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EMPLOYMENT LAW

By DEBORAH ELLIS AND ANDREW DWYER

Some Taxing Questions
For Employment Lawyenrs

Exing questions confront lawyers for
| poth plaintiffs and defendants at the
gomclusion of employment cases.
Whetler a case ends by settlement or ver-
dict, #mx issues can significantly lessen the
amemst of recovery, which makes reach-
ing asettlement more difficult or makes a
plaimiif less satisfied with a judgment.

Practitioners should ask two pertinent
quesfisns when considering the tax impli-
catioms of employment cases:

1. Iz the award gross income that must
be smehuded in tax lability? and

2 H it is gross income, is it also
waggs, which are the base for measuring
Sociat Security, Medicare, unemployment
and Tagome-tax withholding.

This article addresses the second
issue, because most practitioners know
the amswer to the first question: under cur-
remt law the majority of awards are
deemed income due to the Tax Code’s
broa# definition of income and narrow
defmition of exclusions. See 26 U.S.C.
Sec. 6l(a)(gross income is “all income
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from whatever source derived” not
expressly excluded by the code); United
States v. Burke, 504 U.S. 229, 233 (1992);
but see Abrams v. Lightolier Inc., 50 F.3d
1204, 1220 (3d Cir. 1995)(citing Burke
for guidance in determining that a back
pay award under New Jersey’'s Law
Against Discrimination (LAD) represent-
ed nontaxable income).

Although the answer to the second
question is less well known, provisions in
both the Internal Revenue Code and the
Social Security Act distinguish between
income and wages. Awards in employ-
ment cases that are income may not be
wages. The U.S. Supreme Court has rec-
ognized that “‘wages’ is a narrower con-
cept than ‘income.”” Rowan Companies
Inc. v. United States, 452 U.S. 247, 253
(1981). For example, most practitioners
treat awards for emotional harm damages
as income, but not wages.

Kim v. Monmouth College

A more complicated issue is presented
by back pay awards or economic dam-
ages. Should such recoveries automatical-
ly be treated as “wages” — and thus sub-
ject to withholding and payroll taxes? A
recent case, Kim v. Monmouth College,
320 N.J. Super. 157 (Law Div. 1998), is
the first decision in New Jersey to address

the wage question. In Kim, the court held
that back pay awards, while includable in
gross income, should not be characterized
as “wages” that are subject to withhold-
ing.

This ruling has several implications.
First, while the recovery is still gross
income, if it is not wages subject to with-
holding, the plaintiff, rather than the
employer, can calculate what taxes are
owed. The plaintiff can then make appro-
priate deductions, such as attorneys’ fees,
to offset the taxes owed.

Second, and perhaps even more
importantly, income that is not wages is
not subject to Federal Insurance
Contributions Act (FICA), Medicare and
Federal Unemployment Tax Act (FUTA)
taxes. FICA and Medicare taxes together
are withheld at a rate of 15.3 percent.

To answer whether back pay awards
are “wages,” the court in Kim began by
examining the statutory definition of
“wages.” It noted that the Internal
Revenue Code provides that withholdings
only apply to “wages,” 26 U.S.C. Sec.
3402(a)(1), which are defined as “all
remuneration ... for services performed by
an employee for his employer.” 26 U.S.C.
Sec. 3401(a)(emphasis added). The code,
in turn, defines “employment” as “any
service, of whatever nature, performed ...
by an employee for the person employing
him.” 26 U.S.C. Sec. 3121(b).

Definitions substantially similar to
these are used in FICA, which requires
that withholding be made from “wages.”
See 26 U.S.C. Secs. 3101, 3102, 3121(a),
3121(b). Thus, both the code and Social
Security Act define wages to be for “ser-
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vices performed.” The Internal Revenue
Service’s owmregulations make the same
distinction. 'Fer example, 29 C.FR. Sec.
31.312(a)(1)@ specifically requires the
performance of services in order for the
payment to:emmstitute wages for withhold-
ing purposes.

The Kim court applied the statutory
definition ## the facts before it
Emphasizing that Kim’s award was for
“the period following his termination
until the timeof his trial,” and thus was
not for “semaces performed,” the Kim
court concluifed. that the award was not
wages and hé#fthat defendant Monmouth
College impoperly withheld income,
FICA and Medicare taxes. 320 N.J. Super.
at 163.

The comrwas correct to focus on the
plain meaningof the statute. The key lan-
guage under Both the Internal Revenue
Code and Fi{'A:is that a payment consti-
tutes “wages”enly if it is made as remu-
neration “farservices performed.”

As noteff in. Kim, the unequivocal
statutory lamgrage is supported by the
weight of cage-faw. The Kim court distin-
guished thegimary case relied upon by
the defendamt, énited States v. Burke, for
two reasons. First, Burke held only that a
back pay awmad under the pre-1991 ver-
sion of Title ¥l is not excludable from
gross income. t did not even address the
wage or withihelding question.

Second, Burke was an unusual
employment case, in that the female
plaintiffs -weme awarded back pay for
being paid fewer salaries than male
employees. Bius, the award was for ser-
vices alreadyperformed for the employer,
and thereforeefearly under the code’s def-
inition of wages.

@ther Authority

Other cemts:to examine the issue have
also found:the: statutory language requir-
ing “services performed” to be control-
ling. See, e.g. Lisec v. United Airlines, 10
Cal. App. 4tk 1500 (1992). For example,
in Churchillx. Star_Enterprises, 3 E. Supp.
24 622 (E.D.F. 1998), the court held that
a back pay werdict under the Family
Medical Leawz Act was not “wages.” It
too found the statutory language com-
pelling, conclefing that the award was not
wages becamse the plaintiff was not
employed by &e defendant for the period
covered by thejndgment, even though she

was later reinstated.

