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Tax on Emotional Damages in Limbo

Settling Plaintiffs Should Consider Filing Protective Claim for Refund 

(2007-1) A three-judge panel of the U.S. Court of Appeals for the D.C. Circuit decided August 22, 2006, that the federal law allowing the taxing of damage awards for emotional distress is unconstitutional. Exactly four months later, on December 22, 2006, the D.C. Circuit vacated its decision pending a rehearing by the same three-judge panel. 

The original ruling had been roundly criticized by several tax analysts, including George Yin, the former head of the congressional Joint Committee on Taxation, now a professor at the University of Virginia School of Law, who is reported to have called the decision “an embarrassment to the D.C. Circuit.”

Emotional Distress Damages Would Be Tax-Free

The D.C. Circuit made a surprising ruling in Murphy v. United States, No. 05-5139, that the 1996 revision of the Internal Revenue Code prohibiting the exclusion of emotional distress damages from the recipient’s gross income violates the 16th Amendment on the basis that such awards are not income if they are unrelated to lost wages or earnings. Then, it vacated the ruling.

Until 1996, all types of personal injury claims were excluded from a taxpayer’s gross income, in calculating income taxes, under 26 U.S.C. § 104(a)(2). The Small Business Job Protection Act of 1996 [Pub. L. No. 104-188] inserted the word physical before both injury and sickness, and removed punitive damages from the exclusion, changing section 104 to read: "(a) In general . . . gross income does not include (2) the amount of any damages (other than punitive damages) received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal physical injuries or physical sickness.” This text is followed by the note that has been declared unconstitutional by the circuit court: “For purposes of paragraph (2), emotional distress shall not be treated as a physical injury or physical sickness.”

In 1994, Marrita Leveille (now Murphy) filed a complaint with the Department of Labor alleging that her former employer, the New York Air National Guard, in violation of various whistle-blower statutes, had “blacklisted” her and provided unfavorable references to potential employers after she had complained to state authorities of environmental hazards on an airbase. She presented evidence of “somatic” and “emotional” injuries, including “bruxism,” or teeth grinding often associated with stress, which may cause permanent tooth damage, and other “physical manifestations of stress,” including “anxiety attacks, shortness of breath, and dizziness.” She was awarded $70,000 in compensatory damages, including $45,000 for “emotional distress or mental anguish,” and $25,000 for “injury to professional reputation.” None of the award was for lost wages or diminished earning capacity.

Murphy included the $70,000 as “gross income” on her tax return, pursuant to 26 U.S.C. § 61(a), which says in pertinent part, “Except as otherwise provided . . . gross income means all income from whatever source derived.” Section 104(a)(2) provides an exclusion from gross income for “the amount of any damages (other than punitive damages) received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal physical injuries or physical sickness,” which Murphy cited when she later filed an amended return seeking a refund of the $20,665 that she had paid in taxes on the award. She asserted that her compensatory award was in fact for physical injuries and, therefore, excluded from gross income under section 104(a)(2). 

The IRS has said in a Private Ruling: “The term ‘personal physical injuries’ is not defined in either § 104(a)(2) or the legislative history of the 1996 Act. However, we believe that the direct unwanted or uninvited physical contacts resulting in observable bodily harms such as bruises, cuts, swelling, and bleeding are personal physical injuries under § 104(a)(2).” Priv. Rul. 200041022. A private ruling is directed only to the taxpayer requesting it and may not be cited as precedent.

In the alternative, Murphy asserted that section 104(a)(2) was unconstitutional because the award was not “income” within the meaning of the 16th Amendment.

Ratified in 1913, the 16th Amendment provides: “The Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportionment among the several States, and without regards to any census or enumeration.” The U.S. Supreme Court, in the landmark case of Commissioner v. Glenshaw Glass Co., 348 U.S. 426, 430-31 (1955), clarified that, under the Internal Revenue Code—and, by implication, under the 16th Amendment—the Congress may “tax all gains” or “accessions to wealth.”

Murphy argued that, being neither a gain nor an accession to wealth, her award is not income and section 104(a)(2) is therefore unconstitutional insofar as it would make the award taxable as income. The district court rejected all of Murphy’s claims on the merits and granted summary judgment for the government, including the IRS. On appeal, the D.C. Circuit upheld the district court’s ruling that Murphy did not sustain a “physical” injury within the meaning of the statute, but reversed on her alternative constitutional theory.

