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Tax Treatment of Employment Settlements

• Settlements and judgments are taxed the same, but there is almost 
always more flexibility with settlements.  

• Most payments are taxable, and how legal fees are treated is really 
important. 

• Raise tax issues early: See Wood, “When Mediating Legal Disputes, 
Think Taxes,” Tax Notes (March 16, 2020). 

• See also Wood, “Seven Tax Mistakes in Mediating Lawsuits,” Tax Notes
(February 28, 2020).

http://www.woodllp.com/Publications/Articles/pdf/When_Mediating_Legal.pdf
http://www.woodllp.com/Publications/Articles/pdf/Seven_Tax_Mistakes.pdf


Strafford Webinars

Recent Tax Changes?
• In large part, the tax rules remain the same. But in 2018, the tax treatment of 

legal fees was changed, and the treatment of confidential sexual harassment 
cases.

• See Wood, “Settlement Awards Post-TCJA,” Tax Notes (June 18, 2018), p. 
1771. 

• See Wood, “New Tax on Litigation Settlements, No Deduction for Legal Fees,” 
Tax Notes (March 5, 2018). 

• See Wood, “Taxing Sexual Harassment Settlements And Legal Fees in a New 
Era,” Tax Notes (January 22, 2018). 

http://www.woodllp.com/Publications/Articles/pdf/Settlement_Awards.pdf
http://www.woodllp.com/Publications/Articles/pdf/New_Tax_On_Litigation_Settlements.pdf
http://www.woodllp.com/Publications/Articles/pdf/Taxing_Sexual_Harassment.pdf
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Banks Case = 100% to Client 

• The Supreme Court in Banks laid down the rule that plaintiffs 
generally have gross income on contingent legal fees.  But the 
Court alluded to various contexts in which this general rule might not 
apply.  

• In employment cases, there is still an above-the-line deduction for 
legal fees.  It generally works well, and the IRS has generally 
interpreted it broadly. See Wood, “Writing Off Legal fees Just Got a 
Little Easier,” Tax Notes (February 7, 2022).

http://www.woodllp.com/Publications/Articles/pdf/Writing_Off_Legal_Fees.pdf
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Exceptions to Banks

• Statutory Fees
• Court Awarded Fees
• Fees for injunctive relief
• Lawyer-Client Partnerships
• See Wood, “12 Ways to Deduct Legal Fees Under New Tax Laws,” Tax 

Notes (October 7, 2019), p. 111.
• See Wood, “Civil Rights Fee Deduction Cuts Tax on Settlements,” Tax 

Notes (March 2, 2020), p. 1481.

http://www.woodllp.com/Publications/Articles/pdf/12_Ways.pdf
http://www.woodllp.com/Publications/Articles/pdf/Civil_Rights_Fee_Deduction.pdf
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Legal Fees—Contingent or Hourly?

• In employment cases, there is still an above-the-line deduction for 
legal fees.  It generally works well, and the IRS has generally 
interpreted it broadly. See Wood, “Can Employment Plaintiffs 
Deduct Legal Fees Paid in Prior Years?” Tax Notes (August 17, 
2020). 

• In non-employment cases, in the past, plaintiffs could at least 
deduct their fees below the line.  Now, the lack of miscellaneous 
itemized deductions means some plaintiffs will pay tax on 100% of 
their recoveries, with no deduction for legal fees.

http://woodllp.com/Publications/Articles/pdf/Can_Employment_Plaintiffs_Deduct.pdf
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Wages, How Much?

• Some wages belong in nearly all employment cases.

• But the mere fact that the case arises out of an employment setting 
does not necessarily mean that any portion of the settlement 
represents wages. 

• Nonwage damages such as emotional distress go on a Form 1099.

• The split might be 50/50, 80/20, 90/10, or any other figure. It all 
depends on the facts.
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How Much Wages?

• Some employers want 100%

• Does that include contingent fees?

• Some plaintiffs want little or no wages

• Has the plaintiff ever paid estimated taxes?

