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This article addresses the significant tax consequences of
litigation settlements and damages awards in tort cases. It
is intended to assist counsel in advising clients as to the
true net results of such settlements or awards.

wards and settlements for tort
A claims usually can be divided in-

to two distinct groups. The first
group comprises claims that arise from
physical injuries; the second consists of
claims arising from non-physical in-
juries. Regardless of the major group in-
to which it falls, the resulting damages
usually will be classified into one or
more sub-categories: (1) actual damages;
(2) emotional distress damages; and (3)
punitive damages.

The tax consequences of each of these
groupings may differ; therefore, each
separate claim should be carefully cate-
gorized. Once the categories of the claim
have been properly determined, the at-
torney should advise the client as to the
net result of the settlement. This figure
is of ultimate importance, because it is
used to determine the amount of taxable
income.

This article reviews the general rules
that help determine whether the results
of a lawsuit or settlement will be taxable
to the recipient. It also analyzes taxabili-
ty issues in the context of a typical sce-
nario.

Overview of Tax

Consequences

An analysis of the tax consequences of
a tort claim starts with two general
rules of the Internal Revenue Code
(“IRC” or “Code”). First, IRC § 61(a)
broadly provides that all income, from
whatever source derived, is included in
a taxpayer’s gross income, except if oth-
erwise provided in the Code.!

Second, IRC § 104(a)(2) generally ex-
cludes certain amounts from gross in-
come. The most common exclusions are
for:

¢ Amounts received under workers’

compensation

® Damages, other than punitive dam-

ages, received in a lawsuit or settle-
ment of a claim on account of per-
sonal physical injuries or physical
sickness

* Amounts received through accident

or health insurance for personal in-
juries or sickness, except for certain
amounts that are attributable to
employer contributions or paid di-
rectly by the employer.

Despite the seemingly simple lan-
guage of IRC § 104(a)(2), that statute
probably has been one of the most liti-
gated subsections of the Code. Histori-
cally, the issue usually centered on de-
termining whether something was a
personal injury. In other words, the issue
was whether the claim encompassed
physical or non-physical (mental dis-
tress) injuries and sickness, as well as
whether any punitive damages received
were on account of personal injuries.

Physical Injury or Sickness

Awards Nontaxable

Prior to the Small Business Job Pro-
tection Act of 1996 (“SBJPA”),? the defi-
nition of “personal injury” was arguably
broad, as there did not need to be any
sort of physical manifestation of the in-
jury. For example, payments to settle a
claim for “damage to reputation” possi-
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Consideration of Capital Gains Versus Ordinary Income

Even if an award is included in the recipient’s gross income, it might be characterized as capital
gain rather than ordinary income. This distinction is important because each has different tax
rates. Similar to the analysis of taxable versus non-taxable awards, it is necessary fo look at the
nature of the underlying claim fo make this defermination. For example, if a payment is meant
to replace lost profits, the award is treated as ordinary income. However, if the payment is to re-
dress an injury fo a capital asset, the amount should be treated as capital gain.

bly could have been excludable from in-
come. That is no longer the case. IRC
§ 104(a)(2) was amended by the SBJPA in
1996 to clarify that damages received on
account of a non-physical injury—for ex-
ample, for age discrimination or injury to
reputation—are not excludable from gross
income.

Thus, IRC § 104(a)(2) is now applicable
only to damages “on account of personal
physical injuries or physical sickness.”3
(Emphasis added.) For the straightfor-
ward physical injury claim, there is not
much to debate. The amount received in
settlement of such a claim will be non-tax-
able.

Although it might be logical to assume
that the taxability of a non-physical claim
would be equally clear, that is not the
case. The amendment to IRC § 104(a)(2)
has done little to curtail taxpayers from
continuing to test the boundaries of what
types of payments are excludable from in-
come under that provision.