In its appeal to the D.C. Circuit, the United States, represented by the Justice Department, noted “The panel’s decision represents the first time in over 85 years that an exercise of congressional income-taxing power has been declared unconstitutional, and the panel’s narrow interpretation of the term ‘income’ conflicts with over 60 years of Supreme Court precedents regarding the definition of income.”

Attorneys David K. Colapinto and Stephen M. Kohn, of Kohn, Kohn & Colapinto, LLP, in Washington, D.C., argued on behalf of Appellant Murphy, “In order to conclude that documented ‘make whole’ damages awards for personal injuries are income, the Government has advanced a nonsensical approach to the value of human life. The Government argues damages received for personal injuries should be taxed as income because there is no value in human capital and since the basis in ‘lost’ human capital is ‘zero’ all damages received for personal injuries must be considered a ‘gain’ unless expressly excluded from gross income by Congress.”

Life insurance companies that will assume a structured settlement periodic payment obligation under a section 130 “qualified assignment” generally were cautious over the initial D.C. Circuit ruling and unwilling to accept such cases because of the uncertainty of whether non-physical injury damages are taxable. A qualified assignment requires that the amount funding the periodic payment, typically through the purchase of an annuity by the obligor, be excluded from the payee’s gross income. 

There is an alternative to the “qualified assignment” structured settlement called a “nonqualified assignment,” which is available from a few life insurance companies and is being used increasingly in taxable damage cases. In that arrangement, the assignee is located overseas, such as in Barbados, where a tax treaty with the U.S. allows the purchase of an annuity from a U.S. life insurance company, to be owned by the assignee without being subject to taxes and penalties imposed by U.S. tax law on certain annuities “not held by natural persons” and for “premature distribution.” [See 26 U.S.C. §§ 72(q) and (u).] The obligation of the offshore assignee is then guaranteed by a U.S. insurance company affiliated with the annuity issuer, or by the issuer itself. Payments are reported as taxable to the payee, who can hope that the taxation issue is resolved by the time taxes are due to be paid and do as Murphy did, pay the taxes then follow with an amended return seeking a refund.

The Murphy decision is very significant in defamation and other types of cases where attorney fees are considered as taxable income to the plaintiff, then taxed a second time to the attorney. When the alternative minimum tax is applied, the plaintiffs may owe more in taxes than they net after paying fees and expenses. See Commissioner v. Banks, 125 S. Ct. 1025 (2005). The American Jobs Creation Act of 2004 [Pub. L. No. 108-357] removed the specter of double taxation from certain civil rights cases, but did not give relief in other types of taxable damage cases, including defamation, false imprisonment, negligent infliction of emotional distress, etc. Whether sexual abuse is a “physical injury” under section 104(a)(2) is untested.

Regardless of the outcome when the D.C. Circuit rules again, either side can and likely will appeal to the U.S. Supreme Court. The D.C. Circuit’s eventual decision in Murphy will be the first such ruling. There is no split among circuits that would be harmonized by a Supreme Court ruling—a factor that the high court considers in deciding whether to grant certiorari.

If Murphy prevails, the decision can have sweeping effect on employment cases. If emotional distress and reputation damages are taxable, the plaintiff requires more money, which means greater cost of settling to the defendant. By removing the tax liability, both sides benefit, making cases easier to settle. Effectively, this ruling would restore tax law prior to 1996, at least in the D.C. Circuit, when section 104(a)(2) did not include the word “physical.”

Pending final resolution of this issue, claimants who settled their non-physical injury cases, whether or not they live in the D.C. Circuit, should consider whether to file a protective claim for refund (IRS Form 1040X) of taxes paid on damages recovered from those cases. A claim for refund must be filed within the applicable statute of limitations for the year in which the damages were received, which is generally three years after a tax return was filed, including those returns filed under an extension of time. 

A protective claim for refund reserves a taxpayer’s right to a refund in the event this issue is eventually resolved in favor of Murphy. The appeal process could take several years.

For those who structure damages that are affected by the pending appeals using a nonqualified assignment, a new statute of limitations begins each year in which a payment is received. 

Claimants who are considering protective claims should consult a tax professional.■
This article does not purport to give tax advice.
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