• With ranges of 20% to 80% wages, many cases seem to resolve at 50%

• See Wood, “Beware 12 Tax Myths in Employment Suit Settlements,” Tax Notes 
Federal (July 11, 2022), p 223. 

http://www.woodllp.com/Publications/Articles/pdf/Tax_Write-Offs_NYSBA.pdf
https://www.woodllp.com/Publications/Articles/pdf/Beware_12_Tax_Myths_in_Employment.pdf
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Wage v. Nonwage Treatment 

• Employer and employee share employment taxes

• Over $147,000, it is 2.9%, 1.45% for employee and 1.45% for employer

• Some plaintiffs want non-wages to argue the section 104 exclusion

• Plaintiff can argue for exclusion with the IRS or FTB with a Form 1099

• But plaintiff can’t argue that wages are excludable
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Sexual Harassment or Abuse

• You can’t deduct payments for sexual abuse or harassment if it is 
confidential.  No deduction for legal fees either.

• See Wood, “Tax Write-Offs in Sexual Harassment Cases After 
Harvey Weinstein,” NYSBA Journal (February 2018). 

• The target of the new law is the alleged harasser and the defendant 
company.  But what about legal fees paid by the plaintiff in a sexual 
harassment case in which a confidential settlement is reached?

• The IRS confirmed plaintiff fees can still be deducted. See Wood, “IRS 
Gives Tax Break To Sexual Harassment Victims,” Forbes (March 4, 2019).

http://www.woodllp.com/Publications/Articles/pdf/Tax_Write-Offs_NYSBA.pdf
https://www.forbes.com/sites/robertwood/2019/03/04/irs-gives-tax-break-to-sexual-harassment-victims/#3e43a2d529b7
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Sexual Harassment or Abuse (con’t)

• Alternatives: 

a) No confidentiality? Non-disparagement?

b) Separate payment for confidentiality? No! 

c) Allocate settlement? See Wood, “(Still) Writing Off 
Confidential Sexual Harassment Settlements?” Tax 
Notes Federal (February 24, 2020). 

http://www.woodllp.com/Publications/Articles/pdf/Still_Writing_Off_Confidential.pdf
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Tax Exclusion for Physical Injuries

• The law on this—Section 104 of the tax code—is unchanged. It applies to physical 
injuries and physical sickness, and covers only compensatory damages, not punitive 
damages or interest.

• See Wood, “Emotional Distress Damages Are Taxable, Physical Sickness Damages 
Are Not, How Come?” Forbes (June 25, 2018). 

• See Wood, “Taxing Emotional Distress and Physical Sickness: Chicken or Egg?” Tax 
Notes (December 11, 2017).

• See Wood, “Beware 12 Tax Myths in Employment Suit Settlements,” Tax Notes 
Federal (July 11, 2022). 

http://www.woodllp.com/Publications/Articles/pdf/Emotional_Distress_Damages.pdf
http://www.woodllp.com/Publications/Articles/pdf/Taxing.pdf
http://www.woodllp.com/Publications/Articles/pdf/Tax_Write-Offs_NYSBA.pdf
https://www.woodllp.com/Publications/Articles/pdf/Beware_12_Tax_Myths_in_Employment.pdf
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PTSD Recoveries

• Recoveries for PTSD are arguably for physical injury/sickness, but 
there is no tax case law yet either way.

• See Wood, “President Obama Was Right, PTSD Is Physical,”
Forbes (February 24, 2017). 