Taxability of Non-Physical
Injury or Sickness

In an effort to provide some guidance as
to claims of exclusion that have been tried
without success, and in the tradition of
the Tax Code, it is easier to describe what
is not excluded by IRC § 104(a)(2) than to
describe what is excluded. Except where
exceptions apply, as described below, the
following types of claims generally are not
covered by the exclusion. Consequently,
the amount received as either an award
or settlement of such claims is taxable for:
(1) emotional distress claims; (2) discrimi-
nation claims; (3) property damage or ca-
sualty loss claims; (4) lost earnings or lost
compensation claims; and (5) corporate
claims.

Emotional Distress Claims
Emotional distress itself is not a physi-
cal injury or physical sickness; therefore,
amounts received to settle such a claim
would be taxable.* However, the amount
paid for the medical care attributable to
emotional distress that arose as a result

of a physical injury or physical sickness
would be treated as received for the phys-
ical injury or sickness. Thus, IRC § 104
(a)(2) would apply to exclude them from
income.?

Discrimination Claims

Discrimination claims are those alleg-
ing discrimination based on such factors
as age, race, gender, religion, or disability.
Such claims often have generated com-
pensatory and punitive awards. Because
these payments may be substantial, it is
imperative for clients to know how their
payment will be taxed.

In many of discrimination cases, the
suit is filed under Title VII of the Civil
Rights Act of 1964 or Age Discrimination
in Employment Act of 1967.5 Either way,
the award or settlement constitutes an
amount for back pay and, as such, the
amount will be includable in gross income
under IRC § 61.7

Property Damage or
Casualty Loss Claims

Property damage or casualty loss
awards ordinarily would be included in
income pursuant to IRC § 104(a)(2). How-
ever, there is authority to support the po-
sition that the amount received in a set-
tlement that represents damage for lost
capital will be treated as a return of capi-
tal. As such, it would not be includable in
the taxpayer’s gross income, to the extent
that this sum does not exceed the basis of
the property damaged.®

Lost Earnings or Lost
Compensation Claims

Employment-related lawsuits general-
ly involve a breach of contract claim, and
any award for back pay is meant to sub-
stitute for the payment of wages. Such
lawsuits generally involve claims of
wrongful discharge or failure to honor
contract obligations. Usually, all amounts
received in a settlement that represent a
reimbursement for lost wages or business
profits are includable in the taxpayer’s
gross income.’
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A possible exception to this rule in-
volves a personal injury that caused the
loss. For example, the Internal Revenue
Service (“IRS”) has held that compensa-
tory damages, including lost wages, re-
ceived on account of a physical injury are
excludable from gross income.°

Corporate Claims

Although it may seem obvious, the IRC
§ 104(a)(2) exclusion is not available in
the case of any damages awarded to a cor-
poration. This is because a corporation
cannot sustain “personal” injuries.

Punitive Damages

Although historically the position of the
IRS on the taxation of punitive damages
has been less than consistent, that is no
longer true. Punitive damages, whether
related to a claim for damages from phys-
ical injury or sickness or unrelated to such
claims, are not excludable from the recipi-
ent’s gross income. For example, in
O’Gilvie v. United States,'? the Tenth Cir-
cuit held, “Non-compensatory punitive
damages are not received on account of
personal injuries, and thus are not exclud-
able from gross income under IRC section
104(a)2).”

An extremely limited exception exists
under IRC § 104(c) for punitive damages
awarded in a wrongful death action. Such
exception applies if the applicable state
law, as existing on September 13, 1995, al-
lowed only for punitive damages.!3

Interest Payments

Regardless of whether the principal
amount of the payment is excludable from
income, the interest portion of the pay-
ment will be includable in the recipient’s
gross income.'* For example, in Brabson v.
United States,'® the Tenth Circuit held:

[Plrejudgment interest received in a

personal injury suit under state [Colo-

rado] law was not “damages received on
account of personal injury or sickness”
and, therefore, was not excludable from
gross income.
State law characterized the prejudgment
interest as compensation for the lost time
value of money and as an element of the
damages. However, prejudgment interest
was not a traditional remedy for personal
injury; thus, there was no direct link be-
tween the injury and the interest.!”

