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Can Punitive Damages Be Compromised?

(2006-2) — The awarding of punitive damages by a jury in a physical injury case can be a double-edge sword to the plaintiff. There is satisfaction that the tortfeasor is being punished for egregious behavior, but the tax burden on the plaintiff that goes with punitive damages can be draconian, especially if the alternative minimum tax (AMT) is applied. 

What happens to punitive damages in a physical injury case when the opposing parties enter into a compromise settlement agreement in lieu of appealing the verdict? The answer is that definitive guidance is lacking, and that fact may provide an opportunity to mitigate the plaintiff’s tax burden—even make it vanish.

Gross income, which determines how much a person will pay in income taxes, means all income from whatever source derived, except as otherwise provided in the Internal Revenue Code (IRC). 26 USC § 61(a). That would include damages from much litigation, a major exception being damages paid on account of personal physical injuries or physical sickness. In fact, until 1996, when P.L. 104-188 was enacted, all damages from any personal injury case, regardless of whether the injury was physical, were excluded from the taxpayer’s gross income.

For many years, there was a question whether punitive damages awarded in personal injury cases were taxable. The Internal Revenue Service was inconsistent on this, and so were the courts. In 1958, the IRS ruled that punitive damages do not qualify for exclusion from the taxpayer’s gross income under IRC § 104(a)(2). Rev. Rul. 58-418. The IRS reversed itself in 1975, declaring that punitive damages are excludable. Rev. Rul. 75-45. Then, in 1984, addressing the wrongful death statute in Alabama, where the only recovery is as punitive damages, the IRS again reversed itself, saying that punitive damages now were taxable. Rev. Rul. 84-108. In 1996, P.L. 104-188 made an exception for the Alabama wrongful death rule, codified at 26 USC § 104(c), that punitive damages in a wrongful death action are not taxable if the only award can be as punitive damages.
In 1995, the U.S. Supreme Court, in O’Gilvie v. U.S.., 95-2 U.S.T.C., ¶50,508, 66 F.3d 1550 (10th Cir. 1995), 519 U.S. 79 (1966), settled the lack of harmony among the courts, holding that punitive damages are taxable in personal injury cases. Congress essentially codified O’Gilvie in the Small Business Job Protection Act of 1996, P.L. 104-188, § 1605(d), amending IRC § 104(a)(2) to insert parenthetically that gross income does not include damages (other than punitive damages) in a physical injury case, whether by suit or agreement and whether as lump sums or as periodic payments.

The public policy reason for taxing punitive damages, as stated in the legislative history, is: “Punitive damages are intended to punish the wrongdoer and do not compensate the claimant for lost wages or pain and suffering. Thus, they are a windfall to the taxpayer and appropriately should be included in taxable income.” House Rpt. 104-586.

Contingent attorney fees paid for punitive damages, along with fees in certain other taxable damage cases such as defamation, false imprisonment, negligent infliction of emotional distress, abuse of legal process, property rights, insurance bad faith, invasion of privacy and contractual relations litigation, are taxed not only to the attorney but also first to the plaintiff. Even if the plaintiff never sees the money retained by the attorney as a contingent fee, the plaintiff pays taxes on it. There is no above-the-line deduction on the taxpayer’s tax return for attorney fees in many taxable damage cases, including punitive damages.1 Below-the-line deductions are subject to a two percent floor and a cap. If the AMT applies, there is no deduction at all.

The effect is exacerbated when the state can claim a portion of punitive damages under “split recovery” laws, as nine states currently do.2 These laws vary as to percentage taken (50 to 75 percent), how the portion is applied, and whether attorney fees are included in the calculation. Mercifully, the IRS allows deduction of attorney fees allocable to a state’s share of punitive damages. See IRS Chief Counsel Advice 200246003.
If the punitive damages are significantly larger than the compensatory damages in a physical injury case, it is conceivable that the plaintiff can owe money after income taxes and attorney fees are accounted for, keeping none of the recovery.

Many claims are resolved through a compromise settlement if a verdict adverse to the defendant is appealed. The question is whether punitive damages awarded at trial can be eliminated if the parties agree to set aside the verdict and agree to a compromise. The IRS has indicated its position in an audit-training guide that punitive damages cannot be eliminated.3 Field agents are told that they should determine, for out-of-court settlements of physical injury cases, “if proper amounts were allocated between compensatory and punitive damages.” This suggests that the ratio of taxable to non-taxable damages should be observed in a compromise settlement. 

This approach seems both unreasonable and unsupportable. It is unreasonable because punitive damages are usually the first to be reduced or eliminated at the appellate level. Thus, a compromise of the total verdict should reasonably recognize what is most likely to be left is a higher proportion of compensatory damages. 

The approach of even preserving punitive damages at all in a compromise is unsupportable because punitive damages, being governed by state law, are usually very specifically regulated. Punitive damages are awarded only through a statutorily prescribed civil procedure. Parties simply do not agree among themselves that one party will pay punitive damages to another. When a jury verdict is set aside by agreement of the parties, and the lawsuit is dismissed, it can be argued that the punitive damage award also goes away by operation of law. A compromise of a verdict, in lieu of appeal, is an arm’s-length transaction, with valid reasons for both sides to eliminate punitive damages. The plaintiff wants to eliminate them for obvious tax reasons. Defendants want to eliminate them because of the stigma attached to them and since most insurance policies do not cover punitive damages. This is not merely an accommodation to one side.

Interpretation of tax law is resolved either in IRS rulings or in the courts. This tax issue is unresolved. No tax practitioner can guarantee that the IRS will not find some reason to challenge a tax return, so the objective in settlement planning is to control the risk to the plaintiff. A more aggressive approach can also mean greater risk of an audit and resulting adverse allocation.

The IRS has had some successes in asserting its positions on allocation of damages in general. In Robinson v. Commissioner, 102 T.C. 116 (1994), Tax Court held (and the Fifth Circuit subsequently affirmed) that the taxpayer’s out of court settlement allocation be set aside for tax purposes because the negotiations were not conducted in an adversarial manner. The taxpayer was given the freedom to allocate as he wanted in order to minimize the tax effect. In LeFleur v. Commissioner, T.C. Memo. 1997-312, the IRS successfully reallocated $800,000.00 from then-nontaxable emotional distress claims to taxable punitive damage claims.4 

The IRS does not always prevail in court challenges to its actions; there is no case on point; and this punitive damages issue seems to weigh in the taxpayer’s favor. ■
Endnotes:
1. The American Jobs Creation Act of 2004, P.L. 108-357, provides relief of double taxation of attorney fees, generally, in civil rights cases. See also Commr. v. Banks, 125 S. Ct. 1025 (2005).

2.  The following states have adopted split recovery laws: Alaska, California, Georgia, Illinois, Indiana, Iowa, Missouri, Oregon and Utah. Source: American Bar Association Litigation News, Sept. 2005, Vol. 30, No. 6, p.5.

3.  Market Segment Specialization Program: Lawsuits, Awards and Settlements, Dept. of the Treasury, IRS, Training 3123-009 (11-00), TPDS No. 86391G.

4.  At the time, IRC § 104(a)(2) did not require “physical” injury or sickness for the recovery to be excluded from gross income.
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