• See Wood, “President Obama and Damages for PTSD,” Tax Notes 
(March 6, 2017). 

https://www.google.com/url?q=http://www.woodllp.com/Publications/Articles/pdf/President_Obama.pdf&sa=U&ved=0ahUKEwiRtfvEtefaAhXC21MKHcMzAoUQFggFMAA&client=internal-uds-cse&cx=017327777505216535565:53dghxt3bhw&usg=AOvVaw2cMpCCiTqwOnKsucOdF7Mz
http://www.woodllp.com/Publications/Articles/pdf/President_Obama_And_Damages_For_PTSD.pdf
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Physical Sickness Wording & Compromises

1. Express statement for physical injuries and physical sickness, no Form 
1099

2. Express statement but providing that Form 1099 will be issued;

3. No mention of Form 1099

4. Watered-down language, alleged physical injuries and other damages;

5. Generic “non-wage damages”
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Settlement Wording!
• Settlement agreement wording: See Wood, “Bad Settlement Agreement Wording 

Spells Taxes - Again,” Tax Notes (November 15, 2021).

• See Wood, “Taxes and Settlement Agreement Wording Underscored Again,” Tax 
Notes (August 9, 2021).

• Separate check and Form 1099 for legal fees?

• See Wood, “Debunking 10 Myths About Tax Opinions,” Tax Notes (August 15, 
2015).

• See Wood, “Lawyers, Clients Dance The 'Taxes Two-Step,” Los Angeles Daily 
Journal (May 26, 2017).

http://www.woodllp.com/Publications/Articles/pdf/Bad_Settlement_Agreement_Wording.pdf
http://www.woodllp.com/Publications/Articles/pdf/Taxes_and_Settlement_Agreement.pdf
http://www.woodllp.com/Publications/Articles/pdf/Debunking.pdf
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Tax Indemnities 
• Almost always appropriate

• Careful with Scope of Indemnity 

• See Wood, “Legal Settlements With Tax Indemnities Are on the Rise,” 
Tax Notes (July 30, 2019).

• See Wood, “Tax Indemnity Provisions: Important Considerations for 
Clients,” NWLawyer Magazine (February 2017). 

• See Wood, “Tax Indemnity Provisions In Settlement Agreements,” Tax 
Notes (October 3, 2016). 

http://www.woodllp.com/Publications/Articles/pdf/Legal_Settlements_With_Tax_Indemnities.pdf
http://www.woodllp.com/Publications/Articles/pdf/Tax_Indemnity_NWL.pdf
http://www.woodllp.com/Publications/Articles/pdf/Tax_Indemnity_Provisions.pdf
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Qualified Settlement Funds

• Possible uses for QSFs.

• If the QSF separately pays clients and lawyers, will QSF issue 1099 
to clients for legal fees?

• See Wood, “Qualified Settlement Fund Tax Myths,” Tax Notes 
Federal (May 9, 2022).

http://www.woodllp.com/Publications/Articles/pdf/Qualified_Settlement_Fund_Tax_Myths.pdf
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Tax Reporting on Forms 1099
• §104 Payments = No Reporting

• Most payments reported

• Box 3 or Box 10 of Form 1099-MISC
• Box 3: Other income
• Box 10: Gross proceeds paid to an attorney

• Form 1099-NEC? See Wood, “Lawyers, Settlements, and Forms 1099-MISC and 1099 NEC - Independent 
contractors puzzle over new IRS Form 1099-NEC” Tax Notes (November 23, 2020).
• See Wood, “A Lawyer’s Guide To Navigating 1099s” Los Angeles Daily Journal (January 27, 2016). 

• See Wood, “IRS Form 1099 Rules for Settlements and Legal Fees,” Business Law Today, January 28, 2020).
• See Wood, “IRS Form 1099: Ten Things Every Lawyer Should Know,” Montana Bar Magazine (February 

2012).
• See Wood, “IRS Forms 1099 Come Soon: Taxing Investors, Sharing Economy & Everyone Else,” Forbes 

(January 1, 2019). 

http://woodllp.com/Publications/Articles/pdf/Lawyers_Settlements_and_Forms.pdf
http://www.woodllp.com/Publications/Articles/pdf/A_Lawyers_Guide.pdf
http://www.woodllp.com/Publications/Articles/pdf/IRS_Form_1099_Rules_for_Settlements.pdf
http://www.woodllp.com/Publications/Articles/pdf/IRS_Form_1099_Ten.pdf
http://www.woodllp.com/Publications/Articles/pdf/IRS_Forms_1099_Come_Soon.pdf
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Tax Advice, Settlement Wording, Forms 1099
• Settlement language, mechanics, and Forms 1099—but don’t assume that tax language or 

Forms 1099 solve everything.  