Even if the parties do not designate a
portion of the payment as interest, it is
possible that the IRS would recharacter-
ize the total amount such that a portion
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would be for “damages,” which connotes
“compensation or satisfaction imposed by
law for a wrong or injury.”'8 Thus, the bal-
ance would be “interest,” meaning “the
price paid for borrowing money.”*®

Legal Fees

A plaintiff with a personal physical in-
jury or sickness claim typically may not
deduct the legal expenses incurred in the
suit. This is because expenses incurred in
the production of tax-exempt income are
not deductible.?

Allocation Issues

Many lawsuits involve more than one
damage claim, but they often are settled
by a single settlement payment. When ad-
vising clients in such situations, it is criti-
cal to determine the correct allocation of
the payment among taxable and non-tax-
able claims, as discussed above.

If the different parts are designated by
the court in a judgment or by the parties
in a settlement agreement, the parties
must generally follow these allocations for
tax purposes. It is also helpful to know
that, if a case does go to trial and if the
award is the result of damages that were
clearly allocated (to identifiable claims) in
an adversarial proceeding by a judge or ju-
ry, the IRS will usually not challenge their
character because of the impartial and ob-
jective nature of the determinations.?!

Even if there is a settlement agreement
with specific allocations, it is the sub-
stance of the transaction that matters, not
the form. In other words, detailing the al-
location in a written settlement agree-
ment will not assist the parties unless the
allocation of the settlement amount
among the various claims accurately re-
flects the real economic substance of the
settlement.??

As a guideline for the practitioner who
is trying to advise a client as to how to al-
locate a settlement payment properly, it is
probably best to start with the total pay-
ment and then subtract the actual and ob-
vious economic losses (which are general-
ly non-taxable). Only then should the
practitioner proceed to allocate the bal-
ance between compensatory damages,
punitive damages, and interest.

Receipt of Attorney Fees
When structuring the settlement of a
dispute, a factor that is often overlooked is
the tax consequences of the payment and,
particularly, receipt of contingent attorney
fees. For the recipients, the issue is

whether the attorney fees that they re-
ceive will be treated as income to them—
and then as a subsequent payment by
them to their attorney. The alternative
would be for the fees to be paid and taxed
directly to the attorney and not included
as income to the client.

The Circuits have been split as to
whether contingent attorney fees are sub-
ject to taxation.?® The key issue has been
whether a contingency fee agreement
gives the attorney a separate property
right in the future award or whether the
taxpayer is attempting to escape taxation
by an anticipatory assignment of future
income.?*

Even if the result is that the attorney
fees must be treated as income to the
client, a portion of the fees still might be
an allowable deduction on Schedule A as
an income-production expense.?’ Histori-
cally, all income-production expenses have
been deducted as miscellaneous itemized
deductions, subject to some limitations.26
If the amount was substantial, probably
the most significant limitation has been
that the legal fees that are deductible on
Schedule A were always a tax preference
item and might cause alternative mini-
mum tax (“AMT”) obligations.?”

This is no longer the case for many
claims involving “unlawful discrimina-
tion.”28 For fees and costs paid with re-
gard to a judgment or settlement occur-
ring after October 22, 2004, the rule was
changed by §§ 703(b) and (c) of the recent-
ly enacted American Jobs Creation Act of
2004.2° These expenses now are an “above-
the-line” deduction and, therefore, can be
claimed for AMT purposes.°

It is hoped that the issue will be settled
in 2005. The U.S. Supreme Court heard
arguments in November 2004 in Banks v.
Commissioner3 and Banaitis v. Commis-
sioner.?? In these cases, the Court is ex-
pected to answer the question of whether,
under IRC § 61(a), a taxpayer’s gross in-
come from the proceeds of litigation in-
cludes the portion of damages recovery
that is paid to his or her attorney pur-
suant to a contingent fee agreement.?3 A
discussion of this issue and the two
Supreme Court cases will be the topic of a
future article in The Colorado Lawyer.

