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LIMITS ON THE DUTY TO WITHHOLD
EMPLOYMENT TAXES FROM LOST WAGES

The conventional wisdom regard-
ing the tax treatment of awards and
settlements in employment cases has
been stated as follows: “The entire
award, other than the portion attribut-
able to a physical injury, is subject to
income tax...fand] the wages portion
is subject to employment taxes.,.™
However, some courts have held that,
because no current employer-
smployee relationship exists, the por-
tion of an award or settlement alio-
cated to “jost wages” is not subject to
withholding under federal and state
tax laws. In addision, because the
Family and Medical Leave Act
(FMLA) provides that a successful
plaintiff may recover damages “equal
to” his or her lost wages, some courts
have determined that an award or set-
tlement in a FMLA case does not
constitute wages.

Discussion

Federal law requires an employer to
withhold from an employee’s wages
federal income tax and FICA taxes.
The Internal Revenue Code defines the
term “‘wages” as “remuneration for
employment..”™ In turn, “employment”
is defined as “any service, of whatever
nature, performed by an employee for
the person employing hum..'™

Absence of Employer-Employee
Relationship

Several courts have reasoned that
an award or settlement in an employ-
ment case does not constitule wages
subject to withtholding because, during
the relevant time period, the plaintiff
was not an employee of the defendant.
For example, where a plaintiff whe
alleged that his iermination violated
the New Jersey Law Against Discrim-
ination (NJLAD) was awarded
$60,000 in damages for “lost past
income,” the court held that the award
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“di1d]} not constitute wages subject Lo
withholding..”™ In so hoiding. the
court®. observed that “no employer-
employee relationship existed as
piaintiff had been terminated.”™
Similarly, in a recent opinion, a fed-
eral district court relied on this ratic-
nale and noted that, due to the absence
of “an employee/emplioyer relation-
ship...at the time...that the loss of ‘back
pay’ eccurred,” the portion of the set-
tliement allocated to the plaintift’s eco-
nomic loss was not wages subject to
withhelding.! In Churchill v. Star
Enterprises, the court acknowledged
that its holding expressly contradicted
IRS rulings and a regulation requiring
defendants “to withhold taxes from [a}
plaintiff’s back pay award”™® Indeed,
Revenue Ruling 78-176 had deter-
mined that, where parties had brought
Title VII claims and stated that they
“suffered economic loss as a resuit of a

wrongful refusal to hire)” payments

made pursvant to a consent decree
were “wages” subject to withholding.
However, in Chutrchill, the court deter-
mined “that these Revenue Rulings
expressly contradict the language of
the [Internal Revenue Code]...[and] we
are bound to follow the plain language
of the statute.”™

It should be noted that the Ninth Cir-
cuit disagrees with the above court's
interpretation, having determined that
settfement proceeds representing lost
wages were subject o withholding in a
Title VI case.” In addition, the Fourth,
Sixth, and Eighth circuits have held that
setlements arising oui of Employee
Retirement Income Security Act
(ERISA) claims were subject to income
and employment taxes.”

FMLA: Damages Equal to Lost Wages

Some courts also have relied on the
FMELA’s vse of the term “damages
equal to wages” as an additional basis
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for determining that FICA taxes need
not be deducted from FMLA awards
or settlements. Indeed, unlike Title
VII, which states that a court may
award a plaintiff “back pay,”" the
FMLA provides that a successful
plaintif! may recover “‘damages equal
to—(i) the amount of--(I) any wages,
salary, employment benefits, or other
compensation denied or lost {0 such
employee by reason of the violation,”"
*“Thlis] phraseology of ‘equal to the
amount of’...1s unique as compared
with other employment discrimination
statutes.”

Like the FML.A, the NJLAD does
not use the term “back pay.” Instead, it
states only that plaintiffs may recover
compensatory and punitive damages.”

Conclusion

Until a higher court such as the Third
Circuit or the United States or New Jer-
sey Supreme Court rules on the applic-
ability of withholding requirements to
employment awards and settlements, if
is difficult to say how practitioners
should advise clients on this issue.
However, at a minimum, we should
make clients aware of the conflicting
law on this topic. #
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