• Get tax advice early: See Wood, “Seven Tax Mistakes in Mediating Lawsuits,” Tax Notes 
Federal (February 28, 2020); and “Legal Settlement Tax Myths Debunked,” Tax Notes 
Federal (November 1, 2021).

• See Wood, “Debunking 10 Myths About Tax Opinions,” Tax Notes (August 17, 2015). 

Robert W. Wood
Wood LLP

www.WoodLLP.com
wood@WoodLLP.com

(415) 834-0113 

http://www.woodllp.com/Publications/Articles/pdf/Seven_Tax_Mistakes.pdf
http://www.woodllp.com/Publications/Articles/pdf/Legal_Settlement_Tax_Myths.pdf
mailto:wood@WoodLLP.com


Thank you.  Questions?

Robert W. Wood
Wood LLP

www.WoodLLP.com
wood@WoodLLP.com

(415) 834-0113 

mailto:wood@WoodLLP.com
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• Both sides have issues to consider. 
• The Employer/Defendant
• The Employee/Plaintiff

Settlement Payments - Overview

3



GENERAL RULE
Defendant’s payments made to settle an employment dispute 
are generally going to be allowed as a deduction incurred in 
a trade or business.  Internal Revenue Code (“IRC”) § 162. 
This includes:
» Payments made to the employee/plaintiff;
» Payments made to employee/plaintiff’s counsel;
» Payments made to employer/defendant’s counsel; and
» Payroll taxes incurred on wages paid in settlement. 

Employer/Defendant Considerations
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GENERAL RULE
So long as the payment is made to the plaintiff/employee in 
settlement of an employment claim arising from the trade or 
business, it should be deductible under § 162 regardless of 
the characterization of the various components making up 
the payment.  
» Payments allocated as punitive damages are deductible.
» Payments allocated to labor code penalties are deductible. 

Employer/Defendant Considerations
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However, not all payments are deductible. 

IRC § 162(q) provides that 
“No deduction shall be allowed under this chapter for – 
(1) any settlement or payment related sexual harassment or 
sexual abuse if such settlement or payment is subject to a 
nondisclosure agreement, or
(2) attorney’s fees related to such a settlement or payment.”

Employer/Defendant Considerations
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However, not all payments are deductible (continued). 

A settlement payment made by a business does not 
automatically make it deductible.  For example, a business 
owner or employee could be sued for actions occurring 
outside of the scope of business activity, so payment might 
more properly be viewed as a constructive dividend rather 
than a deductible trade or business expense.  

Employer/Defendant Considerations
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Determining allocations of payments constituting wages or other 
payments. 

» In the employment dispute context, there is usually some 
element of claim for lost wages, which will be deductible by 
employer.  Other elements of the settlement will also typically 
be deductible, such as damages for emotional distress, 
interest, attorney’s fees, punitive damages, etc.

» Knowing what types of payments are treated as wages as 
opposed to ordinary income to plaintiff can help resolve 
settlement disputes.  

Employer/Defendant Considerations
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The biggest issue arising from the Plaintiffs’ side in 
settlements is usually explaining the requirement to include 
in income amounts paid to their attorneys.  

Even though Plaintiffs’ attorneys will often get a large cut of 
the settlement, everything paid by the defendant is generally 
going to be treated as Plaintiff’s income for tax purposes 
regardless of the form of payment.  

Employee/Plaintiff Considerations
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In Commissioner v. Banks, 543 U.S. 426 (2005), the Supreme 
Court held that contingent fees paid to an attorney are 
income to the plaintiff under the “anticipatory assignment 
doctrine.” 

