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Supplemental unemployment benefit plans  
may be a viable option for unions and employers  
that want to provide laid-off employees  
with severance benefits.

 Taking a New Look at Supplemental 
Unemployment    Be nefit Plans 
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Supplemental unemployment benefit plans (SUB 
plans) have been around for more than 60 years, but 
recent case law and a renewed focus on broad-based 
severance plans make it timely for employers and 

unions to consider these unique programs.  Introduced by 
the Internal Revenue Service (IRS) in 1956, SUB plans are 
designed to assist employees following an involuntary ter-
mination by supplementing state unemployment insurance 
(state UI) benefits.

SUB plans reduce the tax burden and negative impact on 
cash flow associated with lump-sum severance payments. Em-
ployers and unions may want to consider whether these plans 
are an appropriate option for providing laid-off workers with 
adequate resources while lessening the financial strain on em-
ployers associated with traditional severance programs.

History
SUB plans arose during the mid-20th century out of la-

bor unions’ attempts to negotiate a guaranteed annual wage.1 
The unions’ primary concern was the difference between a 
worker’s average weekly earnings and the benefits received 
during unemployment.2 This issue was especially prevalent 
in mechanization and seasonal industries where layoffs were 
frequent and unemployment benefits were insufficient to 
support laid-off workers.3

In the early 1940s, the United Steel Workers of America 
began negotiating for a guaranteed annual wage.4 Their ef-
forts continued after World War II as other unions followed 
suit. The United Auto Workers (UAW) brought the guaran-
teed annual wage debate front and center during its 1954 ne-
gotiations with the large auto manufacturers.5 The first SUB 
plan arose out of UAW negotiations with the Ford Motor 
Company.6

The Ford SUB plan was administered by an independent 
board of trustees composed of management and labor rep-
resentatives and an impartial chairman.7 Ford contributed 
five cents per hour for each hourly worker, and the contri-

butions could be discontinued whenever the fund reached 
$50 million.8 Workers were eligible for SUB benefits only 
upon layoff. The maximum duration of benefits under the 
plan was 26 weeks per year, and the maximum weekly bene-
fit was $25.9 The Ford SUB plan was directly integrated with 
state UI.10 By 1958, 41 states had ruled on the Ford-type 
plan, deciding that the plan’s supplementation was permis-
sible without deduction from the benefits provided under 
state UI.11

How SUB Plans Work
SUB plans today are nearly identical to the Ford-type 

plan of the 1950s. The plans provide employees with weekly 
severance payments to supplement state UI; are exempt 
from Medicare and Social Security taxes, also known as 
Federal Insurance Contributions Act (FICA) taxes; and do 
not reduce the amount the employee is eligible to receive 
from state UI. Employers can offer a severance plan that is 
not tied to state UI, but the payments are not exempt from 
FICA and reduce the amount the employee can receive 
from state UI.

Many union SUB plans are structured so that employers 
contribute a specified percentage of wages per employee per 
hour worked to a trust fund. The trust fund is managed by 
an independent board of trustees, with equal representation 
from management and labor. The trustees of the trust fund 
pay out benefits that supplement state UI to eligible former 
employees experiencing a layoff or reduction in force. SUB 
plans offered by companies to nonunion employees, how-
ever, are typically unfunded.

Because properly designed SUB plans are exempt from 
FICA taxes and do not offset state UI, employees can receive 
greater severance benefits at a lower cost than with a tra-
ditional severance plan. For example, assume an employer 
wants to provide a $600-per-week severance benefit and the 
state UI benefit is $300. With a traditional severance plan, 
the $600 severance benefit may cost the employer almost 
$700—$600 plus FICA tax (employer and employee) and a 
full offset of state UI. With a properly designed SUB plan, 
the employer could provide a $600 total severance ben-
efit at a cost of only $300 (no FICA expense and the SUB 
plan benefit can be combined with state UI). This savings 
could go directly to the employer’s bottom line, or it could 
be shared with the laid-off workers in the form of a higher 
severance benefit.
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Employee Eligibility
In order for SUB plan payments to be exempt from FICA 

and not reduce the amount of state UI the employee is eli-
gible to receive, the employee must satisfy four requirements:

