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Beware 12 Tax Myths in Employment Suit Settlements 
 

By Robert W. Wood1 

 
Lawsuit settlements and judgments are taxed based on the origin of the claim, 

essentially the item for which the plaintiff is seeking to recover. The basic idea is that if 

you didn’t have to sue but had been paid in the ordinary course of events, your taxes 

should be the same. Claims arising in and about employment are one of the most 

common kinds of legal disputes.  

 

Some go to verdict, but many more eventually settle. Perhaps an even greater number 

of disputes are resolved pre-filing and never make it to court. Disputes may be resolved 

with demand letters or a draft complaint, in mediation, etc. But no matter how the 

dispute is resolved, there is going to be a settlement agreement. And no matter what, 

there are going to be tax issues, for both the employer and the employee.  

 

Ideally, each side thinks about taxes in advance and tries to implement what they want 

in the settlement agreement. But that doesn’t always happen, and even if the parties try, 

they often fail to hammer out how they want the arrangement to be taxed. The parties 

may misunderstand the tax issues or may fail to consider them entirely until the 

following year when IRS Forms 1099 arrive. Most employees know that they will receive 

an IRS Form W-2 for their wages in January for the prior year.  

 

 
1 Robert W. Wood practices law with Wood LLP (www.WoodLLP.com) and is the author of Taxation of 
Damage Awards and Settlement Payments and other books available at www.TaxInstitute.com. This 
discussion is not intended as legal advice. 
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But January is also when Forms 1099 arrive. Many litigants panic when tax forms they 

did not expect land in their mailbox. Here are some common myths about how taxes 

apply to employment case legal settlements. 

 

 

Myth #1: Plaintiffs Can Only Be Taxed on Their Net Recoveries, After Legal Fees 

This is a big issue, not just for employment cases. Most plaintiffs use contingent fee 

lawyers, and many assume that they are only responsible for the net money they 

collect, after contingent legal fees. If you settle for $1M, and your lawyer takes $400k off 

the top, isn’t your tax problem always limited to $600k?  

 

Hardly. Just because a portion of your recovery is paid to your attorney does not mean 

you do not owe tax on that portion. In Banks v. Commissioner,2  the U.S. Supreme 

Court ruled that plaintiffs must include contingent legal fees in their gross income. 

Hopefully they can find a way to deduct or offset the fees, which in some kinds of cases 

can be tough.3 

 

Fortunately, in employment cases, you should not need to pay taxes on the legal fees 

your lawyer receives, if you use a contingent fee lawyer. But you still have to report 

them on your tax return as gross income or the IRS will think you are shorting them. 

After all, the Banks case on legal fees is from the U.S. Supreme Court.  

 

 
2 543 U.S. 423 (2005) 
3 See Wood, 12 Ways to Deduct Legal Fees Under New Tax Laws, Vol. 165, No. 1, Tax Notes Federal 
(October 7, 2019), p. 111. 

http://www.woodllp.com/Publications/Articles/pdf/12_Ways.pdf
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The mechanics of claiming the deduction have been tough until recently. For 2021 tax 

returns, the tax return form was improved so there will hopefully be fewer problems with 

claiming it.4 However, if you are using an hourly lawyer and the case spans multiple tax 

years, there’s no easy answer to avoid paying tax on the legal fees.5 Historically, most 

legal fees could be claimed as a miscellaneous itemized deduction even if there was no 

related income. But miscellaneous itemized deductions were suspended by Congress 

starting in 2018 and continuing through the end of 2025.6  

 

Myth #2: Employment Settlements Are Exclusively Wages 

Not really. A better statement would be that most—perhaps nearly all—involve some 

wages. But that does not mean that 100% of the money is wages. Usually, a portion of 

the claim is for lost wages, back pay, front pay, or both. But some amount usually 

represents a payment for emotional distress or other non-wage damages.  

 

The IRS recognizes this, making clear in its instructions to Form 1099-MISC that non-

wage damages should be reported on a Form 1099, not on a Form W-2. Some 

employers seem surprisingly unconcerned about withholding though their withholding 

obligation for at least some of the funds seems clear. On the other extreme, some 

employers insist on withholding on most or even all of a settlement, even though a big 

share of the settlement should arguably not be subject to withholding.   

 

 
4 See Wood, Writing Off Legal fees Just Got a Little Easier, Vol. 174, No. 6, Tax Notes Federal (2022), p. 
835. 
5 See Wood, Can Employment Plaintiffs Deduct Legal Fees Paid in Prior Years?, Vol. 168, No. 7, Tax 
Notes Federal (August 17, 2020), p. 1263. 
6 See Wood, New Tax on Litigation Settlements, No Deduction for Legal Fees, Vol. 158, No. 10, Tax 
Notes (March 5, 2018), p. 1387. 

http://www.woodllp.com/Publications/Articles/pdf/Writing_Off_Legal_Fees.pdf
http://www.woodllp.com/Publications/Articles/pdf/Can_Employment_Plaintiffs_Deduct.pdf
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In my experience, if there is something reasonable in the wage category, the IRS rarely 

disturbs it. That is one reason it is wise for plaintiff and defendant to come to an 

agreement. In 2009, the IRS released a memorandum entitled ‘‘Income and 

Employment Tax Consequences and Proper Reporting of Employment-Related 

Judgments and Settlements.’’7 It is not technically authority, but it is still interesting 

reading about IRS views on employment-related settlements and judgments.8 

 

Myth #3: All Employment Settlements Have Tax Withholding  

Not necessarily. The fact that the case arises out of an employment setting does not 

necessarily mean that some of the settlement must represent wages. Even if the case is 

between a current or former employee, the case may not be about wages. The parties 

may agree that all wages have been paid. If you sue your employer for defamation and 

receive a settlement or judgment, the fact that your employer is the defendant (rather 

than some third party) should not necessarily make the payment wages. 

 

However, 99% of the time, treating a portion of the settlement as wages is wise, and an 

agreed allocation is best. Plaintiff and defendant should arrive at a wage figure that is 

large enough to make the employer comfortable that it is complying with its withholding 

obligations. But the wage component should not be so large to cause the plaintiff to 

refuse to settle. In a $1M settlement, a plaintiff and defendant might agree that 

$300,000 is wages subject to employment taxes, while $700,000 is non-wage damages. 

 
7 ‘‘Service Explains Tax Consequences and Reporting Obligations for Employment-Related Settlement 
Payments,’’ Program Manager Technical Advice (PMTA), 2009-035, Oct. 22, 2008, Doc 2009-15305, 
2009 TNT 129-19. 
8 For full discussion of this IRS memo, see Wood, IRS Speaks Out on Employment Lawsuit Settlements, 
Vol. 124, No. 11, Tax Notes (September 14, 2009), p. 1091. 
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The split might be 50-50, 80-20, 90-10, or any other figure. It all depends on the facts 

and on the relative bargaining power of the parties.   

 

 

Myth #4: Emotional Distress Damages Are Tax-Free 

Be careful with this one. Section 104 of the tax code shields damages for personal 

physical injuries and physical sickness. The exclusion used to be much broader. Before 

1996 “personal” injury damages were tax free, so emotional distress, defamation, and 

many other legal injuries also produced tax-free recoveries. That changed in 1996, and 

since then, an injury or sickness must be physical to give rise to tax-free money.  

 

Unfortunately, in the more than 25 years since section 104 was amended, there is still 

substantial confusion, and taxpayers. In large numbers of cases, the IRS and the courts 

continue to struggle with said exactly what “physical” means. It is clear that emotional 

distress alone is not enough. In fact, emotional distress damages—even with physical 

consequences such as headaches, stomachaches, and insomnia—are taxable.  

 

In contrast, if there are physical injuries or physical sickness first which produce related 

emotional distress damages, those emotional distress damages are also entitled to tax-

free treatment. Many plaintiffs struggle with the chicken-or-egg issue of what comes 

first. But theoretically, once you have a qualifying physical injury or physical sickness, all 

the compensatory damages can be tax free, even though most of the damages may be 

for emotional distress.  
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Claims of post-traumatic stress disorder (PTSD) are increasing common in employment 

litigation, and PTSD arguably should be viewed as physical sickness. There is no 

definitive tax authority stating that PTSD is or is not within the scope of the section 104 

exclusion. However, there is now reliable medical evidence that PTSD is a type of 

readily observable physical sickness and is not merely a variety of emotional distress. A 

diagnosis of PTSD and the appropriate assertions of PTSD claims should enough for 

the parties to treat it as within the section 104 exclusion.  

 

Myth #5: Tax-free Damages in Employment Settlements Are Impossible 

Not true. Even in employment cases, some plaintiffs win on the tax front. For example, 

in Domeny v. Commissioner,9 Ms. Domeny suffered from multiple sclerosis (“MS”). Her 

MS got worse because of workplace problems, including an embezzling employer. As 

her symptoms worsened, her physician determined that she was too ill to work. Her 

employer terminated her, causing another spike in her MS symptoms.  

 

She settled her employment case and claimed some of the money as tax free. The IRS 

disagreed, but Ms. Domeny won in Tax Court. Her health and physical condition clearly 

worsened because of her employer’s actions, so portions of her settlement were tax 

free. 

 

In Parkinson v. Commissioner,10 a man suffered a heart attack while at work. He 

reduced his hours, took medical leave, and never returned to work. He filed suit under 

the Americans with Disabilities Act (ADA), claiming that his employer failed to 

 
9 FN T.C. Memo. 2010-9.   
10 FN T.C. Memo. 2010-142. 

https://www.ustaxcourt.gov/InOpHistoric/domeny.TCM.WPD.pdf
https://www.ustaxcourt.gov/InOpHistoric/parkinson.TCM.WPD.pdf
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accommodate his severe coronary artery disease. He lost his ADA suit, but then sued in 

state court for intentional infliction of emotional distress and invasion of privacy.  

 

His complaint alleged that the employer’s misconduct caused him to suffer a disabling 

heart attack at work, rendering him unable to work. He settled and claimed that one 

payment was tax free. When the IRS disagreed, he went to Tax Court. He argued the 

payment was for physical injuries and physical sickness brought on by extreme 

emotional distress.  

 

The IRS said that it was just a taxable emotional distress recovery, and the fact that the 

state court case was brought for intentional infliction of emotional distress gave the IRS 

good arguments. But the Tax Court said that damages received on account of 

emotional distress attributable to physical injury or physical sickness are tax free. The 

court distinguished between a “symptom” and a “sign.”  

 

The court called a symptom a “subjective evidence of disease of a patient’s condition.” 

In contrast, a “sign” is evidence perceptible to the examining physician. The Tax Court 

said the IRS was wrong to argue that one can never have physical injury or physical 

sickness in a claim for emotional distress. The court said intentional infliction of 

emotional distress can result in bodily harm. 

 

Myth #6: It is Better for Plaintiffs to Have Little or No Wages 

It depends. Many plaintiffs want little or no wages. In part, it may be to save their share 

of employment taxes. After all, employment taxes are partially borne by the employee 

and partially by the employer. For the employee, the taxes at stake are 7.7% of the pay 
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(for the entire year) up to the wage base of $147,000, and 1.45% of amount over 

$147,000.   

 

Another reason plaintiffs may favor reduced wages is to get a bigger net check at 

settlement time. If the check is not reduced by tax withholdings, the settlement may look 

better. Sometimes, their lawyers are the ones pushing for little or no withholding. If the 

plaintiff is upset that he is settling for only $400,000 when he thinks he should get more, 

his lawyer may push for little or no withholding as a way to make the current check 

larger.   

 

Some plaintiffs have the sense that they are better off if they receive gross pay rather 

than net pay. Sometimes they even think the wage versus non-wage fight is about tax 

versus no tax. The plaintiff may also want to pay his own taxes, later. But the plaintiff 

may end up worse off at tax return time the following year if they have trouble paying 

their taxes. A plaintiff who has always been a wage earner may never have made 

estimated tax payments, and may be undisciplined when it comes to financial 

management.  

 

Finally, getting a Form 1099 may allow for more opportunities to claim an exclusion for 

physical injury or physical sickness damages. It is not easy to take this position with a 

Form 1099, but it is vastly easier to claim it with a Form 1099 than it is with a Form W-2. 

It is effectively impossible with a Form W-2. Sometimes the wage allocation issue 

comes down to the plaintiff trying to position physical sickness money. 
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Myth #7: If You Receive a Form 1099, You Must Treat It as Taxable 

Not necessarily. You certainly should address the Form 1099 on your tax return, but on 

the right facts, you can explain that the payment was non-taxable. I have occasionally 

even seen serious physical injury cases for compensatory damages reported on a Form 

1099. In such a case, it is easy to explain that the payment should not be taxable. Many 

payments are reported on Form 1099 as part of the general default reaction that 

companies have when making payments.  

 

If a payment is $600 or more, most businesses will issue the form. Indeed, if the 

settlement agreement is not explicit on the point, someone in the defendant’s 

accounting department is likely to send out a Form 1099 in January. Plaintiffs routinely 

object to Forms 1099 once issued, but if the settlement agreement does not expressly 

say that the form will not be issued, the odds of getting the defendant to correct it (with a 

corrected Form 1099 that zeroes out the income) are slim. 

 

In the employment context, many plaintiffs argue that their employer caused them 

physical injuries or physical sickness. Sometimes there as a physical or sexual assault, 

severe or minor in the workplace. Sometimes the employee claims that the employer 

caused physical sickness or exacerbated an existing physical sickness. Sometimes the 

employee claims that the workplace gave them PTSD.  

 

The evidence from the pleadings and correspondence, and the medical documentation 

of such claims varies widely, from voluminous to non-existent. Employer responses vary 

widely too. Often, the employer and employee reach a compromise on the wording of 

the settlement agreement.  
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That wording may stop short of a clear agreement that a payment is for physical injuries 

and physical sickness. However, a compromise on wording may be the best the plaintiff 

can do at the time. The issuance of a Form 1099 is another matter. The Form 1099 

regulations and form instructions say that a payment of compensatory damages for 

physical injuries or physical sickness should not be reported on a Form 1099. 

 

However, the employer may not agree with that characterization. Even the settlement 

agreement may be inconsistent. The employer might agree to physical injury or 

sickness wording in the settlement agreement, but still insist on issuing a Form 1099. 

The issuance of the form certainly does not help the plaintiff’s tax position. But the 

issuance of the form does not foreclose the plaintiff’s argument that it should not be 

taxed.  

 

 

Myth #8: You Don’t Need to Agree on Tax Treatment 

As a legal matter, it is true that a settlement agreement is not required to address taxes.  

A few courts have suggested that taxes are such an essential part of the legal 

settlement that an agreement may fail if it does not include it.11 In general, however, a 

legal settlement agreement can be enforceable even if it does not say if there will be tax 

withholding on some or all of the funds, and even if the agreement does not say 

anything about the particular IRS forms that will be issued. 

 

 
11 See Josifovich v. Secure Computing Corporation, 2009 U.S. District Lexis 67092 (D.N.J. July 31, 
2009); and Sheng v. Starkey Laboratories, Inc., 53 F.3d 192 (8th Cir. 1995), after remand, rev’d in part 
and aff’d in part 117 F.3d 1081 (8th Cir. 1997). 
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Some defendants may like that, if talking about taxes before the plaintiff signs a release 

seems like asking for trouble. That way, the theory goes, the defendant can handle 

taxes however it wants, withholding on some or all, issuing Forms 1099 for some or all, 

etc. But why would any plaintiff or defendant want to sign a settlement agreement only 

to have yet another dispute about taxes later, one that could go back to court?  

 

The risk may seem worse for plaintiffs, but it might be no fun for the defendant either. It 

is not merely theoretical. In Redfield v. Insurance Company of North America,12 a man 

sued for age discrimination and wrongful termination. He won a judgment, affirmed on 

appeal. The company withheld taxes, so Redfield refused to sign a satisfaction of 

judgment. The employer brought an action in District Court for a judicial 

acknowledgment that the employer had satisfied its obligations under the judgment. The 

employer won in District Court, but Redfield appealed to the Ninth Circuit.  

 

The appellate court reversed, saying that withholding was not proper. Because the 

employer withheld when withholding was not required under tax law, the employer had 

not yet satisfied the judgement.  So after years of litigation, and countless dollars of 

expense, Insurance Company of North America remained on the hook for the 

settlement for the time being.  In order to obtain its satisfaction of judgment on remand 

the employer would need to show that Redfield had gotten the improperly withheld 

amount refunded to it from the IRS and state tax authorities, or otherwise had the 

withheld amount credited to its account.  There are a handful of other huge messes like 

this too. 

 

 
12 940 F.2d 542 (9th Cir. 1991), 
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In Josifovich v. Secure Computing Corporation,13 an employment settlement was put on 

the record. The idea, they agreed, was for these basic terms to later be embodied in a 

formal settlement agreement to be executed by Josifovich and Secure. But while 

reducing the settlement to writing, the parties were unable to reach agreement on tax 

withholding. The court later pointed out with frustration that neither party had mentioned 

taxes during a seven-hour settlement conference.   

 

Josifovich contended that none of the settlement should be subject to withholding, and 

yet another hearing was needed where the question of how much is wages could be 

fully briefed. Would anyone be happy with their lawyers in such a mess? Consider the 

inconvenience and cost of the plaintiff and defendant having to argue about withholding 

issues when one or both thought the case was resolved.    

 

Myth #9: The IRS Doesn’t Care About Settlement Agreement Wording  

Nothing could be further from the truth. In fact, the IRS and the Tax Court both focus 

enormously on what the settlement agreement says. The intent of the payor is a phrase 

that features prominently in tax cases, and there is no better statement of the payor’s 

intent in legal settlement than the wording of the settlement agreement. There a 

numerous case where bad or neutral wording doomed a plaintiff’s tax claim.  

 

For example, in Blum v. Commissioner,14 a woman sued her lawyer for allegedly 

botching her personal physical injury suit. As a practical matter, it appeared that Debra 

Blum was trying to get her lawyer to pay her money that she had failed to collect for her 

 
13 2009 U.S. District Lexis 67092 (D.N.J. July 31, 2009) 
14 T.C. Memo. 2021-18. 



 13 

physical injuries because of the alleged legal malpractice. Even so, her malpractice 

recovery was held to be taxable.  

 

The Blum case is a poignant reminder that settlement agreement wording is very 

important, an opportunity a plaintiff should never let slip by. It is worth saying this again 

and again before the settlement agreement is signed. In IRS audits or queries, the IRS 

may well be satisfied with the settlement agreement and may not ask for additional 

documentation. If your wording is poor or even neutral, it is almost a certainty that the 

IRS will ask to see more information in an audit.15  

 

Myth #10: If You Don’t Receive a Form 1099, the Payment Isn’t Taxable 

This is a dangerous one. Most people know that if they receive a Form 1099 reporting a 

payment, they need to report it on their tax return. It is presumptively income, that’s 

what the IRS will think. Sometimes, you can explain if it is not income, but you at least 

must deal with the Form 1099 on your return.  

 

But what if you do not receive a Form 1099? Is it like a tree falling in the forest with no 

one there to hear it? Hardly. Many people seem to think that if there is no Form 1099, 

there is no income, but that’s not true. Numerous kinds of payments are not required to 

be reported on a Form 1099. And even if the payment is clearly required to be the 

subject of a Form 1099, the fact that the defendant fails to issue one does not mean that 

it is not income.   