Banks punted on addressing whether attorney awards under 
fee shifting statutes are income to plaintiffs, but the IRS 
position is clear that it believes awards under fee-shifting 
statutes should be income to plaintiffs as well and the courts 
have generally taken the same position. 

Employee/Plaintiff Considerations
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When Banks was decided, attorney fees were generally only 
allowed a miscellaneous itemized deductions and subject to 
AMT limitations, so including attorney’s fees in income was a 
disaster to plaintiffs.  

Fortunately, the Code now allows an above-the-line 
deduction for attorney’s fees and other costs incurred in 
certain types of disputes involving:
» unlawful discrimination per IRC § 62(a)(20); and
» whistleblower actions per IRC § 62(a)(21). 

Employee/Plaintiff Considerations
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Most importantly here, employment matters are included in the 
definition of “unlawful discrimination” per IRC § 62(e)(18).  
Specifically, “unlawful discrimination” includes any act that is 
unlawful under “any provision of Federal, State, or local law, or 
common law claims providing for the enforcement of civil rights 
or regulating any aspect of the employment relationship, 
including claims for wages, compensation, or benefits, or 
prohibiting the discharge of an employee, or any other form of 
retaliation or reprisal against an employee.”
» Upshot – attorney’s fees are deductible in just about every 

matter involving an employment dispute.   

Employee/Plaintiff Considerations
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Contrast this with the result that would occur now for a non-
employment matter, especially considering itemized 
miscellaneous deductions are not allowed for years 2018 through 
2025 as a result of the Tax Cut and Jobs Act. 

For example, if a plaintiff were to settle for $1 million for a claim 
of emotional distress caused outside of the employment arena and 
plaintiff’s lawyer will receive 40% under the contingency 
agreement, then plaintiff will have to report all $1 million as 
taxable income with no offsetting deduction even though Plaintiff 
only receives $600,000.  

Employee/Plaintiff Considerations
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Fees incurred in a personal injury claim would also not be 
deductible, but since the recovery is not taxable per IRC § 
104(a)(2), plaintiff has no taxable income to worry about 
having to offset. 

Employee/Plaintiff Considerations
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Not all attorney’s fees are considered income to plaintiff.
» For example, the IRS has ruled that payments for attorneys’ 

fees in certain opt-out class action lawsuits are not included in 
class members’ income where there is no contractual 
agreement between the members and counsel. See PLR 
200625031 (2006)

» Similarly, the IRS has ruled that amounts representing 
attorneys’ fees paid in settlement of a lawsuit brought by a 
union against an employer to enforce a collective bargaining 
agreement are not included in the union members’ income. See 
Rev. Rul. 80-364, 1980-2 C.B. 294 (1980).

Employee/Plaintiff Considerations
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Quick note on IRC § 162(q) from the plaintiff’s side.

The wording of IRC § 162(q) was ambiguous with respect to 
whether the prohibition against deducting attorney’s fees for 
a settlement involving sexual harassment or abuse that was 
subject to a nondisclosure agreement applied to both 
parties, but the IRS released an FAQ confirming that this 
prohibition only applies to the payor, not the recipient. 

Employee/Plaintiff Considerations

16
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Justice is Making Sure Your Client’s 
Employment Settlement Lasts 
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Today’s Discussion

• Settlement Options: Lump Sum and Structured Settlement

• Lump Sum: Advantages and Disadvantages

• Structured Settlement: Advantages and Disadvantages

• Case Example: Lump Sum vs. Structured Settlement

• Uses of a Structured Settlement 



3

History of Structured Settlements

1918 & 1954 1979 1983

IRS Section 104 was 
created in 1918 for worker’s 
compensation and amended 
in 1954 to include personal 
injury cases.

Revenue Ruling 79-220 
written by the IRS confirms 
that periodic payments due 
to personal injury will be 
excluded from taxable 
income.

