
employers should consider taking the necessary steps to
protect their right to file a claim for FICA refunds on their
own behalf as well as on the behalf of employees who
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Conclusion
The Quality Stores decision provides taxpayers in
the Sixth Circuit with a potential chance to recover FICA
taxes attributable to qualifying severance payments. For
employers outside of the Sixth Circuit, Quality Stores may
ultimately be decided in the Supreme Court providing
hope that this issue will ultimately be solved in the
taxpayer’s favor across the United States. In the
meantime, any taxpayers that have made severance
payments fitting the criteria set forth by the court in
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Quality Stores discussed above should consider filing a
protective refund claim for overpaid FICA taxes before the
end of any open tax years that have not already closed
due to the passage of any applicable statute of
limitations periods.
We recommend that you contact a Polsinelli
Shughart attorney or your current tax advisor soon so
your particular facts and circumstances may be reviewed
in order to assist you with evaluating whether or not you
may take advantage of any FICA refunds in light of the
pending Quality Stores decision.

For More Information
If you would like to discuss any of the items covered in this e-Alert, or discuss other matters, please contact one of the
members of the Polsinelli Shughart PC listed below:



William J. Sanders | 816.360.4240 | wsanders@polsinelli.com



Brian Johnston | 816.360.4319 | bjohnston@polsinelli.com



D. Scott Lindstrom | 913.234.7509 | slindstrom@polsinelli.com
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About our

Tax and Business Planning Group
The Tax and Business Planning practice group provides these e-Alerts periodically to keep our clients, taxpayers and businesses
updated on recently adopted legislation and key changes in tax laws. We intend to provide these alerts to you as new
developments warrant. This Tax Alert focuses on a variety of issues impacting businesses and individuals at the federal and state
level. If you have questions about any of the information contained in this e-Alert, please contact your legal or tax advisor or a
member of the Polsinelli Shughart PC Tax & Business Planning practice group at 1-800-473-6014.
All companies, organizations and individuals can expect to encounter issues in the tax arena. The Tax Group of Polsinelli
Shughart PC provides creative solutions and legal guidance on international, federal, state and local tax laws to entities in all
major industries and tax status classifications. Our attorneys partner with our clients to develop business solutions for both shortterm and long-term planning. The Tax Group’s strong reputation is built on its skills in sound and effective planning, in-depth
analysis and favorable resolutions and outcomes, particularly in complex tax matters involving diverse businesses. Our attorneys
pride themselves on innovative thinking and expertise in structuring business formation, combinations, reorganizations, mergers
and acquisitions, and liquidations in the most tax-advantageous manner.
To learn more about our services, visit us online at www.polsinelli.com.

William J. Sanders,
Chair
Kansas City
816.360.4240
wsanders@polsinelli.com
David N. Zimmerman
Vice-Chair
Overland Park
913.234.7529
dzimmerman@polsinelli.com
Christopher S. Abrams
Kansas City
816.395.0602
cabrams@polsinelli.com
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John F. Crawford
Kansas City
816.572.4476
jcrawford@polsinelli.com
Carl R. Desenberg
St. Louis
314.552.6887
cdesenberg@polsinelli.com
Erik R. Edwards
Kansas City
816.360.4128
eedwards@polsinelli.com
Virginia C. Gross
Kansas City
816.360.4109
vgross@polsinelli.com

Susan F. Klein
Chicago
312.873.3658
sklein@polsinelli.com

William B. Prugh
Kansas City
816.374.0570
wprugh@polsinelli.com

D. Scott Lindstrom
Overland Park
913.234.7509
slindstrom@polsinelli.com

Thomas J. Schenkelberg
Kansas City
816.360.4124
tschenkelberg@polsinelli.com

Lauren K. Mack
Chicago
312.873.3667
lmack@polsinelli.com

J. Harlan Stamper
Kansas City
816.374.0544
hstamper@polsinelli.com

S. Patrick O’Bryan
Kansas City
816.360.4237
pobryan@polsinelli.com
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About our

Employee Benefits & Executive Compensation Group
Polsinelli Shughart PC has a deep bench of qualified Employee Benefits attorneys who cover all aspects of plan creation and
design, plan compliance and executive compensation agreements. Collectively our attorneys have more than 100 years of
combined employee benefits expertise, providing practical, proactive advice, while also striving to develop innovative solutions to
all of your employee benefit needs.
In this increasingly complex area of compliance responsibility, with a multitude of different legal requirements under the Internal
Revenue Code and the Employee Retirement Income Security Act, among other state and federal mandates, the team will work
with you to not only minimize the risk of problems, but to develop a strategy for success. A key to such success lies in the
development of initial advisory alerts, training programs, educational campaigns and regular internal memoranda that properly
outline the compliance obligations as well as the elements of the organization’s successful usage of such arrangements.
To learn more about our services, visit us online at www.polsinelli.com.

Brian M. Johnston
Chair
Kansas City
816.360.4319
bjohnston@polsinelli.com
William P. Sweeney
Vice-Chair
Chicago
312.873.3664
wsweeney@polsinelli.com
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Michael V. Conger
Kansas City
816.395.0602
mconger@polsinelli.com

Josephine S. Harvey
Dallas
314.552.6887
jharvey@polsinelli.com

Henry Talavera
Dallas
816.360.4109
htalavera@polsinelli.com

Hannah R. DeLuca
Kansas City
816.572.4476
hdeluca@polsinelli.com

Jamie Zveitel Kwiatek
St. Louis
816.360.4128
jkwiatek@polsinelli.com

Courtney (Brunsfeld) Vomund
St. Louis
312.873.3658
cvomund@polsinelli.com
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About
Polsinelli Shughart
With more than 600 attorneys, Polsinelli Shughart is a national law firm and a recognized leader in the areas of health care,
financial services, real estate, life sciences and technology, energy and business litigation. Serving corporate, institutional and
individual clients, our attorneys build enduring relationships by providing practical, business-driven legal advice with a
commitment to helping clients achieve their objectives. The firm has offices in Chicago; Dallas; Denver; Kansas City; Los
Angeles; New York; Phoenix; St. Louis; Washington, D.C.; and Wilmington. In California, Polsinelli Shughart LLP.
The firm can be found online at www.polsinelli.com.
Polsinelli Shughart PC. In California, Polsinelli Shughart LLP.

About
This Publication
If you know of anyone who you believe would like to receive our e-mail updates, or if you would like to be removed from our edistribution list, please contact us via e-mail at Interaction@polsinelli.com.
Polsinelli Shughart provides this material for informational purposes only. The material provided herein is general and is not
intended to be legal advice. Nothing herein should be relied upon or used without consulting a lawyer to consider your specific
circumstances, possible changes to applicable laws, rules and regulations and other legal issues. Receipt of this material does not
establish an attorney-client relationship.
Polsinelli Shughart is very proud of the results we obtain for our clients, but you should know that past results do not guarantee
future results; that every case is different and must be judged on its own merits; and that the choice of a lawyer is an important
decision and should not be based solely upon advertisements.
Polsinelli Shughart PC. In California, Polsinelli Shughart LLP.
Polsinelli Shughart® is a registered trademark of Polsinelli Shughart PC.
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