 

 
15 For other cases of failed section 104 arguments, see Stassi v. Commissioner, T.C. Summ. Op. 2021-5; 
and Collins v. Commissioner, T.C. Summ. Op. 2017-74. 
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There are hundreds of pages of tax rules about when companies must issue Forms 

1099 for a wide array of payments. The forms come in many varieties, including for 

legal settlements. But if you do not receive the form, you still must consider whether it is 

income, capital gain, etc. 

 

Even if you negotiate with the defendant for no Form 1099 for physical sickness money, 

you should still evaluate what evidence you have, whether you should disclose the 

payment on your tax return, etc. The language of the settlement agreement does not 

bind the IRS or state taxing authorities. 

 

Myth #11: Employers Can Withhold Taxes on Legal Fees  

I have never seen this happen and have only heard it threatened a few times. If the 

cause of action brought by the plaintiff requests solely lost wages, and nothing else, it is 

harder to argue that the settlement is not all wages. Specific claims under the Fair Labor 

Standards Act may be the best example of an all-wage case.  

 

In Commissioner v. Banks, the Supreme Court held that legal fees are usually income 

to plaintiffs first, though they are income to lawyers too. In a pure wage case, could that 

mean withholding on the lawyer money too? Despite its age, the best guidance on this 

issue remains Rev. Rul. 80-364.16 There, the IRS considered whether attorney fees and 

interest awarded with back pay are wages for employment tax purposes.  

 

 
16 1980-2 C.B. 294. 



 15 

The ruling describes three situations, which are worth reading if you want to get into the 

weeds. In 2009, the IRS released more discussion in PTMA 2009-035,17 Ominously, the 

memo states that if this issue (attorney fees as wages) arises, the IRS National Office 

should be contacted for guidance. More happily, in TAM 200244004, addressing an 

ADEA claim, the IRS concludes that the fees are not wages.  

 

In large part, the issue seems to be ignored by tax practitioners and certainly by 

employment lawyers. Over many years, I have heard only a small handful of defendants 

even argue for withholding on fees, and I have never seen one make good on the 

threat. In my view, no case will settle if the lawyers are going to be shorted fees and 

have to try to get them back from the IRS or from their clients.18  

 

Myth #12: Most Plaintiffs Get a Tax Gross-Up for Additional Taxes 

Actually, the reverse is true. Tax gross ups are commonly requested but not commonly 

awarded by courts or by agreement. Even so, some plaintiffs succeed. Eshelman v. 

Agere Systems, Inc.19 is an important case about the negative tax consequences of a 

lump-sum. Eshelman was receiving pay in one year that should have been payable over 

multiple years.  The court was persuaded that Eshelman needed extra damages to 

make up for the bad tax hit she would take on a lump-sum, as compared with the lower 

taxes she would have paid on each annual salary amount.   

 

 
17 Doc 2009-15305, 2009 TNT 129-19.  For further discussion, see Wood, ‘‘IRS Speaks Out on 
Employment Lawsuit Settlements,’’ Tax Notes, Sept. 14, 2009, p. 1091. 
18 For further discussion, see Wood, Should Employers Withhold on Attorney Fees?, Vol. 133, No. 6, Tax 
Notes (November 7, 2011), p. 751. 
19 554 F3d 426 (3rd Cir. 2009). See also Robert W. Wood, "Getting Additional Damages for Adverse Tax 
Consequences," Vol. 123, No. 4, Tax Notes (April 27, 2009), p. 423. 



 16 

Conclusion  

Many employment disputes are emotional and difficult, perhaps even more so than with 

many other kinds of legal disputes. Whenever possible, plan ahead for the tax issues, 

especially if you are a plaintiff or plaintiff’s lawyer. Whichever side you are on, whenever 

possible, be specific about taxes so there is no dispute later. And whenever possible, 

get some tax advice before the settlement agreement is signed. 

 

AAA045 

 



TAX NOTES FEDERAL, VOLUME 175, JULY 11, 2022  223

tax notes federal
WOODCRAFT

Beware 12 Tax Myths in Employment Suit Settlements

by Robert W. Wood

Lawsuit settlements and judgments are taxed 
based on the origin of the claim, essentially the 
item for which the plaintiff is seeking recovery. 
The basic idea is that if you didn’t have to sue but 
had been paid in the ordinary course of events, 
your taxes should be the same. Claims arising in 
and about employment are one of the most 
common kinds of legal disputes.

Some go to verdict, but many more eventually 
settle. Perhaps an even greater number of disputes 
are resolved before filing and never make it to 
court. Disputes may be resolved with demand 
letters, draft complaints, or in mediation. But no 
matter how the dispute is resolved, there is going 
to be a settlement agreement. And no matter what, 
both the employer and the employee will have tax 
issues.

Ideally, each side thinks about taxes in 
advance and tries to implement what they want in 
the settlement agreement. But that doesn’t always 
happen, and even if the parties try, they often fail 
to hammer out how they want the arrangement to 

be taxed. The parties may misunderstand the tax 
issues or fail to consider them entirely until the 
following year, when IRS Forms 1099 arrive. Most 
employees know that they will receive IRS Forms 
W-2 for their wages in January for the prior year.

But January is also when Forms 1099 arrive.
Many litigants panic when tax forms they did not 
expect land in their mailboxes. Here are some 
common myths about how taxes apply to 
employment case legal settlements.

Myth No. 1: Plaintiffs can only be taxed on 
their net recoveries, after legal fees.

This is a big issue, not just for employment 
cases. Most plaintiffs use contingent-fee lawyers, 
and many assume that they are only responsible 
for the net money they collect, after contingent 
legal fees. If you settle for $1 million, and your 
lawyer takes $400,000 off the top, isn’t your tax 
problem always limited to $600,000?

Hardly. Just because a portion of your 
recovery is paid to your attorney doesn’t mean 
you don’t owe tax on that portion. In Banks,1 the 
U.S. Supreme Court ruled that plaintiffs must 
include contingent legal fees in their gross income. 
Maybe they can find a way to deduct or offset the 
fees, which in some kinds of cases can be tough.2

Fortunately, in employment cases, you 
shouldn’t need to pay taxes on the legal fees your 
lawyer receives if you use a contingent-fee lawyer. 
But you still must report the fees on your tax 
return as gross income, or the IRS will think you 
are shorting it. After all, the Banks case on legal 
fees is from the Supreme Court.

The mechanics of claiming the deduction have 
been tough until recently. For 2021 tax returns, the 
form was improved, so there will likely be fewer 
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problems with claiming the deduction.3 However, 
if you are using an hourly lawyer and the case 
spans multiple tax years, there’s no easy answer to 
avoid paying tax on the legal fees.4 Historically, 
most legal fees could be claimed as a miscellaneous 
itemized deduction even if there was no related 
income. But miscellaneous itemized deductions 
were suspended by Congress starting in 2018 and 
continuing through the end of 2025.5

Myth No. 2: Employment settlements are 
exclusively wages.

Not really. A better statement would be that 
most — perhaps nearly all — involve some wages. 
But that doesn’t mean that 100 percent of the 
money is wages. Usually, a portion of the claim is 
for lost wages, back pay, front pay, or both. But 
some amount usually represents a payment for 
emotional distress or other non-wage damages.

The IRS recognizes this, making clear in its 
instructions to Form 1099-MISC that non-wage 
damages should be reported on a Form 1099, not 
on a Form W-2. Some employers seem 
surprisingly unconcerned about withholding, 
despite the clarity of their withholding obligation 
for at least some of the funds. At the other 
extreme, some employers insist on withholding 
on most or even all of a settlement, even though a 
big share of the settlement arguably shouldn’t be 
subject to withholding.

In my experience, if there is something 
reasonable in the wage category, the IRS rarely 
disturbs it. That is one reason it is wise for plaintiff 
and defendant to reach an agreement. In 2009 the 
IRS released a memorandum titled “Income and 
Employment Tax Consequences and Proper 
Reporting of Employment-Related Judgments 
and Settlements.”6 It’s not technically authority, 
but it’s still interesting reading on how the IRS 
views employment-related settlements and 
judgments.7

Myth No. 3: All employment settlements have 
tax withholding.

Not necessarily. The fact that the case arises 
out of an employment setting doesn’t necessarily 
mean that some of the settlement must represent 
wages. Even if the case is between an employer 
and a current or former employee, it might not be 
about wages. The parties may agree that all wages 
have been paid. If you sue your employer for 
defamation and receive a settlement or judgment, 
the fact that your employer is the defendant 
(rather than some third party) should not 
necessarily make the payment wages.

However, 99 percent of the time, treating a 
portion of the settlement as wages is wise, and an 
agreed allocation is best. Plaintiff and defendant 
should arrive at a wage figure that is large enough 
to make the employer comfortable that it is 
complying with its withholding obligations. But 
the wage component shouldn’t be so large that it 
causes the plaintiff to refuse to settle. In a $1 
million settlement, a plaintiff and defendant 
might agree that $300,000 are wages subject to 
employment taxes, while $700,000 are non-wage 
damages. The split might be 50-50, 80-20, 90-10, or 
any other figure. It all depends on the facts and 
the relative bargaining power of the parties.

Myth No. 4: Emotional distress damages are 
tax-free.

Be careful with this one. Section 104 shields 
damages for personal physical injuries and 
physical sickness. The exclusion used to be much 
broader. Before 1996 personal injury damages 
were tax free, so emotional distress, defamation, 
and many other legal injuries also produced tax-
free recoveries. That changed in 1996, and since 
then, an injury or sickness must be physical to 
give rise to tax-free money.

Unfortunately, in the more than 25 years since 
section 104 was amended, there is still substantial 
confusion. In large numbers of cases, the IRS and 
the courts continue to struggle with exactly what 
“physical” means. It’s clear that emotional 
distress alone isn’t enough. In fact, emotional 
distress damages — even with physical 
consequences such as headaches, stomachaches, 
and insomnia — are taxable.

In contrast, if there are physical injuries or 
physical sickness first that produce related 

3
See Wood, “Writing Off Legal Fees Just Got a Little Easier,” Tax Notes 

Federal, Feb. 7, 2022, p. 835.
4
See Wood, “Can Employment Plaintiffs Deduct Legal Fees Paid in 

Prior Years?” Tax Notes Federal, Aug. 17, 2020, p. 1263.
5
See Wood, “New Tax on Litigation Settlements, No Deduction for 

Legal Fees,” Tax Notes, Mar. 5, 2018, p. 1387.
6
PTMA 2009-035.

7
For full discussion of this IRS memo, see Wood, “IRS Speaks Out on 

Employment Lawsuit Settlements,” Tax Notes, Sept. 14, 2009, p. 1091.
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emotional distress damages, those emotional 
distress damages are also entitled to tax-free 
treatment. Many plaintiffs struggle with the 
chicken-or-egg issue of what comes first. But 
theoretically, once you have a qualifying physical 
injury or physical sickness, all the compensatory 
damages can be tax free, even though most of the 
damages may be for emotional distress.

Claims of post-traumatic stress disorder are 
increasingly common in employment litigation, 
and PTSD arguably should be viewed as physical 
sickness. There is no definitive tax authority 
stating that PTSD is or isn’t within the scope of the 
section 104 exclusion. However, there is now 
reliable medical evidence that PTSD is a type of 
readily observable physical sickness and not 
merely a variety of emotional distress. A 
diagnosis of PTSD and the appropriate assertions 
of PTSD claims should be enough for the parties 
to treat it as within the section 104 exclusion.

Myth No. 5: Tax-free damages in employment 
settlements are impossible.

Not true. Even in employment cases, some 
plaintiffs win on the tax front. For example, in 
Domeny,8 Julie Domeny suffered from multiple 
sclerosis, which worsened because of workplace 
problems, including an embezzling employer. As 
her symptoms intensified, her physician 
determined that she was too ill to work. Her 
employer terminated her, causing another spike 
in her symptoms.

Domeny settled her employment case and 
claimed some of the money as tax free. The IRS 
disagreed, but she won in Tax Court. Her health 
and physical condition clearly worsened because 
of her employer’s actions, so portions of her 
settlement were tax free.

In Parkinson,9 a man suffered a heart attack 
while at work. He reduced his hours, took 
medical leave, and never returned to work. He 
filed suit under the Americans with Disabilities 
Act (ADA), claiming that his employer failed to 
accommodate his severe coronary artery disease. 
He lost his ADA suit, but then sued in state court 
for intentional infliction of emotional distress and 
invasion of privacy.

His complaint alleged that the employer’s 
misconduct caused him to suffer a disabling heart 
attack at work, rendering him unable to work. He 
settled and claimed that one payment was tax 
free. When the IRS disagreed, he went to Tax 
Court. He argued that the payment was for 
physical injuries and physical sickness brought on 
by extreme emotional distress.

The IRS said that it was just a taxable 
emotional distress recovery, and the fact that the 
state court case was brought for intentional 
infliction of emotional distress gave the IRS good 
arguments. But the Tax Court said that damages 
received on account of emotional distress 
attributable to physical injury or physical sickness 
are tax free. The court distinguished between a 
“symptom” and a “sign.”

The court called a symptom a “subjective 
evidence of disease of a patient’s condition.” In 
contrast, a “sign” is evidence perceptible to the 
examining physician. The Tax Court said the IRS 
was wrong to argue that one can never have 
physical injury or physical sickness in a claim for 
emotional distress. The court said intentional 
infliction of emotional distress can result in bodily 
harm.

Myth No. 6: It is better for plaintiffs to have 
little or no wages.

It depends. Many plaintiffs want little or no 
wages. In part, it may be to save their share of 
employment taxes. After all, employment taxes 
are partially borne by the employee and partially 
by the employer. For the employee, the taxes at 
stake are 7.7 percent of the pay (for the entire year) 
up to the wage base of $147,000, and 1.45 percent 
of any amount exceeding $147,000.

Another reason a plaintiff may favor reduced 
wages is to get a bigger net check at settlement 
time. If the check isn’t reduced by tax 
withholdings, the settlement may look better. 
Sometimes the lawyers are the ones pushing for 
little or no withholding. If the plaintiff is upset 
that he is settling for only $400,000 when he thinks 
he should get more, his lawyer may push for little 
or no withholding as a way to make the current 
check larger.

Some plaintiffs sense that they are better off if 
they receive gross pay rather than net pay. 
Sometimes they even think the wage-versus-non-
wage fight is about tax versus no tax. The plaintiff 

8
Domeny v. Commissioner, T.C. Memo. 2010-9.

9
Parkinson v. Commissioner, T.C. Memo. 2010-142.
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may also want to pay his own taxes, later. But the 
plaintiff may end up worse off at tax return time 
the following year if he has trouble paying his 
taxes. A plaintiff who has always been a wage 
earner may never have made estimated tax 
payments and may be undisciplined when it 
comes to financial management.

Finally, getting a Form 1099 may allow for 
more opportunities to claim an exclusion for 
physical injury or physical sickness damages. It is 
not easy to take this position with a Form 1099, 
but it is vastly easier to claim it with a Form 1099 
than with a Form W-2. It is effectively impossible 
with a Form W-2. Sometimes the wage allocation 
issue comes down to the plaintiff trying to 
position physical sickness money.

Myth No. 7: If you receive a Form 1099, you 
must treat it as taxable.

Not necessarily. You certainly should address 
the Form 1099 on your tax return, but on the right 
facts, you can explain that the payment was 
nontaxable. I have occasionally even seen serious 
physical injury cases for compensatory damages 
reported on a Form 1099. In such a case, it is easy 
to explain that the payment shouldn’t be taxable. 
Many payments are reported on Form 1099 as 
part of the general default reaction that 
companies have when making payments.

If a payment is $600 or more, most businesses 
will issue the form. Indeed, if the settlement 
agreement isn’t explicit on the point, someone in 
the defendant’s accounting department is likely to 
send out a Form 1099 in January. Plaintiffs 
routinely object to Forms 1099 once issued, but if 
the settlement agreement doesn’t expressly say 
that the form will not be issued, the odds of 
getting the defendant to correct it (with a 
corrected Form 1099 that zeroes out the income) 
are slim.

In the employment context, many plaintiffs 
argue that their employer caused them physical 
injuries or physical sickness. Sometimes there is a 
physical or sexual assault, severe or minor, in the 
workplace. Sometimes the employee claims that 
the employer caused physical sickness or 
exacerbated an existing physical sickness. 
Sometimes the employee claims that the 
workplace gave her PTSD.

The evidence from the pleadings and 
correspondence, and the medical documentation 

of such claims, varies widely, from voluminous to 
nonexistent. Employer responses vary widely, 
too. Often, the employer and employee reach a 
compromise on the wording of the settlement 
agreement.

That wording may stop short of a clear 
agreement that a payment is for physical injuries 
and physical sickness. However, a compromise on 
wording may be the best the plaintiff can do at the 
time. The issuance of a Form 1099 is another 
matter. The Form 1099 regulations and 
instructions say that a payment of compensatory 
damages for physical injuries or physical sickness 
shouldn’t be reported on a Form 1099.

However, the employer may not agree with 
that characterization. Even the settlement 
agreement may be inconsistent. The employer 
might agree to physical injury or sickness 
wording in the settlement agreement, but still 
insist on issuing a Form 1099. The issuance of the 
form certainly doesn’t help the plaintiff’s tax 
position. But the issuance of the form doesn’t 
foreclose the plaintiff’s argument that it shouldn’t 
be taxed.

Myth No. 8: You don’t need to agree on tax 
treatment.

As a legal matter, it is true that a settlement 
agreement isn’t required to address taxes.

A few courts have suggested that taxes are 
such an essential part of the legal settlement that 
an agreement may fail if it doesn’t include it.10 In 
general, however, a legal settlement agreement 
can be enforceable even if it doesn’t say whether 
there will be tax withholding on some or all of the 
funds, and even if the agreement doesn’t say 
anything about the specific IRS forms that will be 
issued.

Some defendants may like that, if talking 
about taxes before the plaintiff signs a release 
seems like asking for trouble. That way, the theory 
goes, the defendant can handle taxes however it 
wants, withholding on some or all or issuing 
Forms 1099 for some or all, for example. But why 
would any plaintiff or defendant want to sign a 
settlement agreement only to have yet another 

10
See Josifovich v. Secure Computing Corp., 104 A.F.T.R.2d (RIA) 5807 

(D.N.J. 2009); and Sheng v. Starkey Laboratories Inc., 53 F.3d 192 (8th Cir. 
1995), after remand, rev’d in part and aff’d in part, 117 F.3d 1081 (8th Cir. 
1997).
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dispute about taxes later, one that could go back 
to court?

The risk may seem worse for plaintiffs, but it 
might be no fun for the defendant, either. It isn’t 
merely theoretical. In Redfield,11 a man sued for age 
discrimination and wrongful termination. He 
won a judgment, affirmed on appeal. The 
company withheld taxes, so Fremont Redfield 
refused to sign a satisfaction of judgment. The 
employer brought an action for a judicial 
acknowledgment that the employer had satisfied 
its obligations under the judgment. The employer 
won in the district court, but Redfield appealed to 
the Ninth Circuit.

