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IRS Scrutiny Should Not Deter Litigant from Claiming Tax Benefit
(2003) — The Internal Revenue Service has stepped up its efforts to collect taxes on judgments and settlements that are not excluded from the plaintiff’s income. But, that should not deter a litigant from asserting rights to receive tax-free damages when they are warranted. 

The 32-page publication titled Lawsuit Awards and Settlements issued in January 2003 to field agents expands previous audit guidelines, targeting damage payments from lawsuit verdicts and settlements that otherwise “fall through the gap of unreported income.” In addition to the usual sources of information, such as newspaper articles about judgments or settlements and court filings, the newer guidelines to IRS field agents suggest use of third-party contacts such as defendants or insurers who may have paid the damages. The agent is authorized to send a “third-party letter” or issue a summons to obtain information to aid in investigations.
It is important for a plaintiff’s attorney to have at least a basic understanding of the pertinent rules, since the client often is entitled to tax-free damages. Section 61 of the Internal Revenue Code [26 U.S.C. § 61] says that, except as otherwise provided, gross income means all income from whatever source derived. Subsection 104(a)(2) generally excludes the amount of damages received on account of personal physical injuries or physical sickness, whether by suit or agreement and whether as lump sums or periodic payments. Punitive damages specifically are taxable, even if they relate to a physical injury or physical sickness claim. 

When Congress inserted the word physical into subsection 104(a)(2) as a provision of the Small Business Job Protection Act of 1996 [Pub. L. 104-191], it provided that emotional distress by itself is not considered a physical injury or physical sickness. The accompanying House Ways and Means Committee report [House Rpt. 104-586] said the exclusion from gross income does not apply to any damages received, other than for certain medical expenses, based on a claim of employment discrimination or injury to reputation accompanied by a claim of emotional distress. The committee intended “that the term emotional distress includes physical symptoms (e.g., insomnia, headaches, stomach disorders) which may result from such emotional distress.” However, damages based on a claim of emotional distress attributable to a physical injury or physical sickness are income tax-free.  

The House report also created an important origin-of-the-claim test, which extends the tax-free benefits to those who were not physically injured but are beneficiaries of the award or settlement. It says: “If an action has its origin in a physical injury or physical sickness, then all damages (other than punitive damages) that flow therefrom are treated as payments received on account of physical injury or physical sickness whether or not the recipient of the damages is the injured party. For example, damages (other than punitive damages) received by an individual on account of a claim for loss of consortium due to the physical injury or physical sickness of such individual’s spouse are excludable from gross income.” This test allows a plaintiff to exclude back pay and future lost earnings damages, which otherwise would be taxable. 

Payment amounts received under workers’ compensation acts “as compensation for personal injuries or sickness” are excluded from gross income under subsection 104(a)(1). Note that the word physical is not present, and nothing in the legislative history suggests that the limitations under subsection 104(a)(2) also apply to workers’ compensation. Thus, if a worker is adjudicated to be disabled as a result of emotional distress that did not originate in a physical injury or physical sickness, any payment amounts received are excluded from the worker’s gross income. 

If the taxpayer is eligible for exclusion of payments under either 104(a)(1) or (2), those tax benefits may be enhanced through a structured settlement. Tax-free periodic payments funded by an annuity or U.S. Treasury obligation can include all interest earned on those assets as long as the taxpayer has not had constructive receipt or economic benefit of the funds used for their purchase, or of the asset itself. The periodic payment obligation typically is transferred to a third party under a “qualified assignment” authorized by 26 U.S.C. § 130, and that assignee owns the asset. 

The public policy reason for this tax benefit, as expressed in the Joint Committee on Taxation report Tax Treatment of Structured Settlement Arrangements [JCX-15-99, III (1999)], is an incentive to prevent the litigant from becoming a ward of society if the damage recovery is squandered. “If a recipient chooses a lump sum settlement, there is a chance that the individual may, by design or poor luck, mismanage his or her funds so that future medical expenses are not met,” the report said. 

Whether a plaintiff takes tax-free settlement proceeds in a single lump sum or as a structured settlement, care must be taken in the preparation of documents to avoid challenges by the IRS if the taxpayer’s return is ever audited. The IRS will be looking for existence of an underlying physical injury or physical sickness, and to see whether any settlement proceeds are designated as interest or whether any proceeds are punitive damages. 

If punitive damages were ever pled or even discussed, the exclusion from gross income under subsection 104(a)(2) might be jeopardized. Bagley v. Comm’r, 105 T.C. 396, aff’d 121 F.3d 393, demonstrates that the IRS will not necessarily accept an allocation made by a court. Barnes v. Comm’r, T.C. Memo 1997-25, says that, if punitive damages were ever mentioned in the negotiations, the IRS will go to the record to determine the allocation. If the settlement agreement is silent on the issue, the IRS will go to the pleadings and other evidence. 
Failure to claim an exclusion when one is due or to allow a fatal error or omission in the settlement documents can cause disastrous results for the litigant, including allocation to taxable damages, double-taxation of attorney fees, and application of the alternative minimum tax, which might leave the client owing the IRS more than the amount recovered. See Commissioner v. Banks, 543 U.S. ____ (Jan. 24, 2005), 125 S. St. 1025. ■
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