 1. The employee’s separation must be involuntary.12 An 
involuntary separation includes separation due to a re-
duction in workforce, a discontinuance of a plant or 
operation and other similar conditions.13 Similar con-
ditions include, for example, involuntary separation 
from employment resulting from cyclical, seasonal or 
technological causes.14

 2. Absent a limited exception, the employee must register 
for state UI.15

 3. The employee must satisfy prescribed conditions after 
termination.16 Such conditions include providing 
weekly proof of unemployment, weekly proof of avail-
ability to work and a copy of the employee’s state UI 
pay stub.17

 4. The employee can have no interest in the SUB fund (if 
applicable) until he or she is qualified to receive bene-
fits.18

Statutory Requirements to Establish a SUB Plan
SUB plans must satisfy various legal requirements. First, 

if a trust is established, it must be valid under local law and 
evidenced by an executed written document that is part of a 
written plan.19 Union SUB plans are subject to the Taft-Hart-
ley Act, which generally requires management by a joint 
board of trustees.20 In addition, the plan must be established 
to provide SUB benefits, which the Internal Revenue Code 
(IRC) defines to include sick and accident benefits that are 
subordinate to severance benefits.21 Sick and accident ben-
efits may be provided only for employees who are eligible for 
receipt of severance benefits under the SUB plan.22 However, 
sick and accident benefits need not be provided for all the 
employees who are eligible for severance benefits, so long as 
the plan does not discriminate in favor of highly compen-
sated employees (HCEs).23

The SUB plan also must provide that the property and 
income of the trust cannot be used for, or diverted to, any 
purpose other than providing SUB benefits prior to the sat-
isfaction of all liabilities to the employees covered by the 
plan.24 Finally, the trust must file an application for recog-
nition of exemption on Form 1024 along with an annual 
return.25

SUB plans are “employee welfare benefit plans” under 
Section 3(1) of the Employee Retirement Income Security 
Act (ERISA). Accordingly, they must be nondiscrimina-
tory with regard to eligibility and benefits.26 A SUB plan 
cannot limit eligible employees to, and the benefits cannot 
discriminate in favor of, officers, shareholders, superviso-
ry employees or HCEs.27 Benefits payable under the plan 
will not be considered discriminatory merely because they 
bear a uniform relationship to the total compensation of 
the employees covered by the plan.28 A plan must satisfy 
these statutory requirements throughout the entire taxable 
year of the trust in order for the trust to be exempt for that 
year.29

Wage Exclusion and United States  
v. Quality Stores, Inc., et al.

Absent an exception, SUB plan benefits would be wages 
subject to FICA, and receiving such benefits would disqual-
ify employees from receiving state UI. To correct this anom-
aly, IRS created an administrative exception to the definition 
of wages for SUB plans.30 To qualify for the wage exclusion, 
SUB payments must be tied to state UI, the benefits cannot 
be paid in a lump sum and the plan should consider obtain-
ing an IRS ruling.31 Employers generally obtain an IRS ruling 
that the trust from which SUB payments are made is tax-ex-
empt. This is not required but usually recommended.

A 2014 Supreme Court ruling in U.S. v. Quality Stores, Inc., 
et al.,32 reinforces the importance of obtaining  an IRS ruling. 
In that case, the Court considered whether severance pay-
ments qualified for the exemption from FICA. Quality Stores 
filed an involuntary Chapter 11 bankruptcy petition in 2001 
and terminated thousands of employees in connection with 
the bankruptcy.33 The terminated employees received sever-
ance pay, which was not tied to receipt of state UI.34 Quality 
Stores reported the payments as wages on the employees’ W-2 
tax forms, paid its share of FICA and withheld the employees’ 
portion of FICA.35 Quality Stores subsequently filed for a re-
fund of FICA on its own behalf and on behalf of approximate-
ly 1,850 employees.36 When IRS took no action on the refund, 
the company initiated a proceeding in bankruptcy court to 
obtain the refund.37 The bankruptcy court granted summary 
judgment in favor of Quality Stores, and the district court and 
Sixth Circuit Court of Appeals subsequently affirmed.38