The appellate court reversed, saying that 
withholding wasn’t proper. Because the employer 
withheld when withholding wasn’t required 
under tax law, the employer had not yet satisfied 
the judgement. So after years of litigation and 
countless dollars of expense, Insurance Company 
of North America remained on the hook for the 
settlement for the time being. To obtain its 
satisfaction of judgment on remand, the employer 
would need to show that Redfield had gotten the 
improperly withheld amount refunded to it from 
the IRS and state tax authorities, or otherwise had 
the withheld amount credited to its account. 
There are a handful of other huge messes like this, 
too.

In Josifovich,12 an employment settlement was 
put on the record. The idea, the parties agreed, 
was for these basic terms to later be embodied in 
a formal settlement agreement to be executed by 
Diane Josifovich and her employer. But while 
reducing the settlement to writing, the parties 
were unable to agree on tax withholding. The 
court later pointed out with frustration that 
neither party had mentioned taxes during a 
seven-hour settlement conference.

Josifovich contended that none of the 
settlement should be subject to withholding, and 
there was yet another hearing so that the parties 
could fully brief the court on how much of the 
settlement was wages. Would anyone be happy 
with their lawyers in such a mess? Consider the 
inconvenience and cost to the plaintiff and 

defendant for having to argue about withholding 
issues when one or both thought the case was 
resolved.

Myth No. 9: The IRS doesn’t care about 
settlement agreement wording.

Nothing could be further from the truth. In 
fact, the IRS and the Tax Court both focus 
enormously on what the settlement agreement 
says. The “intent of the payer” is a phrase that 
features prominently in tax cases, and there is no 
better statement of the payer’s intent in legal 
settlement than the wording of the settlement 
agreement. There are numerous cases in which 
bad or neutral wording doomed a plaintiff’s tax 
claim.

For example, in Blum,13 a woman sued her 
lawyer for allegedly botching her personal 
physical injury suit. As a practical matter, it 
appeared that Debra Blum was trying to get her 
lawyer to pay her money that she had failed to 
collect for her physical injuries because of the 
alleged legal malpractice. Even so, her 
malpractice recovery was held to be taxable.

The Blum case is a poignant reminder that 
settlement agreement wording is important, an 
opportunity a plaintiff should never let slip by. It 
is worth saying this again and again before the 
settlement agreement is signed. In IRS audits or 
queries, the IRS may well be satisfied with the 
settlement agreement and might not ask for 
additional documentation. If your wording is 
poor or even neutral, it is almost a certainty that 
the IRS will ask to see more information in an 
audit.14

Myth No. 10: If you don’t receive a Form 1099, 
the payment isn’t taxable.

This is a dangerous one. Most people know 
that if they receive a Form 1099 reporting a 
payment, they need to report it on their tax return. 
It is presumptively income, that’s what the IRS 
will think. Sometimes you can explain if it isn’t 
income, but you at least must deal with the Form 
1099 on your return.

11
Redfield v. Insurance Co. of North America, 940 F.2d 542 (9th Cir. 1991).

12
Josifovich v. Secure Computing, 104 A.F.T.R.2d (RIA) 5807.

13
Blum v. Commissioner, T.C. Memo. 2021-18.

14
For other cases of failed section 104 arguments, see Stassi v. 

Commissioner, T.C. Summ. Op. 2021-5; and Collins v. Commissioner, T.C. 
Summ. Op. 2017-74.
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But what if you don’t receive a Form 1099? Is 
it like a tree falling in the forest with no one there 
to hear it? Hardly. Many people seem to think that 
if there is no Form 1099, there is no income, but 
that’s not true. Numerous kinds of payments 
aren’t required to be reported on a Form 1099. 
And even if the payment is clearly required to be 
the subject of a Form 1099, the fact that the 
defendant fails to issue one doesn’t mean that it 
isn’t income.

There are hundreds of pages of tax rules about 
when companies must issue Forms 1099 for a 
wide array of payments. The forms come in many 
varieties, including for legal settlements. But if 
you don’t receive the form, you still must consider 
whether it is income or capital gain, for example.

Even if you negotiate that the defendant won’t 
issue a Form 1099 for physical sickness money, 
you should still evaluate issues like what evidence 
you have or whether you should disclose the 
payment on your tax return. The language of the 
settlement agreement doesn’t bind the IRS or state 
taxing authorities.

Myth No. 11: Employers can withhold taxes 
on legal fees.

I have never seen this happen and have only 
heard it threatened a few times. If the cause of 
action brought by the plaintiff requests solely lost 
wages, and nothing else, it is harder to argue that 
the settlement isn’t all wages. Specific claims 
under the Fair Labor Standards Act may be the 
best example of an all-wage case.

In Banks,15 the Supreme Court held that legal 
fees are usually income to plaintiffs first, though 
they are income to lawyers, too. In a pure wage 
case, could that mean withholding on the lawyer 
money, too? Despite its age, the best guidance on 
this issue remains Rev. Rul. 80-364, 1980-2 C.B. 
294. There, the IRS considered whether attorney 
fees and interest awarded with back pay are 
wages for employment tax purposes.

The ruling describes three situations, which 
are worth reading if you want to get into the 
weeds. In 2009 the IRS released more discussion 
in PTMA 2009-035.16 Ominously, the memo states 

that if this issue (attorney fees as wages) arises, the 
IRS National Office should be contacted for 
guidance. More happily, in TAM 200244004, 
addressing an age discrimination claim, the IRS 
concludes that the fees are not wages.

In large part, the issue seems to be ignored by 
tax practitioners and certainly by employment 
lawyers. Over many years, I have heard only a 
small handful of defendants even argue for 
withholding on fees, and I have never seen one 
make good on the threat. In my view, no case will 
settle if the lawyers are going to be shorted fees 
and must try to get them back from the IRS or 
from their clients.17

Myth No. 12: Most plaintiffs get a tax gross-up 
for additional taxes.

Most plaintiffs don’t get a tax gross-up for 
additional taxes. Tax gross-ups are commonly 
requested but not commonly awarded by courts 
or by agreement. Even so, some plaintiffs succeed. 
Eshelman18 is an important case about the negative 
tax consequences of a lump sum. Joan Eshelman 
was receiving pay in one year that should have 
been payable over multiple years. The court was 
persuaded that Eshelman needed extra damages 
to make up for the bad tax hit she would take on a 
lump sum compared with the lower taxes she 
would have paid on each annual salary amount.

Conclusion

Many employment disputes are emotional 
and difficult, perhaps even more so than with 
many other kinds of legal disputes. Whenever 
possible, plan for the tax issues, especially if you 
are a plaintiff or plaintiff’s lawyer. Whichever side 
you are on and whenever possible, be specific 
about taxes so there is no dispute later. And 
whenever possible, get some tax advice before 
signing the settlement agreement. 

15
Banks, 543 U.S. 426.

16
For further discussion, see Wood, supra note 7.

17
For further discussion, see Wood, “Should Employers Withhold on 

Attorney Fees?” Tax Notes, Nov. 7, 2011, p. 751.
18

Eshelman v. Agere Systems Inc., 554 F.3d 426 (3d Cir. 2009). See also 
Wood, “Getting Additional Damages for Adverse Tax Consequences,” 
Tax Notes, Apr. 27, 2009, p. 423.
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DEDUCTIBILITY OF PAYMENTS

I. Payments by Employer/Defendant
1. 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:

a. Payments made to the employee/plaintiff;
b. Payments made to employee/plaintiff s counsel;
c. Payments made to employer/defendant’s counsel; and
d. Payroll taxes incurred on wages paid in settlement.

2. However not all payments made by a business are deductible.
a. Payments related to a settlement involving sexual harassment or sexual 

abuse are not deductible if either the settlement or payment is subject to a 
nondisclosure agreement. IRC § 162(q). It is unclear what constitutes 
“involving sexual harassment or sexual abuse,” so it’s possible a settlement 
could be nondeductible on the basis of one such claim among many 
asserted by the plaintiff.

b. Just because a payment is made by a business does not mean the claim 
originated in the conduct of the trade or business. For example, a 
corporation paying the legal fees of its sole shareholder in defense of a 
criminal case bears no relation to the corporation’s profit seeking activities; 
rather, this payment is a nondeductible dividend to the shareholder, and the 
shareholder cannot personally deduct the legal fees because there is no 
trade or business connection.

3. Employer/Defendant should be cognizant of which portion of a settlement 
constitutes wages or other income.

a. In general, recoveries for lost wages in an employment matter will be 
treated as wages. See e.g., Soc. Sec. Bd. v. Nierotko, 327 U.S. 358 (1946) 
(back pay awarded for wrongful discharge is a wage payment).

b. While most jurisdictions treat both back pay and front pay as wages, not all 
do. For example, The 5th Circuit has held that awards for front pay do not 
constitute remuneration for employment subject to wage withholding 
because they are not for services already performed. Dotson v. U.S, 87 
F.3d 682. The 8th Circuit does not treat either back pay or front pay as 
wages if the case involves a claim for an illegal refusal to hire because “no 
current or previous employer-employee relationship existed between the 
parties.”. Newhouse v. McCormick & Co. Inc., 157 F.3d 582 (8th Cir. 
1998).

c. Just because the payment is made in the context of an employment dispute 
does not necessarily mean it is a “wage.” For example, waiting time 
penalties under CA Labor Code § 203 are not taxable as wages because the 
penalties are meant to punish the employer, not to compensate the recipient. 
See IRS Chief Counsel Advisory 201522004.
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II.
1.

2.

3.

4.

5.

Payments made by Employee/Plaintiff
Plaintiffs in employment disputes will generally have to include in income 
amounts paid to their attorneys as these are generally treated a
s first going to the plaintiff for tax purposes regardless of the form of payment. 
Commissioner v. Banks, 543 U.S. 426 (2005). As a result, plaintiffs must deduct 
these attorney fees in order to offset this income.
Fortunately, the Code allows an above-the-line deduction for attorney’s fees and 
other costs incurred in certain types of disputes:

a. Cases involving unlawful discrimination per IRC § 62(a)(20);
b. Whistleblower actions per IRC § 62(a)(21); and
c. Most importantly here, employment matters. IRC § 62(e)(18) includes in 

the definition of “unlawful discrimination” 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.

In contrast, fees incurred in a personal injury suit or workers compensation action 
would not be deductible, but since the recovery would not be taxable income per 
IRC § 104(a)(2), no harm no foul.
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.
Not all attorneys’ fees are considered income to plaintiff.

a. 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)

b. 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. Rui. 80-364, 1980-2 C.B. 294 (1980).

11368968.1



Social Sec. Bd. V. Nierotko, 327 U.S. 358 (1946)
66 S.Ct. 637, 162 A.L.R. 1445, 90 L.Ed. 718

The back pay awarded to wrongfully discharged 
employee under the National Labor Relations 
Act must be allocated as wages by the Social 
Security Board to the calendar quarters of the 
year in which the money would have been 
earned, if employee had not been wrongfully 
discharged. Social Security Act, § 209(g), as 
amended in 1939, 42 U.S.C.A. § 409(g).

by Title II of the Social Security Act of 1935. 49 Stat. 
622. As Title II of the Social Security Act Amendments of 
1939 became effective January 1, 1940 (53 Stat. 1362, 42 
U.S.C.A. s 401 et seq.), the actualpayment of the ‘back wages' 
occurred thereafter. In our view the governing provisions 
which determine whether this ‘back pay’ is wages are those

of the earlier enactment.5

17 Cases that cite this headnote

Attorneys and Law Firms

**638 Mr. *359 Paul A. Sweeney, of Washington, D.C., 
for petitioner.

Mr. Ernest Goodman, of Detroit, Mich., for respondent.

Opinion

*361 Wages are the basis for the administration of Federal 
Old Age Benefits. 49 Stat. 622. Only those who earn wages 
are eligible for benefits.6 The periods of time during which 
wages were earned are important and may be crucial on 
eligibility under either the original act or the Amendments of 
1939. See sec. 210(c) and compare sec. 209 *362 (g), 53 
Stat. 1376, 42 U.S.C.A. s 409(g).7 The benefits are financed 
by payments from employees and employers which **640 

are calculated on wages. The Act defines ‘wages' for Old 
Age benefits as follows:

Mr. Justice REED delivered the opinion of the Court. Sec. 210. When used in this title—

A problem as to whether ‘back pay,’ which is granted to an 
employee under the National Labor Relations Act, shall be 
treated as ‘wages' under the Social Security Act comes before 
us on this record. If such ‘back pay’ is a wage payment, 
there is also at issue the proper allocation of such sums to the 
quarters of coverage for which the ‘back pay’ was allowed.

‘(a) The term ‘wages' means all remuneration for 
employment, including the cash value of all remuneration
paid in any medium other than cash, ***‘

*363 Employment is defined thus: ‘(b) The term

The respondent, Joseph Nierotko, was found by the National 
Labor Relations Board to have been wrongfully discharged 
for union activity by his employer, the Ford Motor Company, 
and was reinstated by that Board in his employment with 
directions for ‘back pay’ for the period February 2, 1937, to

‘employment’ means any service, of whatever nature, 
performed within the United States by an employee for his 
employer, except—.'

1September 25, 1939.1 The ‘back *360 pay’ was paid by the
employer on July 18,1941. Thereafter Nierotko requested the 
Social Security Board to credit him in the sum of the ‘back 
pay’ on his Old Age and Survivor's Insurance account with the 
Board.2 In conformity with its minute of fonnal general action 
of March 27, 1942, the Board refused to credit Nierotko's 
‘back pay’ as wages. On review of the Board's decision,3 
the District Court upheld the Board. The Circuit Court of 
Appeals reversed. 149 F.2d 273. On account of the importance 
of the issues in the administration of the Social Security Act,

The tax titles of the Social Security Act have identical 
definitions of wages and employment.9 An employee under 
the Social Security Act is not specifically defined but the 
individual to whom the Act's benefits are to be paid is 
one receiving ‘wages' for ‘employment’ in accordance with 
s 210(c) and employment is service by an ‘employee’ to 
an ‘employer.’ Obviously a sharply defined line between 
payments to employees which are wages and which are not is

essential to proper administration. 10

[2] Under the National Labor Relations Act an employee
is described as ‘any individual whose work has ceased * * *

we **639 granted certiorari.4 326 U.S. 700, 66 S.Ct. 55;
Judicial Code s 240, 28 U.S.C.A. s 347.
[1] During the period for which ‘back pay’ was awarded 

respondent the Federal Old Age benefits were governed

because of any unfair labor practice.’ Sec. 2(3), 49 Stat. 450, 
29 U.S.C.A. s 152(3). The enforcement provisions of this Act 
under which Nierotko received his ‘back pay’ allow the Labor 
Board to reinstate ‘employees with or without back pay.’ Sec. 
10(c). The purpose of the ‘back pay’ allowance is to effectuate 
the policies of the Labor Act for the preservation of industrial

peace. 11
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under the Social Security Act its definition of employment,
*364 [3] [4] The purpose of the Federal Old Age Benefits as ‘any service * * * performed * * * by an employee for

of the Social Security Act is to provide funds through 
contributions by employer and employee for the decent

support of elderly workmen who have ceased to labor. 12

Eligibility for these benefits and their amount depends upon 
the total wages which the employee has received and the

his employer,’ covers what Nierotko did for the Ford Motor 
Company. The petitioner urges that Nierotko did not perform 
any service. It points out that Congress in considering the 
Social Security Act thought of benefits as related to ‘wages

earned’ for ‘work done. ,16 We are unable, however, to follow

periods in which wages were paid. 13 While the legislative the Social Security Board in such a limited circumscription

history of the Social Security Act and its amendments or 
the language of the enactments themselves do not **641 
specifically deal with whether or not ‘back pay’ under the 
Labor Act is to be treated as wages under the Social Security 
Act, we think it plain that an individual, who is an employee 
under the Labor Act and who receives ‘back pay’ for a period 
of time during which he was wrongfully separated from his 
job, is entitled to have that award of back pay treated as 
wages under the Social Security Act definitions which define 
wages as ‘remuneration for employment’ and employment as

of the word ‘service.’ The very words ‘any service
performed * * *

* * *
for his employer,’ with the puipose of the

Social Security Act in mind import breadth of coverage. 
They admonish us against holding that ‘service’ can be 
only productive activity. We think that ‘service’ as used by 
Congress in this definitive phrase means not only work *366 
actually done but the entire employer-employee relationship 
for which compensation is paid to the employee by the 

7 employer.

‘any service 
employer.’

* * * performed * * * by an employee for his
An argument against the interpretation which we give to 
‘service performed’ is the contrary ruling of the governmental

[5] [6] Surely the ‘back pay’ is ‘remuneration.’ Under agencies which are charged with the administration of the

Section 10(c) of the Labor Act, the Labor Board acts for the 
public to vindicate the prohibitions of the Labor Act against 
unfair labor practices (section 8, 29 U.S.C.A. s 158) and to 
protect the right of employees to self-organization which is

declared by section 7, 29 U.S.C.A. s 157. 14 It is also true
that in requiring reparation to the employee through ‘back 
pay’ that reparation is based upon the loss of wages which 
the employee has suffered from the employer's wrong. ‘Back 
pay’ is not a fine or penalty imposed upon the employer 
by the Board. Reinstatement *365 and ‘back pay’ are for 
the ‘protection of the employees and the redress of their 
grievances' to make them ‘whole.’ Republic Steel Corp. v. 
Labor Board, 311 U.S. 7, 11, 12, 61 S.Ct. 77, 79, 85 L.Ed.

Social Security Act. **642 Their competence *367 and 
experience in this field command us to reflect before we 
decide contrary to their conclusion. The first administrative 
determination was apparently made in 1939 by an Office 
Decision of the Bureau of Internal Revenue on the problem 
of whether ‘back pay’ under a Labor Board order was 
wages subject to tax under Titles VIII and IX of the Social

Security Act which the Bureau collects. 18 The back pay

6; <* * * a worker's loss, in wages and in general working
conditions must be made whole.’ Phelps Dodge Corp. v. 
Labor Board, 313 U.S. 177, 196, 61 S.Ct. 845, 853, 85 L.Ed. 
1271, 133 A.L.R. 1217. A worker is not given ‘back pay’ 
by the Board equal to what he would have earned with the 
employer but for the unlawful discharge but is given that sum 
less any net earnings during the time between discharge and

reinstatement. 15

[7] [8] Since Nierotko remained an employee under the
definition of the Labor Act, although his employer had 
attempted to terminate the relationship, he had ‘employment’ 
under that Act and we need further only consider whether

was held not to be subject as wages to the tax because no 
service was performed, the employer had tried to terminate 
the employment relationship and the allowance of back pay 
was discretionary with the Labor Board. Reliance for the 
conclusions was placed upon Agwilines, Inc. v. National 
Labor Relations Board, 5 Cir., 87 F.2d 146, which had held 
‘back pay’ a public reparation order and therefore not triable 
by jury as a private right for wages would have been. This 
position is maintained by the Social Security Board by minute 
of March 27, 1942. It is followed by the National Labor 
Relations Board which at one time approved the retention 
by the employer of the tax on the employees' back pay 
for transmission to the Treasury Department as a tax on 
wages and later reversed its position on the authority of the 
Office Decision to which reference has just been made. Re 
Pennsylvania Furnace and Iron Co., 13 N.L.R.B. 49, 53(5), 
54, 58.19
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The Office Decision seems to us unsound. The portion of the 
Agwilines decision, which the Office Decision relied upon, 
was directed at the constitutional claim to a right of trial by 
jury. It stated that ‘back pay’ was not a penalty or damages 
which a private individual might *368 claim. But there is 
nothing in the opinion which supports the idea that the ‘back 
pay’ award differs from other pay. Indeed the opinion said that 
‘Congress has the right to eradicate them (unfair practices) 
from the beginning.’ 87 F.2d loc.cit. 151. We think the true 
relation of awards of ‘back pay’ to compensation appears 
in the Republic Steel and Phelps-Dodge cases, hereinbefore 
discussed.20

paid by employers to employees should be treated as wages. 
Except as such interpretive power may be included in the 
agencies' administrative functions, Congress did neither. An 
agency may not finally decide the limits of its statutory
power. That is a judicial function.22 Congress used a well-
understood word—‘wages'—to indicate the receipts which 
were to govern taxes and benefits under the Social Security 
Act. There may be borderline payments to employees on 
which courts would follow administrative determination as to 
whether such payments were or were not wages under the act.

