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For years, confusion and litigation
abounded concerning the taxability of
punitive damages and damages for non-
physical injuries such as gender and age
discrimination, or in harassment cases.
When The Small Business Job Protection
Act was signed into law in 1996, years of
litigation ended by stating that punitive
damages — whether or not related to
physical injury — are not excludable
from gross income. Awards for nonphys-
ical injuries are excludable only to the
extent of amounts paid for medical care
attributable to emotional distress.
Consider these: 

Punitive damages will generally be
included in gross income and taxed when
received on account of personal injury or
sickness whether or not related to a
physical injury or physical sickness. For
example, Tax E. Vater was awarded by
the jury $200,000 for physical injuries
received from an accident at his job.
$150,000 of the award was attributable 
to his actual physical injuries while 
the balance was punitive as a result 
of repeated OSHA violations at his
employer’s factory. Tax E. Vater should
include the $50,000 punitive portion of
the award in his taxable income while the
$150,000 payment for his actual physical
injuries can be excluded. 

Damage recoveries for other than
physical injuries or sickness will be taxed.
Emotional pain and suffering or
emotional distress is not considered a
physical injury or illness excludable from
taxation. Other than for the actual medical
expenses incurred, damages received for a
“wrongful discharge” claim, race and age
discrimination, injury to reputation
accompanied by a claim of emotional
distress, and similar nonphysical claims
will all be included in gross income. For
example, her employer awarded Jane
Denim $70,000 for sexual harassment.

The entire award was for her pain and suf-
fering but because the award was for a
non-physical injury, the entire $70,000
would be taxable. 

We indicated that damage awards
(nonpunitive) received because of physi-
cal injury or sickness will not be taxed.
Similarly, awards for emotional distress
or other non physical injuries to the
extent attributable to a physical injury
will be excluded. In this first instance, if
Sally Jones received $50,000 for physical
injuries she received in a car accident, she
would not be taxed on anything since the
entire amount was for the actual physical
injuries she suffered. Similarly, if her
husband received another $30,000 for his
loss of consortium with Sally resulting
from her injuries, the entire award would
still not be taxed because the award had
its origin in a physical injury. 

Nonpunitive awards for nonphysical
injuries will not be taxable to the extent
they are paid for medical care attributa-
ble to emotional distress. For example,
Jane Martin was granted $100,000 from
a jury for her sexual harassment claim. If
$20,000 of the award were to reimburse
her for the medical expenses due to her
treatment of the emotional distress
caused by the harassment, only $80,000
of the award for her pain and suffering
would be included in income. 

Interest included in an award of
damages for personal injury is includable
in gross income. 

The Appellate Courts have generally
been split on the issue of whether contin-
gent attorney fees paid by a taxpayer are
excludable from gross income. The IRS
generally has been taking the position of
requiring the full amount of an award or
settlement to be included in gross amount
(generally permitting the taxpayer to
deduct the attorney fee as an itemized
deduction with resulting limitations).

Contrast this to only including in income
that portion of an award that is the net of
the contingent fee paid to the taxpayer’s
attorney. The recently enacted American
Jobs Creation Act now at least permits,
beginning in 2005, attorney’s fees and
court costs incurred in prosecuting claims
based on unlawful discrimination and
certain other federal claims, including but
not limited to whistleblower actions, to be
deductible from gross income as an
above-the-line deduction. Because the
deduction is above the line, it will not be
subjected to the limitations otherwise
alluded to (i.e. not subject to the reduc-
tion of itemized deductions for higher-
income individuals and may be claimed
against the alternative minimum tax). 

What’s it all mean? In some cases,
it’s been noticed plaintiffs holding out for
more money to make up for an increased
tax liability. Also, some lawyers believe a
greater number of claims have been
made alleging physical injuries in some
harassment or discrimination cases. 

How do CPAs involved in litigation
support services get used? Well, helping
lawyers by analyzing, quantifying or
preparing claims for damages or settle-
ment offers. Also, possibly discussing
with lawyers the tax or financial impact
of filing a claim under several different
scenarios, giving consideration to maxi-
mizing the after-tax recovery. CPAs also
might consult with defense counsel,
preparing reports or counter-reports
where necessary, and even advising them
on settlements of legitimate claims that
might minimize income taxes, which
could result in lower payments by their
clients/payors. 

This article was provided by the
Voorhees firm of Abo & Company, 
LLC, Certified Public Accountants. 
For additional information visit
www.aboandcompany.com.
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