Payment of Settlement

Amounts

For the payor of a settlement or a judg-
ment, the main issue is whether: (1) the
amount paid can be immediately deduct-
ed; (2) the amount needs to be treated as a

capital expenditure; or (3) worse, it is en-
tirely nondeductible. The following gener-
al rules should assist in making this de-
termination.

Payments made to settle litigation are
generally deductible if, among other
things, they have a business origin.?* A
business origin is present when the activi-
ty or transaction causing the litigation
originates in a trade or business.?® Three
tests are typically used to determine
whether a settlement with a business ori-
gin is deductible. There must be a deter-
mination as to whether: (1) the taxpayer
lacked confidence it would prevail; (2) the
taxpayer made the settlement to avoid
damages or liability; and (3) a reasonable
person in the taxpayer’s place would have
thought settlement was necessary.3¢

On the other hand, the payment must
be capitalized if it: (1) creates or enhances
a separate and distinct asset; (2) produces
a significant future benefit; or (3) is in-
curred in connection with the acquisition
of a capital asset.?” Finally, if no segrega-
tion of legal expenses can be made as be-
tween capital expense and business ex-
pense, no part may be deducted.?® Al-
though this determination is immaterial
to the recipient, if counsel is representing
the payor, it could be very significant.

Typical Scenario

In analyzing the tax consequences of
litigation settlements and damages
awards in tort cases, it may be helpful to
look at a common scenario. Suppose, as in
a typical injury case, a plaintiff sues a mo-
torist for injuries and damages sustained
when the motorist missed a stop sign and
ran into the plaintiff’s car. The following
damages are claimed: (1) medical expens-
es for treatment of physical injuries; (2)
lost wages for time spent recovering; and
(3) property damage to the plaintiff’s car.
The plaintiff retains the services of an at-
torney pursuant to a contingent fee
arrangement under which the attorney is
entitled to one-third of any recovery. Eight
months after the accident, the two parties
reach a settlement of the case and the de-
fendant agrees to pay the plaintiff a lump
sum of $90,000.

Although these facts may seem simple,
many attorneys might find that advising
the plaintiff regarding the “net” result af-
ter considering the tax consequences of the
settlement payment is not as straightfor-
ward. The following steps should be taken.

1. The plaintiff should subtract from

the $90,000 the amount needed to re-
pair the vehicle. As long as this
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amount did not exceed the plaintiff’s
basis in the vehicle, it would be ex-
cludable from income.

2.The plaintiff should subtract the

amount for actual medical bills. This
amount also would be excludable
from income.
3.The plaintiff should subtract an
amount for his lost wages. However,
it is important to note that this
amount likely would be taxable.

4.The plaintiff should subtract a rea-
sonable rate for the eight-month de-
lay in getting the above items reim-
bursed. This amount is considered in-
terest and, as such, would also be
taxable.

Finally, under present law, counsel
should remind the plaintiff that currently
the amount of attorney fees would be tax-
able in the Tenth Circuit—although this
may change once the U.S. Supreme Court
issues decisions in the Banks and Ba-
naitis cases. In the meantime, any addi-
tional amount also would be taxable.
Counsel then should advise the plaintiff
that steps should be taken to: (1) report
the amount of interest, attorney fees, and
the “balance” as income on the plaintiff’s
tax return; (2) verify that the lost wages
component was entirely for lost wages re-
ceived on account of a physical injury; and
(3) take a miscellaneous itemized deduc-
tion for part of the attorney fees.

Conclusion

Although many of these general rules
are becoming more settled, the one excep-
tion, with regard to the receipt of contin-
gent attorney fees, appears poised for ma-
jor change. As always, it is best to review
the current status of any tax laws before
giving advice.

Every client receiving an award or set-
tlement payment obviously would benefit
by having the amount excluded from his
or her income. The easiest way to ensure
this result is to qualify under IRC § 104
(a)(2). However, the facts and circum-
stances of each lawsuit award or settle-
ment must be carefully considered to as-
certain the purpose for which the money
was received. Only then can it be deter-
mined whether these amounts are ex-
cludable from income.
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