But it is urged by petitioner that the administrative 
construction on the question of whether ‘back pay’ is to 
be treated as wages should lead us to follow the agencies' 
determination. There is a suggestion that the administrative 
decision should be treated as conclusive, and reliance for that 
argument is placed upon National Labor Relations Board v. 
Hearst Publications, 322 U.S. Ill, 130, 64 S.Ct. 851, 860,

[12] We conclude, however, that the Board's interpretation 
of this statute to exclude back pay goes beyond the boundaries 
of administrative routine and the statutory limits. This is a 
ruling which excludes from the ambit *370 of the Social 
Security Act payments which we think were included by 
Congress. It is beyond the permissible limits of administrative 
interpretation.

88 L.Ed. 1170, **643 and Gray v. Powell, 314 U.S. 402,
411,62 S.Ct. 326, 332, 86 L.Ed. 301. In the acts which were 
construed in the cases just cited, as in the Social Security Act, 
the administrators of those acts were given power to reach 
preliminary conclusions as to coverage in the application of 
the respective acts. Each act contains a standardized phrase 
that Board findings supported by substantial evidence shall

[13] Petitioner further questions the validity of the decision 
of the Circuit Court of Appeals on the gr ound that it must be 
inferred from the opinion that the ‘back pay’ must be allocated 
as wages by the Board to the ‘calendar quarters' of the year 
in which the money would have been earned, if the employee 
had not been wrongfully discharged. We think this inference

24 rs correct. This conclusion, petitioner argues, tends to show

be conclusive. The validity of regulations is specifically
reserved for judicial determination by the Social Security Act 
Amendments of 1939, sec. 205(g).

that ‘back pay’ cannot be wages because the Amendments of 
1939 use‘quarters'as the basis **644 for eligibility as well 
as the measure of benefits and require ‘wages' to be ‘paid’ in

certain ‘quarters.',25

[9] [10] [11 ] The Social Security Board and the Treasury
were compelled to decide, administratively, whether or not 
to treat ‘back pay’ as wages and their expert judgment is 

entitled, as we have said, to great weight. " The very fact 
*369 that judicial review has been accorded, however, 

makes evident that such decisions are only conclusive as to 
properly supported findings of fact. Both N.L.R.B. v. Hearst 
Publications, page 131, of 322 U.S., page 860 of 64 S.Ct., 88 
L.Ed. 1170, and Gray v. Powell, page 411 of 314 U.S., page 
332 of 62 S.Ct., 86 L.Ed. 301, advert to the limitations of 
administrative interpretations. Administrative determinations 
must have a basis in law and must be within the granted 
authority. Administration when it interprets a statute so as to 
make it apply to particular circumstances acts as a delegate 
to the legislative power. Congress might have declared that 
‘back pay’ awards under the Labor Act should or should 
not be treated as wages. Congress might have delegated to 
tire Social Security Board to determine what compensation

If, as we have held above, ‘back pay’ is to be treated as 
wages, we have no doubt that it should be allocated to the 
periods when the regular wages were not paid as usual. 
Admittedly there are accounting difficulties which the Board 
will be called upon to solve but we do not believe they are 
insuperable.26

Affirmed.

Mr. Justice JACKSON took no part in the consideration or 
decision of this case.

Mr. Justice FRANKFURTER concurring.

The decisions of this Court leave no doubt that a man's time 
may, as a matter of law, be in the service of another, *371 
though he be inactive. E.g., Armour & Co. v. Wantock, 323
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U.S. 126, 65 S.Ct. 165. This is, practically speaking, the 
ordinary situation of employment in a ‘stand-by’ capacity. 
United States v. Local 807, 315 U.S. 521, 535, 62 S.Ct. 642, 
647, 86 L.Ed. 1004. The basis of a back-pay order under 
the National Labor Relations Act, 49 Stat. 449, 29 U.S.C. 
s 151, 29 U.S.C.A. s 151 et seq., is precisely that. When 
the employer is liable for back pay, he is so liable because 
under the circumstances, though he has illegally discharged 
the employee, he still absorbs his time. Phelps Dodge Corp, 
v. National Labor Relations Board, 313 U.S. 177, 61 S.Ct. 
845, 85 L.Ed. 1271, 133 A.L.R. 1217. In short, an employer 
must pay wages although, in violation of law, he has subjected 
his employee to enforced idleness. Since such compensation 
is in fact paid as wages, it is a plain disregard of the law

for the Social Security Board not to include such payments 
among the employees' wages. Neither the terms of the Social 
Security Act, 49 Stat. 620, 53 Stat. 1360, 42 U.S.C. s 301, et 
seq., 42 U.S.C.A. s 301 et seq., nor the implications of policy, 
comparable to some aspects of the Railway Labor Act, 44 
Stat. 577, 48 Stat. 926, 48 Stat. 1185, 49 Stat. 1921, 54 Stat. 
785, 45 U.S.C. s 151, et seq., 45 U.S.C.A. s 151 et seq., give 
the Board judicially unreviewable authority to exclude from 
wages what as a matter of law are wages. And so I concur in 
the decision of the Court.

All Citations

327 U.S. 358, 66 S.Ct. 637, 90 L.Ed. 718, 162 A.L.R. 1445

Footnotes
1 National Labor Relations Act, Sec. 10(c), 49 Stat. 454, 29 U.S.C.A. s 160(c).

2 Social Security Act, Sec. 205(c)(3), 53 Stat. 1369, 42 U.S.C.A. s 405(c) (3).

3 Sec. 205(g).

4 The briefs of the Government advise us that more than thirty thousand individual employees were allowed ‘back pay’ 
in ‘closed’ cases by the National Labor Relations Board under Sec. 10(c), 49 Stat. 454, in the period 1939—1945. See 
Phelps Dodge Corp. v. Labor Board, 313 U.S. 177, 187, 61 S.Ct. 845, 849, 85 L.Ed. 1271, 133 A.L.R. 1217. Second. 
The aggregate in money exceeded $7,700,000 in the fiscal years 1939 to 1944 as shown by the reports of the N.L.R.B. 
for those years.

5 By the foregoing statement it is not intended to imply that the variations in the definitions of wages between the two 
enactments are significant on the issues herein considered. Sec. 209(b) of the Amendment, 42 U.S.C.A. s 409(b), 
recognizes possible differences in the meaning of employment: ‘(b) The term ‘employment’ means any service performed 
after December 31,1936, and prior to January 1,1940, which was employment as defined in section 210(b) of the Social 
Security Act prior to January 1, 1940 (except service performed by an individual after he attained the age of sixty-five 
if performed prior to January 1, 1939), and any service, of whatever nature, performed after December 31, 1939, by an 
employee for the person employing him * *

6 ‘Sec. 202. (a) Every qualified individual (as defined in section 210) shall be entitled to receive, with respect to the period 
beginning on the date he attains the age of sixty-five, or on January 1, 1942, whichever is the later, and ending on the 
date of his death, an old-age benefit (payable as nearly as practicable in equal monthly installments) as follows:

‘(1) If the total wages (as defined in section 210) determined by the Board to have been paid to him, with respect to 
employment (as defined in section 210) after December 31, 1936, and before he attained the age of sixty-five, were not 
more than $3,000, the old-age benefit shall be at a monthly rate of one-half of 1 per centum of such total wages;

‘(2) If such total wages were more than $3,000, the old-age benefit shall be at a monthly rate equal to the sum of the 
following:

‘(A) One-half of 1 per centum of $3,000; plus

‘(B) One-twelfth of 1 per centum of the amount by which such total wages exceeded $3,000 and did not exceed $45,000; 
plus
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‘(C) One-twenty-fourth of 1 per centum of the amount by which such total wages exceeded $45,000.’

Sec. 210. '(c) The term ‘qualified individual’ means any individual with respect to whom it appears to the satisfaction of 
the Board that—

‘(1) He is at least sixty-five years of age; and

‘(2) The total amount of wages paid to him, with respect to employment after December 31,1936, and before he attained 
the age of sixty-five, was not less than $2,000; and

‘(3) Wages were paid to him, with respect to employment on some five days after December 31, 1936, and before he 
attained the age of sixty-five, each day being in a different calendar year.’

7 Sec. 209. ‘(g) The term ‘fully insured individual’ means any individual with respect to whom it appears to the satisfaction 
of the Board that—

‘(1) He had not less than one quarter of coverage for each two of the quarters elapsing after 1936, or after the quarter 
in which he attained the age of twenty-one, whichever quarter is later, and up to but excluding the quarter in which he 
attained the age of sixty-five, or died, whichever first occurred, and in no case less than six quarters of coverage; or

‘(2) He had at least forty quarters of coverage.

‘As used in this subsection, and in subsection (h) of this section, the term ‘quarter’ and the term 'calendar quarter’ mean 
a period of three calendar months ending on March 31, June 30, September 30, or December 31; and the term ‘quarter 
of coverage' means a calendar quarter in which the individual has been paid not less than $50 in wages. ***

8 49 Stat. 636, 637:

‘Section 801. In addition to other taxes, there shall be levied, collected, and paid upon the income of every individual 
a tax equal to the following percentages of the wages (as defined in section 811) received by him after December 31, 
1936, with respect to employment (as defined in section 811) after such date:

‘(1) With respect to employment during the calendar years 1937, 1938, and 1939, the rate shall be 1 per centum.
* 42 U.S.C.A. s 1001(1).

‘Sec. 804. In addition to other taxes, every employer shall pay an excise tax, with respect to having individuals in his 
employ, equal to the following percentages of the wages (as defined in section 811) paid by him after December 31, 
1936, with respect to employment (as defined in section 811) after such date:

‘(1) With respect to employment during the calendar years 1937, 1938, and 1939, the rate shall be 1 per centum. * * 
*’ 42 U.S.C.A. s 1004(1).

9 Sections 811 (a) and (b), and 907(b) and (c), 42 U.S.C.A. ss 1011 (a, b) and 1107(b, c).

10

11

Provisions similar to those quoted are found in the Social Security Act Amendments of 1939. See sections 202(a), 202(e), 
203(d), 209(a), (b), (e), (g), (h), and 601,604, and 606 at 53 Stat. 1362 et seq., 42 U.S.C.A. ss 402(a, e), 403(d), 409(a, 
b, e, g, h), 26 U.S.C.A. Int.Rev.Code, ss 1400,1410, 1426.

49 Stat. 449, 29 U.S.C.A. s 151 et seq.

‘It is hereby declared to be the policy of the United States to eliminate the causes of certain substantial obstructions to 
the free flow of commerce and to mitigate and eliminate these obstructions when they have occurred by encouraging the 
practice and procedure of collective bargaining and by protecting the exercise by workers of full freedom of association, 
self-organization, and designation of representatives of their own choosing, for the purpose of negotiating the terms and 
conditions of their employment or other mutual aid or protection.’
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15
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21

See Helvering v. Davis, 301 U.S. 619, 641, 57 S.Ct. 904, 908, 81 L.Ed. 1307, 109 A.L.R. 1319; H.Rep.No.728, 76th 
Congress, 1st Sess., 3-4; S.Rep.No.734, 76th Cong., 1st Sess. 3-4.

Under the Social Security Act of 1935, see sec. 202(a) and sec. 210(c), supra, note 6. Under the 1939 Amendments, 
see sec. 202 and 209(e), (f) and (g), 53 Stat. 1363, et seq.

Virginia Electric Co. v. Labor Board, 319 U.S. 533, 543, 63 S.Ct. 1214, 1220, 87 L.Ed. 1568.

Phelps Dodge Corp. v. Labor Board, 313 U.S. 177, 196, 198, 61 S.Ct. 845, 853, 854, 85 L.Ed. 1271, 133 A.L.R. 1217. 
See Third Annual Report, National Labor Relations Board, 202, n. 11; Eighth Annual Report 41; Ninth Annual Report 49. 
Nierotko's order was in this form, 14 N.L.R.B. 346, 410.

H.Rep.No.615, 74th Cong., 1st Sess., pp. 6, 21, 32, and S.Rep.No.628, 74th Cong., 1st Sess., pp. 7, 32.

For example the Social Security Board's Regulations No. 3 in considering ‘wages' treats vacation allowances as wages. 
26 CFR, 1940 Supp., 402.227(b).

Compare Armour & Co. v. Wantock, 323 U.S. 126, 133, 65 S.Ct. 165, 168.

Treasury Department Regulations No. 91 relating to the Employees' Tax and the Employer's Tax under Title VIII of the 
Social Security Act, 1939, Art. 16, classifies dismissal pay, vacation allowances or sick pay, as wages. Regulations 106 
under the Federal Insurance Contributions Act, 1940, pp. 48,51, continues to consider vacation allowances as wages. 
It differentiates voluntary dismissal pay.

I.R.B., 1940, 1-22-10271, S.S.T. 389, an Office Decision, holds that amounts paid employees during absence on jury 
service to make their pay equivalent to regular salary are wages.

Though formal action was taken by the Social Security Board on March 27, 1942, our attention has not been called to 
any regulation of any governmental agency excluding ‘back pay’ from wages. The Treasury Department has authority to 
issue regulations for Social Security taxes. Secs. 808 and 908, 49 Stat. 638, et seq., 42 U.S.C.A. ss 1008,1108; Internal 
Revenue Code, Sec. 1429, 53 Stat. 178, 26 U.S.C.A. Int.Rev.Code s 1426. So has the Social Security Board, sec. 1102, 
49 Stat. 647, 42 U.S.C.A. s 1302, and sec. 205(a), 53 Stat. 1368,42 U.S.C.A. s 405(a). All authority for the promulgation 
of regulations limits the action to rules and regulations not inconsistent with the provisions of the various sections.

In regulations governing the collection of income taxes at source on or after January 1, 1945, 58 Stat. 247, the Bureau 
of Internal Revenue classified vacation allowances and dismissal pay as wages under the following statutory definition 
of wages: 

‘Sec. 1621. Definitions. As used in this subchapter— 

‘(a) Wages. The term ‘wages' means all remuneration (other than fees paid to a public official) for services performed by 
an employee for his employer, including the cash value of all remuneration paid in any medium other than cash; except 
that such term shall not include remuneration paid—'. See 26 CFR, 1944 Supp., 405.101(d) and (e).

I.R.B., 1939, 14-9776, S.S.T. 359. No regulations covering ‘back pay’ under the Social Security Act have been found. 
They are authorized by ss 808 and 908, 49 Stat. 638, 643.

The states have largely followed the Bureau of Internal Revenue in their classification of ‘back pay.’ Some have disagreed. 
Unemployment Insurance Service, All State Treatise, C.C.H., Paragraph 1201. See In re Tonra, 258 App.Div. 835, 15 
N.Y.S.2d 755; Id., 283 N.Y. 676, 28 N.E.2d 402.

This is the view of the Eighth Circuit when a ‘back pay’ claim was presented in bankruptcy. National Labor Relations 
Board v. Killoren, 122 F.2d 609, 614.

National Labor Relations Act, 49 Stat. 454, see 10(e), 29 U.S.C.A. s 160(e); Bituminous Coal Act of 1937, 50 Stat. 72, 
85, sec. 4-A, 15 U.S.C.A. s 834; Social Security Act Amendments of 1939, secs. 205(c)(3) and (g).
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22 See Sanford Estate v. Com'r, 308 U.S. 39, 52, 60 S.Ct. 51, 59, 84 L.Ed. 20; Skidmore v. Swift & Co., 323 U.S. 134, 
139, 140, 65 S.Ct. 161, 164.

23 American School of Magnetic Healing v. McAnnulty, 187 U.S. 94,110, 23 S.Ct. 33, 39, 47 L.Ed. 90; International Ry. Co. 
v. Davidson, 257 U.S. 506, 514, 42 S.Ct. 179,182, 66 L.Ed. 341; Iselin v. United States, 270 U.S. 245, 46 S.Ct. 248, 70 
L.Ed. 566; Koshland v. Helvering, 298 U.S. 441, 56 S.Ct. 767, 80 L.Ed. 1268, 105 A.L.R. 756; Federal Communications 
Comm. v. Pottsville Broadcasting Co., 309 U.S. 134,144,145, 60 S.Ct. 437,442, 84 L.Ed. 656; United States v. Carolina 
Carriers Corp., 315 U.S. 475, 489, 62 S.Ct. 722, 729, 86 L.Ed. 971; Helvering v. Credit Alliance Co., 316 U.S. 107, 113, 
62 S.Ct. 989, 992, 86 L.Ed. 1307; Helvering v. Sabine Trans. Co., 318 U.S. 306, 311, 312, 63 S.Ct. 569, 572, 87 L.Ed. 
773; Addison v. Holly Hill Products, 322 U.S. 607, 611, etseq., 64 S.Ct. 1215, 1218, 88 L.Ed. 1488, 153 A.L.R. 1007; cf. 
Steuart & Bro. v. Bowles, 322 U.S. 398, 403, 61 S.Ct. 1097, 1099, 88 L.Ed. 1350.

24 See Nierotko v. Social Security Board, 6 Cir,, 149 F.2d 273, loc. cit. 274.

25 See note 7, supra. The same problem would arise under the Social Security Act, 49 Stat. 625, sec. 210(c).

26 The Social Security Board itself has recommended the inclusion of ‘back pay’ in wages. Annual Report of the Federal 
Security Agency, Social Security Board (1945), sec. 5, p. 38: ‘Certain items of income which are now not considered 
‘wages’ under the definition in the act, should be included as wages, so that the base for benefits would represent the 
worker's actual remuneration from employment. These include tips, dismissal payments which the employer is not legally 
required to make but nevertheless does make, and payments made under orders of the National Labor Relations Board 
or a similar State board.’

A pending bill, S. 1050, 79th Cong., 1st Sess., Part F, sec. 275, makes provision for the inclusion in wages under the 
Social Security Act of sums paid pursuant to the National Labor Relations Act.

‘Back pay’ is now treated distributively under the Internal Revenue Code. Sec. 119, Revenue Act of 1943, 53 Stat. 39,
26 U.S.C.A. lnt.Rev.Acts.

