Income Taxation Part II

Professor Stevens
Chapter 10 Compensation for Personal Injury and Sickness

Overview

A.
Damages


1.
Business and Property Damages

a.
In lieu of doctrine: with respect to business or property damages, the leading case of Raytheon Products instructs that we ask “in lieu of what were the damages awarded.”

i.
Raytheon: Taxpayer settled its suit for damages under antitrust laws and claimed it was entitled to exclude from income the proceeds it received. 

ii.
Court: Recoveries which represent a reimbursement for lost profits are income.  The reasoning is that since the profits would be taxable income, the proceeds of litigation which are their substitute are taxable in like manner.

b.
TEST: The question to be asked is, “In lieu of what were the damages awarded?”  Where the suit is not to recover lost profits but is for injury to good will, the recovery represents a return of capital, and with certain limitations is not taxable.

c.
Example: A buys blackacre for $5,000.  It appreciates in value to $50,000, and B tortiously destroys it by fire.  A sues and recovers $50,000 in tort damages from B.  Although no gain was derived by B from the suit, the prior gain due to appreciation in value of the property is realized when it is turned into cash by the money damages.

2.
Damages Received on Account of Personal Injury or Sickness: 
§ 104(a)(2) excludes from income any damages received, whether by suit or agreement, as a lump-sum or periodic payment, on account of personal physical injuries or sickness.

a.
Reg. §1.104-1(c): The term “damages received” means an amount received through prosecution of a legal suit or action based upon tort or tort type rights, or through settlement entered into in lieu of prosecution.

b.
Threlkeld v. Commissioner: Prior to the 1996 amendments, this case held that “personal injury” for purposes of 104(a)(2) referred to any invasion of the rights that an individual is granted by virtue of being a person.  Broad Definition!
c.
As a result, employees recovering awards for wrongful discharge, sex discrimination or any other employment related claim constituting a personal injury under the Threlkeld definition, could exclude damages for lost wages in addition to damages for emotional distress, etc.

3.
Supreme Court Limitations on the Pre-1996 Version of 104(a)(2)

a.
Burke: Title VII case, alleging the employer had engaged in illegal sex discrimination.  The Supreme Court emphasized the “tort or tort type” language of the regulation.  According to the Court, the question to be asked in 104(a)(2) cases therefore was whether the injury complained of is a tort type personal injury.


b.
Schleier: Addressed the excludability of awards for back pay and liquidated damages under the ADEA (age discrimination).  Court noted that the key question to be asked in applying § 104(a)(2) is whether the damages received were “on account of” personal injury (i.e., actually compensated for personal injury).


c.
The standard articulated in Schleier appears to be that only damages which are “on account of” for personal injury purposes are those that bear a close nexus to the personal injury (i.e., the injury justifies the damages) or the damages are intended to compensate the taxpayer for the personal injury and the consequences causally linked to the injury.  If that relationship between the damages and personal injuries does not exist, no exclusion is available.


4.
1996 Amendments to §104: Congress viewed section 104 as too broad, despite the Schleier/Burke limitations.  Congress therefore chose to limit exclusion by restricting it to those damages received on account of “physical injuries” or sickness.

a.
Legislative History: (1) Place enormous weight on whether the “origin of the claim” lies in a physical injury, and (2) deny this all important physical injury status to a significant, but undefined range of physical symptoms grouped under the term “emotional distress.”

b.
Emotional Distress: The exclusion does not apply to any damages received based on a claim of emotional distress that is attributable to a physical injury or physical sickness (flush language of section 104(a)).

i.
Exception: The exclusion applies to any damages received based on a claim of emotional distress that is attributable to a physical injury or physical sickness, up to the amount paid for medical expenses (flush language).
c.
Schleier Standard: The legislative history suggests adoption of the Schleier standard, i.e., that 104(a)(2) excludes all damages intended to compensate a taxpayer for physical injury and the consequences, including economic consequences, flowing from that injury.

5.
Punitive Damages: The excludability of punitive damages under 104(a)(2) has been the subject of much conflict.  The 1996 Amendments, however, make it clear that the exclusion does not apply to punitive damages.