On appeal, the Supreme Court first considered whether the 
FICA definition of wages encompasses severance payments.39 

severance
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FICA defines wages as “all remuneration 
for employment, including the cash val-
ue of all remuneration paid in any me-
dium other than cash.”40 Because sever-
ance is provided only to employees, the 
Court determined that it must be con-
sidered “remuneration for employment” 
and is, therefore, wages for purposes of 
FICA.41

The Court next examined whether 
IRC Section 3402(o) relating to income 
tax withholding limits limits the type 
of severance payments for purposes of 
FICA.42 Section 3402(o) provides that 
supplemental unemployment com-
pensation is treated “as if ” it were pay-
ment of wages.43 Quality Stores argued 
that this treatment of severance “as if ” 
it were wages means the definition of 
wages for income tax withholding does 
not cover severance.44

The Court opined that severance 
payments are not exempted because, 
as with the FICA definition, this defi-
nition is broadly defined and does not 
expressly exclude severance.45 Look-
ing to the provision’s regulatory back-
ground, the Court explained that Sec-
tion 3402(o) was enacted to address 

unemployment compensation benefits 
negotiated by unions as a second-level 
protection against layoff—SUB plans.46 
For these plans to work, the benefits 
could not be deemed wages because 
some states only provided state UI if 
terminated employees were not earn-
ing wages.47 IRS responded to this is-
sue with a series of revenue rulings 
providing that SUB plan payments 
were not wages for purposes of FICA 
or income tax withholding.48 Since the 
payments were still considered taxable 
income, however, laid-off employees 
faced significant tax liability at the end 
of the year.49 Congress addressed the 
withholding problem by enacting Sec-
tion 3402(o) to provide that severance 
benefits should be treated “as if ” wages 
for purposes of income tax withhold-
ing.50 The Court reasoned that al-
though Section 3402(o) excludes SUB 
plan payments from wages, it does not 
exclude all severance payments.51 Be-
cause Section 3402(o) does not narrow 
the term wages under FICA to exempt 
all severance payments, the Court con-
cluded that Quality Stores’ severance 
payments constituted taxable wages.52

In light of this decision, severance 
payments are generally subject to both 
FICA and income tax withholding. The 
Supreme Court specifically noted, how-
ever, that the IRS rulings exempting 
severance payments tied to the receipt 
of state UI from both income tax with-
holding and FICA are still in effect, as 
they were since the 1960s.53

Advantages and Disadvantages
As mentioned previously, SUB plans 

have distinct advantages but also some 
administrative burdens. To provide flex-
ibility, SUB plans can be customized 
based upon the specific financial and 
cultural objectives of each business. A 
SUB plan saves substantial severance 
costs—a minimum of 7.65% in FICA 
savings and up to 45% when state UI 
is coordinated with separation pay. Fi-
nally, a SUB plan can reduce the impact 
of severance costs on a company’s cash 
flow because the benefits must be made 
on a periodic basis and cannot be made 
in a lump sum.

Despite the advantages, a SUB plan 
must be properly designed and admin-
istered in order to take advantage of the 
potential tax benefits. In addition, SUB 
plans must comply with IRS, ERISA, 
Taft-Hartley Act and state law require-
ments. Finally, unemployment benefits 
must be carefully monitored to main-
tain proper withholding and benefit 
amounts. Some employers choose to 
hire a third party to administer SUB 
payments, monitor each individual’s 
ongoing eligibility and keep track of 
state UI. This administrative cost must 
be factored into the determination to 
pay SUB plan benefits.

Notwithstanding these administra-
tive hurdles and costs, the substantial 
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takeaways
•  Supplemental unemployment benefit plans are severance plans that supplement compensa-

tion from state unemployment programs to help employees who are involuntarily terminated.

•  If the employee meets certain requirements, SUB plan payments are generally exempt from 
FICA taxes and do not reduce how much the employee can receive from state unemployment 
programs.

•  Union SUB plans are subject to the Taft-Hartley Act and must be managed by a joint board 
of trustees.

•  The Supreme Court’s 2014 ruling in U.S. v. Quality Stores underscores the importance of 
obtaining an IRS ruling that SUB payments are tax-exempt.

•  Advantages of SUB plans include reduced severance costs for employers and reduced 
impact of severance costs on a company’s cash flow.
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cost savings of SUB plans versus traditional severance plans 
require that employers and unions take a closer look at this 
option in advance of layoffs or reductions in force.  
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