End of Document © 2022 Thomson Reuters. No claim to original U.S. 
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[2] Internal Revenue Damages
’ KeyCite Yellow Flag - Negative Treatment 
Disagreed With by Gerbec v. U.S., S.D.Ohio, January 9, 1997

87 F.3d 682
United States Court of Appeals, 

Fifth Circuit.

Elton E. DOTSON and Alrethia
Dotson, Plain tiffs-Appellants,

v.
UNITED STATES of

America, Defendant-Appellee.

To come within personal injury exclusion to 
gross income, under federal income tax scheme, 
statutory damages must both be on account of 
personal injury and stem from tort or tort-like 
claim; first requirement tests whether damages 
received were due to personal injury rather 
than mere economic loss, and second examines 
legal basis of claim for tort-like characteristics, 
focusing on scope of remedies available under 
statutory scheme. 26 U.S.C.A. § 104(a)(2); 26 
C.F.R. § 1.104—1(c).

6 Cases that cite this headnote
No. 95-40289.

I
June 27, 1996.

[3] Internal Revenue • Compromise of claim or

Synopsis
Taxpayers brought action to get refund from income and 
wage taxes paid on class action settlement award entered in 
litigation under Employee Retirement Income Security Act 
(ERISA). The United States District Court for the Southern 
District of Texas, Samuel B. Kent, J., 876 F.Supp. 911, 
granted summary judgment to government, and taxpayers 
appealed. The Court of Appeals, Dennis, Circuit Judge, 
held that: (1) damages payable under settlement reached 
when broader recovery was believed available under ERISA 
qualified for personal injury exclusion to income tax, 
despite postsettlement clarification that tort-like damages 
were not available under ERISA, and (2) damages for 
loss in earning capacity were not subject to wage taxation 
under Federal Insurance Contributions Act (FICA) or Federal 
Unemployment Tax Act (FUTA).

Vacated and remanded.

Jerry E. Smith, Circuit Judge, filed separate opinion 
concurring in part and dissenting in part.

liability
Internal Revenue 0= Damages
Fact that subsequent legal decisions more 
narrowly interpreted relief available under 
ERISA for retaliatory discharge did not affect 
characterization of damages payable under 
settlement as stemming from tort-like claim, for 
purposes of personal injury exclusion to federal 
income tax, where settlement was good faith, 
ami's length settlement based upon reasonable 
potential for recovery of personal injury damages 
under then extant jurisprudence indicating that 
compensatory damages were available under 
ERISA; postsettlement judicial clarification of 
remedies available under ERISA did not change 
fact that taxpayer prosecuted and actually 
received settlement which compensated tort
type personal injuries. 26 U.S.C.A. § 104(a)(2); 
Employee Retirement Income Security Act of 
1974, §§ 502(a), 510, 29 U.S.C.A. §§ 1132(a), 
1140.

10 Cases that cite this headnote

West Headnotes (8) [4] Internal Revenue Compromise of claim or
liability
Internal Revenue - Damages

[11 Federal Courts 6= Summary judgment 
Summary judgment rulings are reviewed de 
novo.

Characterization of damages received, for 
purposes of personal injury exclusion to federal 
income tax, is not affected by shifting sands 
of statutory interpretation after bona fide
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settlement has been reached or damage award 
rendered; characterization of settlement depends 
upon determination that damages were received 
through prosecution of legal suit or action based 
upon tort or tort-type rights, and fact that such 
remedy may no longer exist is irrelevant to 
determination of character of settlement to be 
taxed. 26 U.S.C.A. § 104(a)(2); 26C.F.R. 1.104- 
1(c).

Federal Unemployment Tax Act (FUTA). 26 
U.S.C.A. §§ 3121(a), 3306(b).

3 Cases that cite this headnote

7 Cases that cite this headnote

|5| Internal Revenue Compromise of claim or
liability

Internal Revenue 0= Damages

Because settlements offer opportunity for parties 
to benefit at expense of government by 
describing damages as excludable from gross 
income as damages received on account of 
personal injury, characterization of settlement 
cannot depend entirely on intent of parties. 26 
U.S.C.A. § 104(a)(2).

2 Cases that cite this headnote

[8] Internal Revenue $- Damages

Internal Revenue Taxes in generalo'
Damages attributable to loss in earning capacity 
were not subject to wage taxation under Federal 
Insurance Contributions Act (FICA) or Federal 
Unemployment Tax Act (FUTA), even if such 
damages were otherwise subject to income tax. 
26 U.S.C.A. §§ 3101, 3111, 3121(a), 3306(b).

4 Cases that cite this headnote

Attorneys and Law Firms

*683 Stephen L. Hester, Washington, DC, K. Peter Schmidt, 
Arnold & Porter, Washington, DC, Roslyn M. Litman, 
Litman, Litman, Harris and Brown, Pittsburg, PA, John 
G. Jacobs, Plotkin and Jacobs, Chicago, IL, for Plaintiffs- 
Appellants.

[6] Internal Revenue Compromise of claim or
liability

Internal Revenue 6 Damages

Portion of damages under agreement settling 
ERISA retaliation claim designed to compensate 
for dignitary injuries and nonpecuniary loss, 
but not portion designed to compensate for 
back wages, was “on account of personal 
injury,” for purposes of income tax exclusion for 
personal injury damages. 26 U.S.C.A. § 104(a) 
(2); Employee Retirement Income Security Act 
of 1974, §§ 502(a), 510,29 U.S.C.A. §§ 1132(a), 
1140.

Gregory Scott Garland, Dallas, TX, Michael D. Powell, U.S. 
Department of Justice, Tax Division, Dallas, TX, Kenneth W. 
Rosenberg, Gary R. Allen, U.S. Department of Justice, Tax 
Division, Appellate Section, Washington, DC, for Defendant- 
Appellee.

Appeal from the United States District Court for the Southern 
District of Texas.

Before: GARWOOD, SMITH and DENNIS, Circuit Judges.

Opinion

*684 DENNIS, Circuit Judge:

4 Cases that cite this headnote

[7] Internal Revenue 0= Damages

Internal Revenue • Taxes in general

Damages not includable in Internal Revenue 
Code's definition of “income” are not considered 
“wages,” and as such are not taxable under 
Federal Insurance Contributions Act (FICA) or

The Dotsons brought this action seeking a refund from 
income and wage taxes paid on a class action settlement 
award. They appeal the denial of their motion for summary 
judgment and the grant of the United States' cross-motion 
for summary judgment. The district court held that damages 
received pursuant to § 502(a) and § 510 of the Employee 
Retirement Income Security Act (29 U.S.C. § 1132(a) and 
§ 1140) do not meet the “personal injury” exclusion from 
income under § 104(a)(2) of the Internal Revenue Code 
(26 U.S.C. § 104(a)(2)). While the Special Master and
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the parties to the 1990 settlement clearly intended a tort
like compensatory remedy, which appeared to be available 
under reasonable inteipretations of extant jurisprudence, later 
judicial decisions interpreting ERISA have cast doubt on 
the availability of such excludable compensatory remedies. 
This appeal raises the question of whether subsequent legal 
decisions more narrowly interpreting the availability of 
personal injury damages as statutory remedies affect the 
classification for tax purposes of a good faith, arm's length 
settlement based upon the reasonable potential for recovery 
of such damages under the then extant jurisprudence. The 
district court held that they do. We reverse.

The case arises out of a settlement made in a consolidated 
class action lawsuit brought against Continental Can 
Company (Continental). Two separate classes of plaintiffs 
brought actions against Continental for violation of § 510 of 
ERISA, which makes provides that:

It shall be unlawful for any person to discharge, fine, 
suspend, expel, discipline, or discriminate against a 
participant or beneficiary for exercising any right to which 
he is entitled under the provisions of an employe benefit 
plan... or for the purpose of interfering with the attainment 
of any right to which such participant may become entitled 
under the plan...

29 U.S.C. § 1140. Plaintiffs claimed that defendants, through 
the implementation of a nation-wide scheme to avoid pension 
liabilities, prevented them from obtaining benefits under the 
pension plan in violation of § 510. Gavalik v. Continental Can 
Co.,m F.2d 834, 838 (3rd Cir.), cert, denied, 484 U.S. 979, 
108 S.Ct. 495,98 L.Ed.2d 492 (1987); see also, McLendon » 
Continental Group, Inc., 749 F.Supp. 582, 583 (D.N.J.1989). 
After two bifurcated trials, Continental was found liable for 
violating § 510. See Gavalik, supra (reversing trial court 
judgment for Continental); McLendon, supra.

In order to litigate the remaining issue of damages, the 
Gavalik case was consolidated with the second case under 
the name McLendon. McLendon v. Continental Group, Inc., 
802 F.Supp. 1216 (D.N.J.1992). The New Jersey district 
court appointed Yale Law Professor George Priest as Special 
Master in order to help the court fashion an appropriate 
remedy.

In December of 1990 the parties settled for $415 million 
to be distributed to the consolidated class by the Special 
Master. The court approved the settlement and Professor 
Priest's Plan for Distribution. The Dotsons received $89,754, 
of which $19,877 went directly to a qualified pension fund.

Of the remaining $64,872.35, $15,361.93 was withheld for 
income taxes, and $4,381.65 was withheld for FICA. The 
Dotsons filed an amended income tax return in December 
of 1993 which excluded the $64,872.35 from wages. They 
seek the resulting refund of $19,485 from income taxes, and 
a $1,107.65 from FICA taxes for the year 1992. After the 
IRS denied these claims, the Dotsons brought this action 
in the federal district court for the Southern District of 
Texas. The parties filed cross-motions for summary judgment. 
The district court granted the government's motion, and the 
Dotsons filed this appeal.

I.

[1] We review summary judgment rulings de novo. Wesson 
v. United States, 48 F.3d 894, 896 (5th Cir. 1995).

Section 61(a) of the Internal Revenue Code defines gross 
income broadly as “all income from whatever source derived” 
not expressly excluded by the Code. 26 U.S.C. § 61 (a). Courts 
give effect to that broad definition by interpreting the statutory 
exclusions from *685 gross income narrowly. U.S. v. Burke, 
504 U.S. 229, 233, 112 S.Ct. 1867, 1870, 119 L.Ed.2d 34 
(1992).

The appellants claim that their ERISA settlement meets the 
exception for personal injury compensation. Section 104(a) 
(2) of the Code excludes “the amount of any damages 
received (whether by suit or agreement and whether as lump 
sums or periodic payments) on account of personal injuries or 
sickness.” The Code itself does not define the term “damages 
received ... on account of personal injuries,” but Treasury 
Regulation 26 CFR § 1.104-1 (c) (1994) states that it “means 
an amount received (other than workers' compensation) 
through prosecution of a legal suit or action based upon tort 
or tort type rights, or through a settlement agreement entered 
into in lieu of such prosecution.” The Supreme Court has held 
that this Regulation links the definition of personal injury 
compensation with the requirement of a tort or tort-like suit. 
U.S. v. Burke, supra.

Congress first enacted the personal injury compensation 
exclusion in 1918 at a time when such payments were 
considered the return of human capital, and thus not 
constitutionally taxable “income” under the 16th amendment. 
See H.R.Rep. No. 767, 65th Cong., 2nd Sess. 9 10 (1918). 
The concept of a return of human capital lost through injury 
continues to support the exclusion. Commissioner v. Miller,
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914 F.2d 586, 590 (4th Cir.1990), 1 B. Bittker, Federal 
Taxation of Income, Estates and Gifts, para. 13.1.4 (1981). 
The recipient of personal injury damages is in effect forced 
to sell some part of her physical or emotional well-being in 
return for money.1

The return of human capital theory does not serve to 
explain, however, why § 104(a)(2) exclusion also applies 
to back wages received as part of a personal injury award, 
Rev.Rul. 85-97, 1985-2 C.B. 50. and U.S. v Burke, supra. 
These wages would ordinarily be taxable when received. 
Courts and commentators speculate that Congress' purpose 
in maintaining the § 104(a)(2) exclusion can perhaps best 
be explained as “intended to relieve a taxpayer who has the 
misfortune to become ill or injured.” Epmeier v. U.S., 199 
F.2d 508, 511 (7th Cir. 1952). See also Bertram Harnett, Tort 
and Taxes, 27 N.Y.U.L.Rev. 614,627 (1952); Laurie Malman, 
Lewis Solomon, Jerome Hesch, Federal Income Taxation 
102-3 (1994).

[2] The Supreme Court has recently decided two cases on 
the application of § 104(a)(2) to different anti-discrimination 
statutes, Commissioner of Internal Revenue Schleier, 515
U.S. 323, 115 S.Ct. 2159, 132 L.Ed.2d 294 (1995) and U.S. 
v. Burke, supra. The Court clarified the requirements of § 
104(a)(2) exclusion: damages received must be both “on 
account of personal injury” and stem from a “tort or tort
like” claim. Schleier, supra at . 115 S.Ct. at 2166. The
first requirement tests whether the damages received were 
due to a personal injury rather than mere economic loss. The 
second examines the legal basis of the claim for tort-like 
characteristics, focusing on the scope of remedies available 
under the statutory scheme. Id.

II.

[3] The district court concluded that Mr. Dotson failed the 
requirement that damages be recovered for a tort-like claim. 
The civil enforcement clause of ERISA, § 502(a) (29 U.S.C. 
§ 1132(a)), gives beneficiaries the right to bring civil suits to 
recover benefits or “(A) to enjoin any act or practice which 
violates any provision of this subchapter, or (B) to obtain other 
appropriate equitable relief (i) to redress such violations or (ii) 
to enforce any provisions of this subchapter or the terms of the 
plan.” The district court acknowledged that the parties and the 
Special Master interpreted the law governing ERISA at the 
time of the settlement to allow for extra-contractual damages.

*686 The record in this case is absolutely clear that 
Special Master Priest unequivocally thought that the 
settlement award included significant “tort-like” elements. 
Indeed, there is evidence that a settlement was reached in 
the underlying class action only because the Defendants 
in that case feared that they would be liable for punitive 
damages if they failed to settle.

Applying hindsight, the district court instead relied on cases 
decided after the settlement which interpret the statute to 
limit the remedies available under ERISA. Mertens v. Hewitt 
Assocs., 508 U.S. 248, 262, 113 S.Ct. 2063, 2072, 124 
L.Ed.2d 161, 174 (1993); Medina v Anthem Life Insurance 
Co., 983 F.2d 29,32 (5th Cir.) cert, denied, 510 U.S. 816, 114 
S.Ct. 66, 126 L.Ed.2d 35 (1993). As a result of these later 
cases, the district court concluded, the statutory remedy is not 
tort-like as defined by the Supreme Court in Burke.

The appellants argue that the district court should have 
focused on the court decisions interpreting ERISA available 
to the parties at the time of the settlement. Shortly before the 
parties settled, the Supreme Court handed down a decision 
in Ingersoll-Rand v McClendon, 498 U.S. 133, 111 S.Ct. 
478, 112 L.Ed.2d 474 (1990), containing dicta which led the 
Special Master to conclude that compensatory damages were 
available under § 502(a) for a violation of § 510. Ingersoll- 
Rand held that a state court suit for compensatory and punitive 
damages was preempted by ERISA. In her opinion for the 
Court, Justice O'Connor wrote “there is no basis in § 502(a)'s 
language for limiting ERISA actions to only those which 
seek ‘pension benefits.’ It is clear that the relief requested 
here [for a § 510 violation] is well within the power of the 
federal courts to provide. Consequently, it is of no answer 
to a pre-emption argument that a particular plaintiff is not 
seeking recovery of pension benefits.” Id. at 145, 111 S.Ct. at 
486. Continental accepted the Special Master's interpretation 
of Ingersoll-Rand as controlling and agreed to a settlement 
based on the plaintiffs compensatory damages claims.

The district court both cited post-settlement cases limiting the 
availability of ERISA compensatory damages, and disputed 
the Special Master's and the appellants' interpretation of the 
law at the time of the settlement in light of later cases. While 
conceding that other courts had interpreted Ingersoll as the 
Special Master and the parties did, the district court did not 
look to reasonable interpretation of the law available at the 
time but to what he considered to be the actual intent of 
the Supreme Court in Ingersoll as shown by later cases. The 
Supreme Court ignored or avoided comment on O'Connor's 
Ingersoll dicta in its decision in Mertens, supra. The district
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court took this to mean that the Court never intended in 
Ingersoll to allow the expansive reading of ERISA's remedies 
that the Plaintiffs urged the district court to adopt.

[4] The district court misconceives the tort-like claims 
requirement for exclusion. The characterization of damages 
received is not affected by the shifting sands of statutory 
interpretation after a bona fide settlement has been reached 
or a damage award rendered. Neither is it determined by 
the alleged unspoken intent of the Supreme Court Justices 
who voted in Ingersoll. The characterization of the settlement 
depends upon the determination that the damages were 
received “through prosecution of a legal suit or action based 
upon tort or tort-type rights ...” Treasury Reg. 26 C.F.R.
1.104— 1 (c). The fact that such a remedy may no longer exist is 
irrelevant to the determination of the character of a settlement 
to be taxed.

Although the Supreme Court's decision in Mertens may 
retroactively apply to pending ERISA cases, this case is not 
an ERISA case. It is an income tax case involving the tax 
treatment of a final settlement of a claim for damages under 
ERISA that was concluded before the issue of first impression 
decided by the sharply divided Mertens court was even clearly 
foreshadowed. Consequently, Mertens does not change the 
classification of the instant settlement for tax purposes any 
more than it could retroactively reduce the amount of the 
settlement which the parties *687 made based on their now 
perhaps outmoded interpretation of ERISA law.2

The Supreme Court's decisions in Burke and Schleier are 
distinguishable in that they did not have to contend with 
settlements based upon unsettled statutory remedies, thus 
allowing the Court to focus exclusively on the statutes in 
question in those cases. The Dotsons' ERISA class action suit 
is one step removed; judicial interpretations of the statute 
indicated the potential availability of compensatory damages 
to the plaintiffs. The post-settlement judicial clarification 
of remedies available under ERISA does not change the 
fact that the taxpayer prosecuted and actually received a 
settlement which compensated tort type personal injuries. 
The argument that the current interpretation of ERISA would 
prevent Dotson from receiving his compensatory damages 
today certainly does not transform his settlement of a claim 
for potential compensation of actual damages into a windfall.

The Tax Court held in Threlkeld v. Commissioner, 87 T.C. 
1294, 1306, 1986 WL 22061 (1986), affd, 848 F.2d 81 (6th 
Cir. 1988), a case cited with approval by the Supreme Court 

in Schleier, that an examination of the state law under which 
the taxpayer recovered:

may be of limited assistance where, in a settlement, the 
claim is itself unclear. Similarly, State law is of little help 
where there are several claims, only some of which are for 
personal injuries. The State law classification of the various 
claims will be of no assistance identifying the claim or 
claims or in carving up the damage recovery.

The Supreme Court's focus on statutory schemes in Burke and 
Schleier does not necessitate the post-hoc recharacterization 
of a settlement based upon a formerly more promising 
interpretation of the availability of compensatory remedies.