The Churchill court rejected two
Internal Revenue Service rulings that sug-
gest an opposite result. The rulings held
that back pay payments to former employ-
ees because of illegal discrimination con-
stitute “wages” for withholding purposes.
Rev. Rul. 72-341, 1972-2 C.B. 32, obso-
leted by, Rev. Rul. 96-65, 1999-2 C.B. 6;
Rev. Rul. 78-176, 1978-1 C.B. 303.

However, the court found that these
rulings “‘expressly contradict the language
of the statute” that wages are for services

Although the weight of authority sup-
ports the view that back pay awards are
not wages, some cases reach the opposite
result. For example, in Gerbec v. United
States, 164 F.3d 1015 (6th Cir. 1999), the
court analyzed whether settlement pro-
ceeds for violations of the Employment
Retirement Income Security Act were
subject to FICA withholding.

Reversing the district court, the Sixth
Circuit held in Gerbec “that the phrase
‘remuneration for employment’ includes
certain compensation in the employer-

s

Back pay awards and economic damages in employment
cases present complicated tax issues. For instance,
should these recoveries automatically he treated as
‘wages’ and be suhject to withholding and payroll taxes?

performed, 3 F. Supp. 2d at 624, and held
that under principles of statutory interpre-
tation revenue rulings are given less
weight than the statute itself. Therefore,
the court concluded that it was “bound to
follow the plain language of the statute.”
3 F. Supp. 2d at 624 (citing Commissioner
of Internal Revenue v. Schleier, 515 U.S.
323, 336 n.8 (1995)).

In conjunction with reliance on the
statutory definition of wages for “services
performed,” courts addressing the wage
issue have focused on the nature of the
employment relationship between plain-
tiff and defendant. For example, in
Newhouse v. McCormick & Co., 157 F.3d
582 (8th Cir. 1998), no employment rela-
tionship ever existed because plaintiff was
only an applicant and never an employee.

In Newhouse, the plaintiff won a final
judgment of front and back pay because
his application was denied on the basis of
age. Focusing on the definition of
“wages” and “employment,” the Eighth
U.S. Circuit Court of Appeals held that
because Newhouse had never worked for
the defendant, an “employer-employee
relationship” had never existed and there-
fore the award could not be wages.

employee relationship for which no actu-
al services were performed.” 164 F.3d at
1025. In so holding, the court disregarded
the statutory definition that “employ-
ment” is for “services performed.” The
appeals court justified its disregard by
opining that the phrase “services per-
formed” should be interpreted broadly,
relying on a 1946 case, Social Security
Board v. Nierotko, 327 U.S. 358 (1946)
which made a similarly broad interpreta-
tion.

However, the Gerbec court’s reliance
on Nierotko was misplaced. Nierotko held
that back pay under the National Labor
Relations Act (NLRA) constituted wages
for the purposes of receiving credit to the
worker’s Social Security account. Under
the NLRA an employee is defined as “any
individual whose work has ceased ..
because of any unfair labor practice.”
Nierotko, 327 U.S. at 363.

Thus, although his employer attempt-
ed to terminate the relationship, Nierotko
remained an “employee” under the
NLRA. That fact was crucial to the analy-
sis of “service” and the court’s conclusion
that “service performed” should
encompass “the entire employer- employ-
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ee relationship.” 327 U.S. at 363. In con-
trast, under most employment laws such
as Title VII or the New Jersey LAD, a ter-
minated employee is no longer an
“employee.” Moreover, in Nierotko the
employees were reinstated, so an employ-
er-employer relationship existed when
back pay was awarded.

Applying the Case Law

In applying these cases to future set-
tlements and verdicts, certain principles
emerge. First, it is important to consider
whether an award is for back pay or some
other type of damage, such as compen-
satory damages for pain and suffering or
punitive damages.

For example, an award for emotional
harm damages to a sexual harassment
plaintiff who continued working for her

employer and suffered no lost income is
not “wages,” even though it may be
“income.” When drafting settlements, it is
important to specify what amounts are for
what purpose to clarify what portion is for
“wages.”

With particular regard to economic
damages, cases can be distinguished by
different types of employment relation-
ships. The easiest case is the applicant
case. In those cases, where no employ-
ment relationship ever existed, it would
stretch credulity to treat an award as
“wages.” At the other end of the spectrum
is the employee who sues over a pay dis-
parity but continues working — in other
words, performing services —- for the
employer, such as the plaintiffs in Burke.

Near that end of the spectrum is the
reinstated employee, as in Nierotko. In
reinstatement cases, the award still is not

for services performed, but there is at
least an existing employer-employee rela-
tionship, arguably making a stronger case
for treating the payments as wages.

But the most common scenario in
employment litigation involves the dis-
charged employee. For these cases, the
weight of authority dictates that back pay
awards are not “wages” because they are
not for services performed. Kim, the only
authority in our jurisdiction, follows this
“plain language” approach to withhold-
ing. Meanwhile, Churchill — the
Pennsylvania case — held that even pay-
ments to a reinstated employee do not
constitute “wages.”

If other courts likewise follow the
statutory language and weight of authori-
ty, they will also conclude that back pay
awards or settlements for terminated
employees are not “wages.” ll