6.
Allocation of Awards: Since punitive damages are not excludable, a taxpayer may be attempted to get the entire damage award allocated under punitive damages.  Will the settlement agreement’s characterization of the entire award as compensation for physical injuries be respected?

a.
Robinson: Tax Court held that it was not bound by a state court judgement that allocated 95% of certain settlement proceeds to tort-like personal injuries.

b.
Bagley: The court agreed that the IRS should not be bound by a settlement agreement allocating all of a $1.5 million settlement to personal injuries.

c.
McKay: The tax court respected the allocation in the settlement agreement of approximately ¾ of the settlement award to personal injuries.  In upholding the allocation, the TC emphasized the adversarial nature of the negotiations that led to the allocation of the award.

d.
G/R: The IRS will generally respect the allocation is it is reasonable.  But the IRS will closely scrutinize this issue, especially if the D does not care about the allocation.

7.
Periodic Payments: Section 104(a)(2) specifically provides for periodic payments.  So if you receive an award for personal injuries over a ten year period, you will be able to exclude the entire amount you receive over the next ten years even though a significant portion of the payments in effect constitutes interest income.

B.
Accident and Health Insurance

1.
104(a)(3): Payments received under accident or health insurance policies are excluded from gross income, provided that the policy was not financed by the TP’s employer or by employer contributions not includable in the TP’s income.

2.
Employer Financed Health Plans (§105): Generally payments by the employer into the employee’s health plan are included in the gross income of the employee.  There are exceptions for medical reimbursements and certain payments for permanent bodily injury or disfigurement.

3.
§105(b): Exclusion for medical care for the taxpayer, spouse and dependents is limited to the actual medical expenses incurred; under 104(a)(3), however, payments that exceed the medical expenses incurred remain tax free.

4.
§106(a): Gross income of an employee does not include employer-provided coverage under an accident or health plan, but 105(a) makes payments under such employer financed plans taxable, except to the extent that 105(b) or (c) applies.

C.
Previously Deducted Medical Expenses: Amounts attributable to previously deducted income are not excluded from income (104(a) and 105(b).

1.
Rationale: To allow an expenditure to be deducted from income, and then to allow the reimbursement of that expense to be excluded from income would constitute a double tax benefit for the same amount.

2.
§213(a): There shall be allowed as a deduction the expenses paid during the taxable year, not compensated for by insurance or otherwise, for medical care of the taxpayer, his spouse or dependent to the extent that such expenses exceed 7.5% of AGI.

D.
Worker’s Compensation: Section 104(a)(1) excludes from income amounts received under worker’s compensation acts as compensation for personal injury or sickness.

1.
Reg. §1.104-1(b): Also includes amounts received under a statute in the nature of a worker’s compensation act which provides compensation to employees for personal injury or sickness incurred in the course of employment.

2.
Non-occupational injury: Not w/in 104(a)(1) even if the label of worker’s compensation is placed on the payment.

Cases

A.
Commissioner v. Schleier
1.
Facts: A claim was brought by an old dude under the ADEA because he was fired.  The old dude recovers lost wages. 

2.
Issue: Are the lost wages excluded from income under section 104?

3.
Holding: The Court made the following findings: The dude was fired for his age which caused (1) intangible or psychological injuries, and (2) lost wages.  The problem in this case is that the intangible or psychological injuries did not cause the lost wages, the firing caused each one independently.

4.
G/R: Must find direct causation b/t the physical injury and the damages in order to exclude from income.

5.
Tort or Tort like: In order for the exclusion to apply at all there must be a tort or tort like claim.  When determining whether it is a tort or tort like claim. look at the broadness of the remedies b/c in tort claims we have borad compensatory remedies (SEE Reg. 1.104-1(c))

Notes

A.
Rationale behind the exclusion: Because we really have no gain in this situation, we are really trying to just make you whole for what you lost, and there is no real accession to wealth.

B.
G/R: Section 104(a) does not apply to K claims at all.

C.
TEST: What are the damages “in lieu of?”  If the damages are in place of something that would be income, then they are income.


D.
§104(a)(3): Applies when you have an expense and the insurance company reimburses you for it.  

1.
Example: You pay $7,000 in medical expenses, and the insurance company later reimburses you for the $7,000 after you jump through all their little hoops to prove the expenses are legit.  When you actually receive the money from the insurance company it is not income.

2.
§105(b): Applying the same principles, gross income does not include amounts referred to in (a) if such amounts are paid, directly or indirectly, to the taxpayer to reimburse him for expenses incurred for medical care.

E.
Lost Wages: Yes, these are excludable if they are “on account of” personal injuries [Threlkeld & Schleier]; Congress specifically intended exclusions for all damages that flow from injury, including lost wages.


*Note the difference b/t the K Rule for “in lieu of” and the “on account of” Test--> if these damages were considered under the “in lieu of” test, they would be included in income b/c the damages were “in lieu of” wages, which go into income.