The purposes of § 104(a)(2) of the Internal Revenue Code 
would not be served by such a formulaic characterization 
of remedies. Congress' sympathy for the victims of personal 
injuries, underlying that statute's enactment, surely was 
not contingent on the fate of future interpretations of 
the particular statutes under which they might recover. 
Neither will our decision always favor taxpayers. Surely the 
government would oppose the retroactive application of a 
new, more generous interpretation of the remedies available 
under a statute in order to expand tax exclusions. The 
interests of both taxpayers and the government in finality and 
predictability of taxation strongly support classifying legal 
judgments or settlements according to the understanding of 
the law at the time of the settlement.

In a similar case, Redfield V Insurance Co. of North America, 
940 F.2d 542 (9th Cir. 1991) (overruled on other grounds by 
Schleier, supra ), the Ninth Circuit characterized a damages 
award for § 104(a)(2) tax purposes. The taxpayer received, 
among other damages, an award for breach of an implied 
covenant of good faith and fair dealing. The California 
Supreme Court later ruled that such tort damages were not 
available. The Ninth Circuit held that the later case “cannot 
retroactively alter the character of damages already awarded 
Redfield and affirmed on appeal.” Id. at 548, n. 2.

[5] Redfield involved a court award, rather than a 
court approved settlement, but there is no more reason 
to retroactively recharacterize good-faith, arm's length 
settlements than court judgments. Settlements do offer 
an opportunity for parties to benefit at the expense of 
the government by describing the damages as excludable. 
Because of this, the characterization of a settlement cannot 
depend entirely on the intent of the parties. Threlkeld held that 
when the legal classification of settlements is unclear, “we 
must look *688 to various factors, including the allegations
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in the State court pleadings, the evidence adduced at trial, 
a written settlement agreement, and the intent of the payer.” 
This additional evidence of the nature of settlement helps to 
insure the good faith of the taxpayer/party. Just as courts must 
engage in this evidentiary inquiry when they determine the 
allocation of settlement damages to various possible claims, 
they must also characterize the claims the parties, in good 

faith, intended to settle for;5

In this case, the Special Master held hearings for the district 
court on the issue of damages. Continental Can fought the 
introduction of evidence of nonpecuniaiy losses, arguing 
that ERISA allowed only equitable remedies. The Special 
Master admitted the evidence, citing Ingersoll-Rand in his 
ruling that compensatory damages were allowable.4 Soon 
after, the parties settled the case, spurred by the defendants' 
fear of punitive damages. The Special Master developed 
a Plan of Distribution for the settlement, described by the 
court below as “the double remedy of a ‘Basic Award,’ 
which included compensation for dignitary injuries, and 
an ‘Earnings Impairment Additur’ which compensated lost 
earnings capacity.”

The Special Master described the Basic Award as

meant to compensate for the dignitaiy loss suffered 
by the alleged discrimination on grounds of age and 
work experience as employees approached the Continental 
pension benefit thresholds. Admittedly, this is a crude 
proxy for those elements of non-pecuniary loss suffered by 
class members, especially mental anguish and emotional 
distress.

He characterized the Earnings Impairment Additur as

not measured solely by the difference in earnings 
before and after Continental employment, but attempts 
to approximate—again, crudely—the long-term loss 
in employment prospects that faced most Continental 
employees whose skills and opportunities were diminished 
for their lifetimes.

The Dotsons' award was structured with the heavy 
involvement of an officer of the court, the Special Master. 
The district court approved the amount of the settlement and 
the plan for distribution. And the defendants, after what the 
government concedes was an arm's-length, adversarial court 
battle with the plaintiff class, decided to settle for amounts 
exceeding mere contractual damages.

The remedies envisioned by the settlement represent exactly 
the type of “broad range of damages to compensate” which 
Burke associated with traditional tort claims. “Although these 
damages are described in compensatoiy terms, in many cases 
they are larger than the amount necessary to reimburse actual 
monetary loss sustained or even anticipated by the plaintiff, 
and thus address intangible elements of injury.” Burke, supra 
at 235,112 S.Ct. at 1871. Mr. Dotson, who suffered little wage 
interruption and took a higher paying new job, received the 
type of traditional tort remedies described by the Supreme 
Court in Burke. The settlement compensated for dignitary 
injuries, emotional distress, and other non-pecuniary loss, all 
of which exceed mere contractual damages. As such it fulfills 
the tort-like damages requirement for excludability under § 
104(a)(2).

*689 III.

[6] In order to reverse the district court's grant of 
summary judgment to the government, we must ensure that 
the settlement fits the other requirement for § 104(a)(2) 
exclusion, that the damages received be “on account of 
personal injury.” 26 U.S.C. § 104(a)(2).

In the recent case of Commissioner v. Schleier, 515 U.S. 323, 
115 S.Ct. 2159, 132 L.Ed.2d 294 (1995), the Supreme Court 
characterized as taxable a settlement made under the Age 
Discrimination in Employment Act (ADEA) because it was 
not “on account of personal injury." The ADEA provides 
the remedies of back wages and liquidated damages for age 
discriminatory terminations. The Court found that the back 
wages award, while normally excludable if part of general 
personal injury damages, did not stem directly from the injury 
in this case. The discrimination against the taxpayer caused 
him both to be fired and to suffer personal injuries of lost 
reputation and emotional damages, but the injuries did not 
cause the firing. The majority contrasted this situation to the 
example given by the Tax Court in Threlkeld, supra, in which 
a surgeon suffers a physical injury which imperils his future 
earning capacity. The surgeon's injuries cause him to lose 
wages, but Mr. Schleier’s lost wages, the court argued, are not 
“on account of personal injury.”

In the instant case, the portion of the damages designed to 
compensate for dignitary injuries and nonpecuniary loss are 
certainly “on account of personal injury.” The discriminatory 
firing caused employees to “[suffer] the stress, the stigma 
and the self doubt that comes with losing a well-paid job,”
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as described by the Special Master. These are the types of 
“traditional harms associated with personal injury” the Court
recognized in Schleier, at , 115 S.Ct. at 2167 (internal 

are they taxable under FUTA, since FICA and FUTA use 
the *690 same definition of wages. Code §§ 3121(a) and 
3306(b).

quotations omitted) as excludable.

The Schleier case, however, mandates different treatment of 
back wages received pursuant to a discriminatory firing case. 
Mr. Dotson received a Basic Award, which contained some 
measure of back wages, and an Earnings Impairment Additur, 
which compensated for lost earnings capacity. We can find no 
way of distinguishing the reasoning in Schleier from the back 
wages in the case before us. The anti-discrimination provision 
of § 510 of ERISA similarly provided compensation in this 
case for both a firing and personal injuries. The personal 
injuries themselves, as the Supreme Court distinguishes them, 
did not give rise to the loss of wages. We therefore remand 
the case so that the district court may determine the amount 
of back wages included in the Basic Award.

The Earnings Impairment Additur compensated to some 
extent for future lost wages. On remand, the district court 
should determine the degree to which the award represented 
lost wages for Mr. Dotson, since the record shows that he 
actually saw an increase in earnings at his next job. Once 
the district court distinguishes future lost wages from other 
potential parts of the Earnings Impairment Additur, it must 
also determine the nature of that award, and the degree 
to which the award envisioned earnings impairment as a 
result of the firing, and thus taxable, or, instead, “on account 
of personal injuries” such as emotional damage or loss of 
reputation. Any part of the future lost wages attributable to 
causation by personal injury is excludable.

IV

The Dotsons also appeal the district court's grant of summary 
judgment affirming the withholding of wage taxes, pursuant 
to the Federal Insurance Contributions Act (FICA) and the 
Federal Unemployment Tax Act (FUTA).

[7] The portion of the settlement determined to be 
excludable from taxable income on remand to the district 
court should also be excludable from wage taxes. Damages 
not included in the tax code's definition of “income” are not 
considered “wages.” Rowan Cos., Inc. v U.S., 452 U.S. 247, 
254, 101 S.Ct. 2288, 2293, 68 L.Ed.2d 814 (1981). As such 
they are not taxable under FICA. Redfield, supra at 548, 
Anderson v U.S., 929 F.2d 648, 654 (Fed.Cir.1991). Neither

[8] Even if the district court determines that some portion 
of the Employment Impairment Additur award is taxable, 
it still does not constitute “remuneration for employment” 
subject to wages taxation. I.R.C. §§ 3101, 3111, 3121(a), 
3306(b). The EIA compensated for “loss in earning capacity,” 
not for services already performed, and is thus not subject to 
wage taxation. Eirhart v. Libbey-Owens-Ford Co., Nos. 76- 
C-3182, 78-0-2042, 1991 WL 211235 at 2 (N.D.I11.1991), 
affd, 996 E2d 837 (7th Cir. 1993), and Slotta v Texas A & 
M University System, No. 6 -93- 92 at 1 (S.D.Tex. August 10, 
1994) (“a dismissal payment is not subject to withholding 
if it cannot be fairly classified as renumeration for services 
performed.”)

We vacate the judgment of the district court and remand for 
proceedings consistent with this opinion.

JERRY E. SMITH, Circuit Judge, concurring in part and 
dissenting in part:

I.

The majority attempts to distinguish three controlling 
Supreme Court precedents by declining to give retroactive 
effect to one of them, in violation of that Court's 
retroactivity jurisprudence, and by then looking to a 
policy concern that contravenes an intricate and carefully- 
considered congressional enactment. Finding neither 
rationale persuasive, I respectfully dissent from parts II and 
III of the majority opinion.

The Supreme Court recently held as follows:

[There are] two independent requirements that a taxpayer 
must meet before a recovery may be excluded under § 
104(a)(2). First, the taxpayer must demonstrate that the 
underlying cause of action giving rise to the recovery 
is “based upon tort or tort type rights”; and second, the 
taxpayer must show that the damages were received “on 
account of personal injuries or sickness.”1

Thus, even though the conduct giving rise to Dotson's 
recovery caused him personal injury, and though the parties 
to McLendon v. Continental Group, Inc., 802 F.Supp. 1216
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(D.N.J. 1992), intended that the settlement would compensate 
for that injury, Dotson may deduct his recovery only if his 
cause of action—the Employee Retirement Income Security 
Act of 1974 (“ERISA”)—is “based upon tort or tort type

Wesson, 48 F.3d at 897, 899. In short, the first test requires a 
legal classification, the second a factual characterization.

rights.” See Schleier, 515 U.S. at n. 6, 115S.Ct. at 2165
n. 6; United States v. Burke, 504 U.S. 229, 238, 112 S.Ct.
1867, 1872—73, 119 L.Ed.2d 34 (1992).

A cause of action is based upon tort or tort-type rights only if it 
creates a remedy for a personal injury. See Schleier, 515 U.S.
at -,115 S.Ct. at 2166-67; Burke, 504 U.S. at 237

Dotson is correct that Mertens and Medina do not affect 
the factual determination of whether the settlement actually 
compensated for personal injury, but he cannot avoid the fact 
that those cases classify his cause of action as one that does 
not redress personal injury. As “[a] judicial construction of a 
statute is an authoritative statement of what the statute meant 
before as well as after the decision of the case giving rise 
to that construction," Rivers v. Roadway Express, 511 U.S.

n. 7, 241, 112 S.Ct. at 1872 n. 7, 1874. Specifically, it must 
provide for recovery of compensatory or punitive damages. 
A claim that permits only equitable relief for “injuries of an 
economic character” does not pass this test. See Burke, 504 
U.S. at 238-39, 241, 112 S.Ct. at 1872-73, 1874; Schleier,

298, 114 S.Ct. 1510, 1519, 128 L.Ed.2d 274 (1994)
(emphasis added), Mertens and Medina control.

515 U.S. at , 115 S.Ct. at 2166-67.

ERISA's civil enforcement provision, ERISA § 502(a), 
29 U.S.C. § 1132(a) (1994), does not permit recovery 
of compensatory or punitive damages. Mertens v. Hewitt 
Assocs., 508 U.S. 248, 113 S.Ct. 2063, 124 L.Ed.2d 161 
(1993); Medina v. Anthem Life Ins. Co., 983 F.2d 29, 32 (5th 
Cir.), cert, denied, 510 U.S. 816, 114 S.Ct. 66, 126 L.Ed.2d 
35 (1993). “Without explicit instructions from Congress, we 
are bound to the plain language of the statute that limits suits 
to the terms of the plan at issue.” Medina, 983 F.2d at 32. The 
Supreme Court arguably interpreted § 502(a) in a more liberal 
fashion in Varity Corp, v Howe, 516 U.S. 489,116 S.Ct. 1065, 
134 L.Ed.2d 130 (1996), but it did not overrule Mertens. See

As ERISA does not peimit recovery of compensatory or 
punitive damages, it does not redress personal injuries. Cf. 
Mertens, 508 U.S. at 255, 113 S.Ct. at 2067-68 (analogizing 
ERISA to title VII, which, the Court found in Burke, does 
not redress tort-type rights). Thus, Dotson has not met the 
threshold requirement for a § 104(a)(2) exclusion.

II.

A.

id. at , 116 S.Ct. at 1076.

*691 Dotson argues that Mertens and Medina are

The majority opinion is subject to two interpretations. First, it 
could be read to hold that ERISA provided tort-type remedies 
at the time of the McLendon settlement. Second, it could be 
interpreted to enunciate an exception to Schleier, Burke, and 
Wesson for cases in which the law was unsettled at the time 
of a judgment or settlement. Neither rationale is tenable.

distinguishable because his underlying claims arose under 
ERISA § 510,29 U.S.C. § 1140 (1994). Section 510 provides 
the substance of Dotson's underlying claims, but § 502(a) 
determines the available remedies. As Mertens and Medina 
define the scope of remedies peimitted by § 502(a), they are 
on point.

Finally, Dotson asserts that we should characterize the 
settlement according to his allegations in McLendon, not in 
light of subsequent legal developments. This contention is 
irrelevant.

I read the majority opinion to find that ERISA provided tort- 
type remedies at the time of the McLendon settlement, even 
though those remedies “no longer exist,” having been buried 
in “the shifting sands of statutory interpretation.” See op. at 
686. As the Supreme Court recently reminded us, “[a] judicial 
construction of a statute is an authoritative statement of what 
the statute meant before as well as after the decision of the 
case giving rise to that construction.” Rivers, 511 U.S. at------ , 
114 S.Ct. at 1519 (emphasis added).

As explained above, there are two requirements for a § 104(a) 
(2) exclusion. The first asks whether the underlying cause of 
action redresses personal injury; the second looks to whether 
the settlement compensates for such an injury. See, e.g.,

Moreover, as the Supreme Court is the authoritative 
interpreter of federal law, earlier lower-court opinions 

reaching a different conclusion are “wrong.” Ids' Thus, 
Mertens holds that ERISA never provided compensatory
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remedies, and lower courts were in error to believe

otherwise. 3

Ins. Co. v. St. Jude Hosp., 37 F.3d 193, 195 (5th Cir. 1994), 
cert, denied, 514 U.S. 1065, 115 S.Ct. 1696, 131 L.Ed.2d 559 
(1995).

The majority attempts to distinguish Rivers by asserting that 
“[a]lthough ... Mertens may retroactively apply to pending 
ERISA *692 cases, this case is not an ERISA case.” Op. at 
686. The publisher's decision to give Mertens a “pensions” 
headnote and this case an “internal revenue” one hardly 
restricts Mertens's precedential value. In fact, the Supreme 
Court recently prohibited “the erection of selective temporal 
barriers to the application of federal law” in all cases:

When this Court applies a rule of federal law to the parties 
before it, that rule is the controlling interpretation of federal 
law and must be given full retroactive effect in all cases 
still open on direct review and as to all events, regardless of 
whether such events predate or postdate our announcement 
of the role.

Harper v. Virginia Dep't of Taxation, 509 U.S. 86, 97, 113 
S.Ct. 2510, 2517, 125 L.Ed.2d 74 (1993) (emphasis added).

In reality, this case does not implicate the principle of 
retroactivity. “It is only when the law changes in some respect 
that an assertion of nonretroactivity may be entertained.” 
James B. Beam, 501 U.S. at 534,111 S.Ct. at 2443 (opinion of 
Souter, J.). Neither the Supreme Court, nor the Third Circuit 
(in which the parties settled McLendon ), nor this circuit has 
ever held that ERISA permits the recovery of compensatory 
or punitive damages. The controlling law never changed; the 
parties to McLendon simply read it incorrectly. To the extent 
that it declines to apply controlling precedent, the majority 
opinion is simply in error.

B.

1.
Finally, the majority asserts that retroactive application of 
Mertens and Medina would be inequitable. See op. at 686-87. 
While federal courts formerly considered whether retroactive 
application of a precedent would cause inequity in the 
individual case, the Supreme Court recently overruled that 
test, see Harper, 509 U.S. at 94 95 & n. 9, 113 S.Ct. at 
2515 17 & n. 9, explaining that “we can scarcely permit 
the substantive law [to] shift and spring according to the 
particular equities of [individual parties'] claims of actual 
reliance on an old rule and of harm from a retroactive 
application of the new rule.” Id. at 97, 113 S.Ct. at 2517 
(quoting James B. Beam Distilling Co. v. Georgia, 501 U.S. 
529, 543 44, 111 S.Ct. 2439, 2447-48, 115 L.Ed.2d 481 

4(1991) (opinion of Souter, J.)) (internal quotations omitted).'

Of course, retroactivity doctrine yields to the finality of 
judgments and therefore applies only to pending cases. See 
James B. Beam, 501 U.S. at 541, 111 S.Ct. at 2446-47 
(opinion of Souter, J.). If the parties to McLendon had 
actually litigated the question of whether ERISA entitled the 
plaintiff class to recover compensatory or punitive damages, 
the ensuing judgment might control our decision of that 
question. Dotson cannot assert collateral estoppel, however, 
because the district court did not actually and necessarily 
decide the remedies question when it approved the class 
action settlement, see EEOC v American Airlines, 48 F.3d 
164, 167 (5th Cir. 1995); nor can Dotson assert res judicata, as 
the Commissioner was not a party to McLendon, see Travelers

By focusing on the nature of the settlement rather than of 
the underlying cause of action, the majority appears to create 
an exception to Schleier, Burke, and Wesson for cases in 
which the scope of available remedies was “unsettled” at the 
time of settlement. See op. at 687. The majority justifies this 
exception by looking to Congress's *693 presumed intent 
and a public policy favoring “finality and predictability of 
taxation.” Id. at 687.

The majority's exception fails to serve either of these goals. 
First, while the majority may be correct that Congress feels 
“sympathy for the victims of personal injuries” in general, 
see id., Congress specifically chose not to permit Dotson 
to recover for that injury. ERISA, “an enormously complex 
and detailed statute that resolved innumerable disputes 
between powerful competing interests,” does not provide 
compensatory or punitive relief, Mertens, 508 U.S. at 262, 
113 S.Ct. at 2071-72, and its broad preemption clause ensures 
that Dotson could not recover under state law, see ERISA § 
514(a), 29 U.S.C. § 1144(a) (1994).

Thus, Schleier and Mertens reflect the same Congressional 
purpose—Congress limited the personal injury exclusion to 
legally protected injuries and chose not to protect Dotson's 
injury. The majority's extension of § 104(a)(2) to interests 
that are not legally protected is therefore inconsistent with 
both the Supreme Court's interpretation of that statute and the 
legislative purpose the majority purports to implement.
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The majority opinion does not foster “finality and 
predictability of taxation,” either. In order to determine 
whether Dotson prosecuted a tort-type action under its 
modified test, the majority finds itself examining the 
subjective motives of the litigants, the pleadings and course of 
proceedings, and the evidentiary rulings of the special master. 
See op. at 686-88. Such a fact-intensive inquiry hardly fosters 
predictability.