Periodic Payment Act 
creates IRC Section 130 
which allows for the 
assignment of obligations to 
a third-party

1992 1997

Section 468(B) describes 
the tax treatment of funds 
moving in and out of a 
Qualified Settlement Fund, 
which allows mass tort 
claims to be structured.

Balanced Budget Act of 
1997 amended IRC Section 
130(c) to allow assignment 
of worker’s compensation 
cases filed after August 5, 
1997.

2000 & 2017

Non-physical injury 
settlements via 
assignment to off-shore 
entities in 2000. In 2017 
there are now options to 
keep the transaction in 
America.
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Settlement Options

A former employee of a mid-sized manufacturing company 
claims that their former employer wrongfully terminated him. 
The employee sues the company and they agree to settle for 
$2M.

What should he do with his proposed settlement funds?

When a claimant receives a settlement, they have the option to 
receive the money in:

1. Lump sum 

2. Periodic payments, also known as a structured settlement
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Lump Sum: Advantages

For the Claimant / Payee
• Flexibility to spend as they choose
• Ability to pay off debt 
• Can invest it and benefit from the investment growth 
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Lump Sum: Disadvantages

Overspending Risk
Do your clients have the discipline to manage their finances and not 
overspend?

Market Risk
Financial markets fluctuate, so how can your clients ensure that their 
savings will stay the course?

Immediately Taxable
Tax amount is based on the size of the settlement - if the dollar amount of 
the settlement is large it will force the claimant into higher tax brackets
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Structured Settlement: Advantages & 
Disadvantages

1. All guarantees are subject to the financial strength and claims-paying ability of Metropolitan Tower Life Insurance Company.
2. Any discussion of taxes is for general informational purposes only and does not purport to be complete or cover every situation. Met Tower Life, its 

agents and representatives may not give legal, tax or accounting advice and this document should not be construed as such. You should confer 
with your qualified legal, tax and accounting advisors as appropriate.

For the Claimant / Payee

• Guaranteed payments for life1

• Income spread and corresponding spread of tax obligation2

• Steady of stream of income to help plan your financial future

For the Defendant / Purchaser

• Transfer of mortality and investment risk to insurer
• Reduced administrative burdens associated with issuing periodic 

payments
• Additional flexibility afforded via available commutation endorsements
• Strong negotiating tool that can help save time and money, and avoid 

the potential of a large verdict at trial
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Case Example: 
Lump Sum vs. Structured Settlements

*($100K cash + Structure)
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How does a Structured Settlement work?

Insurer

Settlement 
Agreement & 
Release 

Claimant and 
Defendant agree 

Defendant Assignment Insurer Claimant

Graphic options
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Structured Settlements for Non-Physically 
Injured Claimants

Attorney Fees are available in 
association with these types of cases.

Attorneys will generally need to have a fee arrangement in place at the time of settlement which provides for the structuring of
payments solely from the claimants settlement proceeds. Structuring of attorney fees could have important legal and tax 
consequences. Attorneys should consult with their own tax and legal advisors prior to agreeing to structure legal fees to determine
the tax and other legal consequences. The method of tax reporting with respect to such fees is subject to change, where we deem 
such change to be required under the Federal tax law or IRS guidance. 

Employment Litigation
• Wrongful Termination
• Sexual Harassment
• Discrimination
• Mental Anguish

Punitive Damages

FINRA Suitability Cases

D&O and E&O Claims

Contract Disputes
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Summary: Lump Sum & Structured 
Settlements

• Flexibility to spend as they choose
• Ability to pay off debt 
• Can invest it and benefit from the 

investment growth 

• Guaranteed payments for life1

• Income spread and corresponding 
spread of tax obligation2

• Steady of stream of income to help 
plan your financial future

Structured Settlement AdvantagesLump Sum Advantages

C
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• Transfer of mortality and investment 
risk to insurer

• Reduced administrative burdens 
associated with issuing periodic 
payments

• Additional flexibility afforded via 
available commutation endorsements

• Strong negotiating tool that can help 
save time and money, and avoid the 
potential of a large verdict at trial
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