In addition, predictability is generally considered to be 
important because it pennits parties to structure their behavior 
with knowledge of its legal consequences. In the present 
context, however, wronged parties will litigate whatever 
claims are available to them, and defendants will settle if the 
cost of settlement is less than the expected cost of litigation. 
Thus, a plaintiff could change his behavior in only one respect 
—creation of a distorted paper trail purporting to show a 
good-faith belief in the availability of non-existent remedies. 
While crafty lawyering is inevitable, we need not encourage 
it.

Finally, Schleier and Burke are not distinguishable. While 
the law regarding the scope of available remedies was well- 
established at the time of the awards underlying those cases, 
the law regarding the awards' tax status was not. In fact, both 
cases reversed lower-court decisions and drew dissents. That 
Schleier and Burke clarified tax law rather than substantive 
law is irrelevant: We bear an obligation to treat similarly- 
situated litigants similarly, and therefore to apply the law 
—or at least our understanding of the law—to all parties 
before us. Some litigants are thereby disadvantaged, but 
that disadvantage results inexorably from “the nature of 
precedent, as a necessary component of any system that 
aspires to fairness and equality.” James B. Beam, 501 U.S. at 
543,111 S.Ct. at 2447 (opinion of Souter, J.).

The Supreme Court retroactively applied tax decisions 
twice in recent years, see Harper; James B. Beam, each 
time subjecting litigants to mammoth tax liabilities. The 
Court rejected a “good faith” argument in the latter case: 
“Georgia collected in good faith what was at the time a 
constitutional tax. The Court now subjects the State to 
potentially devastating liability without fair warning.” James 
B. Beam, 501 U.S. at 558, 111 S.Ct. at 2456 (O'Connor, J., 
dissenting). In short, the policy concerns driving the majority 
opinion are familiar ones, and the Court has already rejected 
them in favor of an orderly system of justice.

2.

Dotson and the majority cite to only one authority that 
supports their position, and the Supreme Court implicitly 
overruled that case. The decision in Reese v United States, 
28 Fed.Cl. 702 (1993), affd, 24 F.3d 228 (Fed.Cir.1994), 
cited by Dotson, illustrates the correct methodology. The 
Court of Federal Claims interpreted Burke to impose “two 
distinct requirements”: The underlying suit must be tort- 
like, and the plaintiff must have received the excluded 
portion of the damage award “on account of’ personal injury. 
See id. at 710. The petitioner sought to exclude punitive 
damages awarded for claims that were definitely tort-like: 
sex discrimination, *694 sexual harassment, and intentional 
infliction of emotional distress. See id. at 703. In connection 
with the second requirement, the taxpayer contended that the 
jury's award of punitive damages should be considered to be 
compensatory rather than punitive because the law did not 
provide for recovery of punitive damages. The court rejected 
that argument, finding that characterization of the damage 
award did not depend upon subsequent legal developments. 
See id. at 711.

I agree with the straightforward analysis employed in Reese. 
Subsequent legal developments do not affect the character of 
an award and therefore do not have an impact on the second 
test. As the first test does not require characterization of the 
actual award, however, Reese does not speak to it.5

Threlkeld correctly states the first test: “The determination of 
whether damages are received on account of a personal injury 
properly depends on the nature of the claim.” Threlkeld v. 
Commissioner, 87 T.C. 1294, 1305, 1986 22061 (1986), 
affd, 848 F.2d 81 (6th Cir. 1988). The passages quoted by 
the majority discuss the problem of determining which claim 
the parties settled, not whether that claim redresses tort-like 
injuries. See id. at 1305- 06. The Threlkeld court found that the 
settlement at issue was attributable to a malicious prosecution 
claim, and “an action for malicious prosecution would be 
classified as an action for personal injuries” under state law. 
Id. at 1307. In short, the Tax Court correctly detennined that 
the plaintiff’s cause of action sounded in tort as a matter of 
substantive law, not on the facts of the case.

Finally, the Supreme Court implicitly has overruled Redfield 
v. Insurance Co. of N. Am., 940 E2d 542 (9th Cir.1991). 
Redfield holds that taxpayers may exclude awards of 
economic damages pursuant to the age discrimination in
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employment act (“ADEA”), see id. at 547; Schleier holds that 
ADEA damages are not excludable, because the act does not 
remedy tort type injuries, see Schleier, 515 U.S. at--------- 
------ , 115 S.Ct. at2166-67. The Redfield court erred in failing 
to recognize that a cause of action is tort-like only if it permits 
recovery of compensatory remedies.

The Redfield court also permitted the taxpayer to exclude 
damages awarded pursuant to state law claims because he 
“alleged [them] as tort causes of action” and “prayed for tort 
damages.” 940 F.2d at 547. The court noted that a subsequent 
state supreme court case, which held that the state law at 
issue does not permit recovery of tort damages, “cannot 
retroactively alter the character of damages already awarded.” 
See id. at 548 n. 2. Because the Ninth Circuit focused 
exclusively on the plaintiffs allegations in the underlying suit, 
rather than on the underlying cause of action, it failed to 
consider whether the subsequent ruling was relevant to the 
availability of compensatory or punitive damages under the 
cause of action, rather than under the actual award. In short, 

6the court blurred the two tests for a § 104(a)(2) exclusion.'

III.

Finally, it is important to remember the posture of this case. 
As Dotson's recovery is “gross income” within the meaning of 
26 U.S.C. § 61(a) (1994), it is tax-exempt only ifit falls within 
the personal injury exclusion of § 104(a)(2). We are therefore 
constrained by the “default rule of statutory interpretation 
that exclusions from income must be narrowly construed.”
Schleier, 515 U.S. at , 115 S.Ct. at 2163 (quoting
*695 Burke, 504 U.S. at 248, 112 S.Ct. at 1878 (Souter, J., 

concurring in judgment)). Far from construing the exclusion 
narrowly, the majority departs from controlling authority 
in order to protect an injury that Congress chose to leave 
unprotected. The McLendon settlement is simply a windfall, 
like lottery winnings or punitive damages, unrelated to any 
legally-protected personal injury. Cf. Wesson, 48 F.3d at 900 
(finding that punitive damages “may be aptly characterized as 
a windfall” and are not tax-exempt).

Accordingly, I respectfully dissent.

As Redfield preceded both Burke and Schleier, the error is 
understandable. After those cases, however, we are not free 
to let the facts of the case before us override the first Schleier 
test. The majority's reliance on the outdated Redfield opinion 
instead of Schleier, Burke, and Wesson underscores its error.
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Footnotes
1 But see, Robert Ellwood. Supreme Court's Ruling on Taxation of Discrimination Damages Provides Little Resolution. 

83 J.Tax'n 148, n. 3 (1995). (“The ‘human capital’ theory raises a thorny—and ultimately rather ludicrous problem: 
When would the recovery exceed the injured party's ‘basis,’ and could such basis increase?”) There probably exists no 
reasonable way for the Code to tax "profits” made from the return of human capital.

2 It is difficult to understand why the district court and the dissent in the present case choose to apply Medina v. Anthem 
Life Insurance Co., 983 F.2d 29, 32 (5th Cir.) cert, denied, 510 U.S. 816, 114 S.Ct. 66, 126 L.Ed.2d 35 (1993), a post
settlement Fifth Circuit precedent for the purposes of taxing a settlement of litigation which arose and was concluded 
previously in the Third Circuit. The question of which circuit's interpretation of ERISA should apply is only one of the 
complicated issues that courts would unearth by engaging in the redundant process of retroactively classifying good faith 
settlements for tax purposes.

3 Judicial inquiry into the motives of taxpayers and those from whom they receive income is not unprecedented in the Tax 
Code. The exclusion of gifts from federal income taxation requires an inquiry into the motive of the donor to distinguish 
gifts from wages or business transactions. Commissioner v. Duberstein, 363 U.S. 278, 80 S.Ct. 1190, 4 L.Ed.2d 1218 
(1960). When the remedies available under the law are unclear at the time of a settlement, as in the instant case, the 
true nature of the settlement will also include some degree of inquiry into motive of the parties.

4 While the government now disputes the validity of the McLendon parties' reliance on Ingersoll, the Solicitor General 
agreed with the appellant's position in an amicus brief submitted to the Supreme Court in Mertens. The government there
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cited Ingersoll for the proposition that ERISA's § 502(a) allows broad compensatory relief. Brief for the United States as 
Amicus Curiae Supporting Petitioners, Mertens, 508 U.S. 248, 113 S.Ct. 2063, 124 L.Ed.2d 161 (1993).

1 Commissioner v. Schleier, 515 U.S. 323, ■,115 S.Ct. 2159, 2167, 132 L.Ed.2d 294 (1995) (emphasis added); see
also Wesson v. United States, 48 F.3d 894, 897 (5th Cir.1995) (stating that “the threshold inquiry ... is to determine if the 
underlying cause of action seeks to redress a personal injury”) (emphasis added).

2 This fundamental principle of adjudication does not rest on the formalist belief that judges do not “make” law. Instead, 
“the rules that necessarily govern our hierarchical federal court system” dictate that the Supreme Court's interpretation
of a statute is correct, and all other readings are wrong. Rivers, 511 U.S. at , 114 S.Ct. at 1519.

3 The majority observes that a "complicated issue ]” would arise if a taxpayer settled a case in light of the settled law of 
one circuit and later litigated his right to an exclusion in a different circuit. See op. at 687 n. 2. That scenario would occur 
only in rare instances where (1) circuits split on the liability issue, (2) the taxpayer settled his claim, and (3) the taxpayer 
either (a) chose not to litigate in his home state or (b) participated in a multi-state class action.

This case does not present such a circumstance. Whether the Third Circuit would have reached the same result as we did 
in Medina is irrelevant, as the Supreme Court settled the question in Mertens. In any event, few legal rules are perfect, and 
to the extent that the majority has identified an anomaly, it belongs to Schleier and Burke, which we are bound to follow.

4 In addition, I fail to understand why application of Mertens would cause an unjust result. Dotson's behavior was in no 
way affected by an incorrect interpretation of ERISA: He found himself wronged against his will, sought the only possible 
legal recourse, and accepted the best available settlement. In fact, if the parties to McLendon had construed ERISA 
correctly, Dotson would have received a far smaller settlement. That Dotson already received one lucky break hardly 
makes it unjust to deny him another.

5 The same is true of cases such as Howard v. Commissioner, 447 F.2d 152 (5th Cir.1 971), that decline to recharacterize 
settlement proceeds based upon the merits of the underlying claims.

6 Redfield might also be distinguishable on the ground that it involved a change or clarification of state law by a state court. 
Cf. Harper, 509 U.S. at 100, 113 S.Ct. at 2519 (recognizing that state courts may be able to limit the retroactive effect 
of their declarations of state law).

End of Document © 2022 Thomson Reuters. No claim to original U.S. 
Government Works.
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West Headnotes (5)

[1] Federal Courts Altering, amendino)
modifying, or vacating judgment or order; 
proceedings after judgment

District court's denial of motion for relief from 
final judgment, sought on ground that judgment 
had been satisfied, is reviewed for abuse of 
discretion. Fed.Rules Civ.Proc.Rule 60(b)(5), 28 
U.S.C.A.

Nos. 97-3233, 97-3667.
7 Cases that cite this headnote

I
Submitted April 16, 1998. [2] Internal Revenue Withholding from

I
Decided Oct. 2, 1998.

Synopsis
Applicant for employment brought action against company 
under Age Discrimination in Employment Act (ADEA) and 
Nebraska law. The United States District Court for the 
District of Nebraska, 910 F.Supp. 1451, entered judgment for 
employee on ADEA claims and denied company's motion 
for judgment as matter of law, for new trial, or to alter or 
amend judgment. Company appealed, and employee cross
appealed. The Court of Appeals, 110 F.3d 635, affirmed in 
part, reversed district court's decision to submit front pay 
award to the jury, and remanded for entry of judgment on 
district court's corollary front pay finding. On remand, the 
District Court, Richard G. Kopf, J., denied company's request 
for relief from final judgment based on purported satisfaction 
of judgment, and partially granted applicant's request for 
judgment on supersedeas bond. Company appealed. The 
Court of Appeals, Hansen, Circuit Judge, held that front and 
back pay awards to job applicant did not constitute “wages” 
triggering a withholding requirement on part of company, 
and, thus, company had no authority to reduce amount of the 
final judgment by withholding payroll taxes.

wages

Front and back pay awards in job applicant's 
ADEA action were not “wages” triggering a 
withholding requirement on part of defendant 
company, and, thus, company had no authority 
to withhold payroll taxes on the awards, since 
plaintiff was not “employee” at time of the 
discrimination from which judgment arose; 
plaintiff applied for job with company, but was 
never hired due to company's age discrimination, 
and he did not gain status as employee through 
his suit. 26 U.S.C.A. §§ 3121, 3402(a)(1); Age 
Discrimination in Employment Act of 1967, § 2 
et seq., 29 U.S.C.A. § 621 et seq.; 26 C.F.R. §§ 
31.3121(a)-!, 31.340l(c)-l(d).

11 Cases that cite this headnote

[3] Internal Revenue Revenue rulings and
letter rulings

A revenue ruling cannot alter plain language of 
relevant statute.

Affirmed. [4] Internal Revenue O- Withholding from 
wages

Internal Revenue Code requires withholding for 
wages arising out of an employment relationship, 
not for judgment representing wages upon loss 
of a prospective employment relationship. 26 
U.S.C.A. §§ 3121, 3402(a)(1); 26 C.F.R. §§ 
31.3121 (a)-l, 31.3401 (c)-l(d).
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3 Cases that cite this headnote

[5] Internal Revenue C= Damages

Although front and back pay awards in job 
applicant's ADEA action were not “wages” 
triggering a tax withholding requirement on part 
of defendant company, they were income and had 
to be included in applicant's gross income and 
reported as required by Internal Revenue Service 
(IRS). 26 U.S.C.A. § 3121; Age Discrimination 
in Employment Act of 1967, § 2 et seq., 29 
U.S.C.A. § 621 et seq.

6 Cases that cite this headnote

Attorneys and Law Firms 

*583 Carole Jean McMahon-Boies, Lincoln, NE, argued, 
for appellee.

Jerry L. Pigsley, Lincoln, NE, argued (Maren L. Chaloupka, 
on the brief), for appellant.

Before FAGG, JOHN R. GIBSON, and HANSEN, Circuit 
Judges.

Opinion

HANSEN, Circuit Judge.

In this employment age discrimination suit, McCormick & 
Company (McCormick) appeals a Rule 60(b)(5) order of 
the district court,1 denying McCormick's request for relief 
from a final judgment entered in favor of Richard Newhouse. 
McCormick argues that it should be released from the 
judgment for its tender of payment after withholding federal 
and state taxes on the front and back pay awards. The district 
court concluded that McCormick had no authority to reduce 
the amount of the final judgment by withholding payroll 
taxes. McCormick also appeals an order partially granting 
Newhouse's request for judgment on the supersedeas bond. 
We affirm.

The facts underlying the judgment in this case are reported 
more fully in our prior opinion. See Newhouse V McCormick 
& Co., 110 F.3d 635 (8th Cir. 1997). We briefly review them 
here. Newhouse worked for McCormick as a spice sales 
representative for a period of approximately 23 years until his 
termination in 1987, when McCormick eliminated its direct 
sales force, opting instead to use a food broker to sell its 
spices. (Newhouse never challenged his 1987 termination and 
its only relevance to the present appeal is as background 
information.) For the next five years, Newhouse worked as a 
sales representative for a food broker.

In 1992, Newhouse applied anew for a position as sales 
representative with McCormick, but his application was 
ultimately denied on the basis of his age. Newhouse then 
brought suit against McCormick, alleging age discrimination 
in violation of the Age Discrimination in Employment Act 
(ADEA), 29 U.S.C. §§ 621-634 (1994), and in violation 
of the Nebraska Act Prohibiting Unjust Discrimination in 
Employment Because of Age, Neb.Rev.Stat. §§ 48 1001 
through 48-1010 (Reissue 1993). Following a jury trial on 
the ADEA claim, Newhouse obtained a favorable judgment 
comprised of back pay, front pay, and liquidated damages. 
McCormick appealed, and this court affirmed the awards of 
*584 back pay and liquidated damages; we also affirmed 

the decision to award front pay but remanded to allow the 
district court to enter judgment on its own determination of 
the proper amount of front pay, holding that the front pay issue 
was equitable in nature and should not have been submitted to 
the jury. SeeNewhouse, 110 F.3d at 642-43,644.2 The district 
court entered final judgment in the amounts of $59,426.76 in 
back pay, $84,062 in front pay in lieu of reinstatement, and 
$59,426.76 in liquidated damages.

Following entry of the final judgment, McCormick tendered 
two checks to Newhouse in an attempt to satisfy the judgment. 
McCormick stated that the first check, in the amount of 
$88,567.19, represented the back pay and front pay awards 
less amounts withheld by McCormick to satisfy payroll 
withholding requirements for state and federal taxes on those 
amounts. The second check, in the amount of $111,799.56, 
represented the liquidated damages award, attorney's fees, 
taxable costs, and interest. Newhouse refused to accept the 
checks because McCormick did not tender the full amount of 
the judgment.

I. McCormick sought an order pursuant to Federal Rule of Civil 
Procedure 60(b)(5) to relieve it from the judgment on grounds 
that it had tendered full payment. The district court denied
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the motion on August 7, 1997, ruling that a judgment debtor 
cannot unilaterally reduce the amount of the judgment on the 
basis of the judgment holder's potential income tax liability. 
To obtain full satisfaction on his judgment, Newhouse sought 
judgment against the supersedeas bond McCormick had 
posted. McCormick filed a notice of appeal from the Rule 
60(b)(5) order and also moved this court for a stay of the 
judgment pending appeal.

On September 24, 1997, a panel of this court entered an 
order granting in part McCormick's motion to stay execution 
on the judgment, but only to the extent McCormick could 
demonstrate to the district court that it had already remitted 
the payroll taxes to the taxing authorities. The district court 
then held a hearing on Newhouse's motion for release of the 
supersedeas bond. The district court found that McCormick 
had not remitted any money to the United States Internal 
Revenue Service (IRS) as payroll withholdings for Newhouse 
(the evidence showed that while McCormick had originally 
remitted funds for Newhouse's account, it had then used 
them as a credit against other withholding obligations with 
the IRS after Newhouse refused to accept the less-than-full- 
amount checks). The district court found that McCormick had 
remitted $8,609.33 to the Nebraska state taxing authorities 
as withholdings on Newhouse's awards. On September 29, 
1997, the district court entered an order finding Newhouse 
entitled to judgment against the supersedeas bond for the sum 
of $251,647.56, with interest continuing to accrue, and stayed 
execution on the $8,609.33, which McCormick had paid to 
the Nebraska state taxing authorities. Thus, the district court 
granted in part and denied in part Newhouse's motion for 
release of the bond. McCormick appeals this order as well.

II.

We review the district court's denial of “service” need not only be productive activity but alsoUI [2]
McCormick’s Rule 60(b)(5) motion for an abuse of discretion. 
Tungseth v Mutual of Omaha Ins. Co., 43 E3d 406, 409 (8th 
Cir. 1994). Rule 60(b)(5) allows the district court to relieve 
a party from a final judgment if the judgment has been 
satisfied. McCormick contends that its tender of payment on 
the front and back pay awards, less payroll taxes, satisfied the 
judgment and was necessary to avoid IRS penalties against 
it for nonpayment of withholding taxes. To the contrary, the 
district court concluded that McCormick had no authority to 
unilaterally reduce tire amount of the sum certain judgment 
entered against it, and refused to relieve McCormick of 

the judgment. For reasons that follow, we find no abuse of 
discretion.

The key question in this appeal is whether Newhouse's front 
and back pay awards constitute “wages,” thus triggering a 
withholding *585 requirement on the part of McCormick. 
The Internal Revenue Code provides that “every employer 
making payment of wages shall deduct and withhold upon 
such wages a tax determined in accordance with tables or 
computational procedures prescribed by the Secretary.” 26 
U.S.C. § 3402(a)(1) (1994). The Code defines wages broadly 
as “all remuneration for employment,” unless specifically 
excepted. 26 U.S.C. § 3121(a); 26 C.F.R. 31.3121(a)-] 
(1998). “Remuneration for employment” constitutes wages 
regardless of the name by which it is designated and even 
though the employer and employee relationship no longer 
exists at the time the remuneration is paid. 26 C.ER. 
§ 3121(a)—1(c), (i). Employment “means any service, of 
whatever nature, performed... by an employee for the person 
employing him.” 26 U.S.C. § 3121(b). An employee is “any 
individual who, under the usual common law rules applicable 
in determining the employer-employee relationship, has the 
status of an employee.” Id. § 3121(d). The plain language of 
these statutes indicates the importance of demonstrating an 
employer-employee relationship in order to label an award as 
wages for purposes of triggering the withholding requirement.

The Supreme Court has held that a back pay award to an 
employee wrongfully discharged under the National Labor 
Relations Act constituted “wages” under the Social Security 
Act of 1935, which defined wages and employment in terms 
identical to the definitions found in the Internal Revenue 
Code. See Social Sec. Bd. v. Nierotko, 327 U.S. 358, 362- 
70,66 S.Ct. 637, 90 L.Ed. 718 (1946). The Court recognized 
that the terms “wages” and “employment” are broadly 
defined “to import breadth of coverage” and explained that 

encompasses “the entire employer-employee relationship 
for which compensation is paid.” Id. at 365 66, 66 S.Ct. 
637: see also Mayberry v United States, 151 F.3d 855, 
860 (8th Cir. 1998). We recently applied these principles 
in Mayberry, where we held that a settlement award in 
an ERISA class action suit brought by former employees 
constituted wages under 26 U.S.C. § 3121(a) for purposes 
of withholding. Id. We reached this conclusion despite the 
fact that the award was structured to avoid characterizing 
the settlement payment as either income or wages, and 
despite the fact that the class members already had been 
compensated in full for services they actually rendered.
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Id. at 857, 860. Crucial to our determination was that the 
class members' employment relationship had been factored 
into the award; under such circumstances, we held that 
the award was properly characterized as wages. Id. at 860. 
Treasury regulations instruct that “[w]hether the relationship 
of employer and employee exists will in doubtful cases be 
determined upon an examination of the particular facts of each 
case.” 26 C.F.R. § 31.3401 (c)-l (d).

The particular facts of the present case illustrate that 
there is simply no basis for concluding that a current or 
previous employer-employee relationship existed between 
Newhouse and McCormick that would justify McCormick 
in withholding payroll taxes from the front and back pay 
awards on the ADEA judgment. Newhouse applied for a job 
with McCormick and due to McCormick’s age discrimination, 

3he was never hired as an employee. We have found no 
authority for holding that a job applicant has the status of 
an employee under common law rales, and Newhouse did 
not gain the status of an employee through his suit. The 
remedies Newhouse obtained through suit did not include 
being given the job for which he applied; instead, he became a 
judgment creditor by receiving a judgment including awards 
of front and back pay which represent the wages he would 
have earned if he would have been hired. Thus, at the time 
of the discrimination from which the judgment in this case 
arose, Newhouse had no employer-employee relationship of 
any type with McCormick.

McCormick cites no case in which a court has found 
the existence of an employment relationship that justifies 
payroll tax withholding on a back pay award absent an 
existing employment relationship (i.e., in the context *586 
of wrongful denial of a promotion) or at least a preexisting 
employment relationship that was cut short by an involuntary 
separation or termination out of which the back pay award 
arose (i.e., in the context of a discriminatory discharge or 
forced retirement). The United States, as amicus curiae, 
supports McCormick's assertion that it was obligated to 
withhold federal payroll taxes on both the back pay and front 
pay awards, but similarly offers little authority directly on 
point, admitting that “the cited authorities generally involve 
situations where an employment relationship existed but was 
improperly severed.” (Amicus Br. at 9.)

The United States cites one case to support the proposition 
that an employment relationship may be inferred where a 
job applicant was not hired. See Melani v Bd. of Higher 
Educ., 652 F.Supp. 43 (S.D.N.Y.1986), affd, 814 F.2d 

653 (2d Cir. 1987) (unpublished). The plaintiffs in the suit 
prevailed on a claim of gender discrimination arising from 
their unsuccessful applications for a university position. The 
district court's opinion required the defendant university 
to withhold taxes on their back pay award for loss of 
prospective employment. Unsupported by any analysis, the 
opinion merely announces the conclusion that back pay 
settlements are wages, citing three revenue rulings in support. 
With respect, we find this unpersuasive. Two of the revenue 
rulings are now listed by the IRS as obsolete, and all 
three involved circumstances where an actual employment 
relationship existed, not prospective employment. See id. at 
48. The case offers no rationale for extending the employee
employer status for withholding purposes to persons who 
have never been hired. In every other case cited by the parties 
and revealed by our own research, a preexisting employment 
relationship between the parties triggered the withholding 
requirement as to back pay awards. See, e.g., Mayberry, 
151 F.3d at 860 (holding former employees' class action 
settlement constituted wages); Blim v. Western Elec. Co., 731 
F.2d 1473, 1476, 1480 n. 2 (10th Cir.) (holding back pay 
is subject to withholding where employees did not receive 
promotions), cert, denied sub nom. AT & T Tech. Inc. v Blim, 
469 U.S. 874, 105 S.Ct. 233, 83 L.Ed.2d 161 (1984).

[31 The United States points to one revenue ruling 
(cited in the factual background section of Melani ) 
where an award for a refusal to hire was considered 
wages for withholding purposes, though no actual or 
previous employment relationship existed. See Rev. Rui. 
78-176, 1978-1 C.B. 303 (holding that when wrongful 
discrimination precludes the formation of an employer
employee relationship under the usual rules to be applied, 
compensatory payments made are considered wages for 
purposes of withholding). In our view, this agency ruling is 
out of step with the plain statutory language, which defines 
wages in terms of an employee-employer relationship. The 
statute defines employees in terms of “the usual common 
law rules applicable in determining the employer-employee 
relationship.” 26 U.S.C. § 3121(d) (emphasis added). To 
the contrary, Revenue Ruling 78-176 concludes that back 
pay for loss of prospective employment constitutes wages, 
relying on Congress's intent through Title VII to allow 
compensatory payments even where the employer's wrongful 
discrimination “precluded the existence of an employer
employee relationship under the usual rales to be applied in 
determining that relationship.” Although the compensatory 
award is proper, it does not constitute wages under the Tax 
Code unless it meets the statutory definition, and a revenue
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tilling cannot alter the plain language of the statute. See 
Mercantile Bank & Trust Co. v. United States, 441 F.2d 364, 
368 (8th Cir. 1971) (holding revenue rulings are not binding 
on courts and conflicts between a revenue ruling and a statute 
must be resolved by the statute). Ruling 78-176 also relies 
on Supreme Court precedent, citing Nierotko; but in that 
case, contrary to the revenue ruling, the Supreme Court found 
that Mr. Nierotko was an employee whom the employer had 
wrongfully attempted to terminate. 327 U.S. at 365, 66 S.Ct. 
637 (stating, “[s]ince Nierotko remained an employee under 
the definition of the Labor Act, although his employer had 
attempted to terminate the relationship, he had ‘employment’ 
under that Act” sufficient to satisfy the broad language of 
the statute defining wages). Accordingly, *587 we are not 
persuaded by Revenue Ruling 78-176.

[4] In our view, Newhouse's back pay award does not 
represent wages in the context presented here because 
Newhouse was not an employee for withholding purposes 
within the meaning of the Tax Code at the time of the 
discrimination resulting in the judgment, and the judgment 
did not arise out of any previous employment relationship. 
While the definitions of wages and employment are to be 
broadly construed, we hesitate to stretch them to cover a 
situation that never involved either wages or employment. 
Any such redefinition of those terms is a job for the Congress, 
not the federal courts. The Tax Code requires withholding 
for wages arising out of an employment relationship, not for 
a judgment representing wages upon loss of a prospective 
employment relationship.

withholding requirement. Thus, McCormick had no duty or 
authority to withhold payroll taxes on either the back or 
front pay awards in this case. The absence of a current 
or previous employment relationship precludes application 
of the withholding requirement altogether and effectively 
eliminates the need for us to address each of McCormick's 
remaining arguments.

[5] We note that although the front and back pay awards 
are not wages in this context, they are income and must 
be included in Newhouse's gross income and reported as 
required by the IRS. See Commissioner ofInternal Revenue v. 
Schleier, 515 U.S. 323, 327, 115 S.Ct. 2159,132 L.Ed.2d 294 
(1995) (holding an ADEA recovery not excludable from gross 
income), United States v Burke, 504 U.S. 229,242,112 S.Ct. 
1867,119 L.Ed.2d 34 (1992) (holding a payment in settlement 
of a Title VII back pay claim was not excludable from gross 
income). Newhouse admitted as much at oral argument.

We conclude that the district court did not abuse its discretion 
by denying McCormick's Rule 60(b)(5) motion for release 
from the judgment. Additionally, because we agree with the 
district court that McCormick's tendered payment did not 
satisfy the judgment, we conclude that the district court 
did not abuse its discretion in granting judgment on the 
supersedeas bond and requiring interest to continue to accrue. 
The partial stay we entered on September 24, 1997, is hereby 
dissolved.

III.
McCormick and the United States argue that the courts 
have all treated back pay awards resulting from improper 
dismissal as subject to withholding, so front pay should 
be treated similarly because both types of award represent 
wages for services that would have been rendered absent 
discrimination. We need not address the merits of this 
argument in light of our conclusion that no previous or present 
employment relationship existed in this case to trigger the

Accordingly, we affirm the judgment of the district court.

All Citations

157 F.3d 582, 77 Fair Empl.Prac.Cas. (BNA) 1569, 82
A.F.T.R.2d 98-6576, 98-2 USTC P 50,768

Footnotes
1 The Honorable Richard G. Kopf, United States District Judge for the District of Nebraska.

2 Subsequently, we also entered a judgment awarding appellate attorney's fees. See Newhouse v. McCormick. 130 F.3d 
302 (8th Cir.1997).

3 Newhouse's prior employment with McCormick and his 1987 termination are totally unrelated to the situation out of which 
the current judgment arises, and thus we do not consider that prior unrelated employment relationship in the context of 
the present dispute.
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This Chief Counsel Advice responds to your request for assistance. This advice may 
not be used or cited as precedent.

LEGEND

Corporation X

ISSUES

Whether payments (“late payment penalties”) that an employer (Corporation X) is 
required to make under California (State) law to a terminated or quitting employee if the 
employer fails to pay the employee’s final wages within the required time period 
provided by State law, are wages for purposes of the Federal Insurance Contributions 
Act (FICA), the Federal Unemployment Tax Act (FUTA), and federal income tax 
withholding.

CONCLUSIONS

The payment of the late payment penalties is not wages for FICA, FUTA, and federal 
income tax withholding purposes.
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FACTS

Corporation X was required to pay the late payment penalties when it failed to pay final 
paychecks by the due date provided under State law.

Section 203 of the California State Labor Code provides for the late payment penalty 
(also referred to as the waiting time penalty) if an employer willfully fails to pay, without 
abatement or reduction, in accordance with the due dates imposed by the State Labor 
Code governing the payment of wages, any wages of an employee who is discharged 
or who quits. Under section 203, if the late payment penalty applies, “the wages of the 
employee shall continue as a penalty from the due date ... [of the final paycheck] at the 
same rate until paid or until an action therefor is commenced; but the wages shall not 
continue for more than 30 days.” An employee who secretes or absents himself or 
herself to avoid payment to him or her, or who refuses to receive the payment when 
fully tendered to him or her, including any penalty then accrued under this section, is not 
entitled to any late payment penalty for the time during which he or she so avoids 
payment.

The State Labor Office (California Department of Industrial Relations) website provides 
that the late payment penalty under section 203 of the State Labor Code “does not 
require that the employer intended the action or anything blameworthy, but rather that 
the employer knows what he is doing, that the action occurred and is within the 
employer’s control, and that the employer fails to perform a required act.” The website 
also provides that the penalty does not apply if there is a “good faith dispute” whether 
the wages are due. The website provides that in order for the penalty to apply, there 
must be a true employer-employee relationship and a quit or a discharge, which 
includes a layoff. The penalty applies to the willful failure to pay “any wages,” which 
references the definition of “wages” in the State Labor Code. The website provides that 
“all compensation must be considered in determining if all wages due were paid as 
prescribed by law.”

The penalty under section 203 of the State Labor Code is based on the employee’s 
daily rate of pay and is calculated by multiplying the daily wage (average wage on 
working days) by the number of days that the employee was not paid, up to a maximum 
of 30 days. Overtime wages are included in calculating the penalty only if overtime is 
regularly scheduled each week. Thus, occasional or infrequent overtime is not included 
in the calculation of the daily rate of pay for purposes of computing the penalty. The 30- 
day period is calendar days, and includes weekends and holidays and any other days 
that the employee would not normally work. Payment of the wages or the 
commencement of an “action” stops the penalty from accruing. Filing a complaint in 
court commences an action. An employee’s filing a claim with the State Labor Office is 
not considered the commencement of an action, and does not stop the penalty from 
accruing. The State Labor Office website states that payment of the late payment 
penalty is not wages and that no deductions are taken from the penalty payment.
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The Supreme Court of California has held that the late payment penalty under section 
203 of the State Labor Code may not be recovered as restitution under the State Unfair 
Competition Law (UCL), in contrast to unpaid wages that give rise to the penalty. 
Pineda v. Bank of America, 241 P.3d 870 (2010). The court noted that once earned, 
unpaid wages become property to which the employee is entitled and thus can recover 
as restitution. The court stated that “by contrast, permitting recovery of section 203 
penalties would not restore the status quo by returning to the plaintiff funds in which he 
or she has an ownership interest.” The court further stated, at 241 P.3d 878-879, as 
follows with respect to the late payment penalty:

Section 203 is not designed to compensate employees for work performed. 
Instead, it is intended to encourage employers to pay final wages on time, and to 
punish employers who fail to do so. In other words, it is the employers’ action (or 
inaction) that gives rise to section 203 penalties. The vested interest in unpaid 
wages, on the other hand, arises out of the employees’ action, i.e., their labor. 
Until awarded by a relevant body, employees have no comparable vested 
interest in section 203 penalties. We thus hold section 203 penalties cannot be 
recovered as restitution under the UCL.

LAW AND ANALYSIS

Section 3101 and 3111 of the Internal Revenue Code (Code) impose FICA taxes on 
“wages.” The term “wages” is defined in section 3121(a) for FICA purposes as all 
remuneration for employment, with certain specific exceptions. Section 3121(b) defines 
“employment” as any service, of whatever nature, performed by an employee for the 
person employing him, with certain specific exceptions.

FUTA tax is imposed on employers by section 3301. Although there are differences in 
the statutory exceptions concerning what constitutes wages and employment, the 
general definitions of the terms “wages” and “employment” for FUTA purposes are 
similar to the definitions for FICA purposes.

Section 3402(a), relating to income tax withholding, generally requires every employer 
making a payment of wages to deduct and withhold upon those wages a tax determined 
in accordance with prescribed tables or computational procedures. The term “wages” is 
defined in section 3401(a) for Federal income tax withholding purposes as all 
remuneration for services performed by an employee for his employer, with certain 
specific exceptions.

Sections 31.3121(a)-1(c), 31.3306(b)-1(c), and 31.3401 (a)-1 (a)(2) of the Employment 
Tax Regulations provide that the name by which remuneration for employment is 
designated is immaterial. Thus, salaries, fees, bonuses, and commissions on sales or 
on insurance premiums, are wages if paid as compensation for employment.

Sections 31.3121 (a)-1 (d), 31.3306(b)-1(d), and 31.3401 (a)-1 (a)(3) of the regulations 
provide that generally the basis upon which the remuneration is paid is immaterial in
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determining whether the remuneration is wages. Thus, it may be paid on the basis of 
piecework, or a percentage of profits; and it may be paid hourly, daily, weekly, monthly, 
or annually.

Section 31.3121(b)-3(b) defines employment for FICA purposes as including services 
performed by an employee for an employer, unless specifically excepted under section 
3121(b). With respect to the FUTA, section 31.3306(c)-2(b) provides that services 
performed within the United States by an employee for the person employing him, 
unless specifically excepted under section 3306(c), constitute employment for FUTA 
purposes.

Sections 31.3121 (a)-1 (i), 31.3306(b)-1(i), and 31.3401 (a)-1 (a)(5) of the regulations 
provide that remuneration for services, unless such remuneration is specifically 
excepted by the statute, constitutes wages even though at the time paid the relationship 
of employer and employee no longer exists between the person in whose employ the 
services were performed and the individual who performed them.

Section 31.3401 (a)-1 (a)(4) provides that any payments made by an employer to an 
employee on account of dismissal, that is, involuntary separation from the service of the 
employer, constitute wages regardless of whether the employer is legally bound by 
contract, statute, or otherwise to make such payments.

In United States v. Quality Stores, Inc., 572 U.S. (2014), the United States Supreme
Court held that severance payments made to employees who were involuntarily 
terminated are wages for purposes of the FICA. The Court noted the broad definition of 
wages in the FICA in section 3121(a) as “all remuneration for employment,” and the 
broad interpretation that the Supreme Court has given “wages” in Social Security Bd. v. 
Nierotko, 327 U.S. 358 (1946), and Mayo Foundation for Medical Ed. and Research v.
United States, 562 U.S. (2011). The Court also noted that “employment is defined 
in section 3121(b) as ‘any service, of whatever nature, performed ... by an employee for 
the person employing him.’” The Court cited Nierotko to the effect that the term 
“service” in the definition of “employment” means “not only work actually done but the 
entire employer-employee relationship for which compensation is paid to the employee 

»by the employer.

Rev. RuL 2004-110, 2004-50 I.R.B. 960, holds that an amount paid to an employee as 
consideration for cancellation of an employment contract and relinquishment of contract 
rights is ordinary income and wages for purposes of the FICA, the FUTA, and federal 
income tax withholding. Rev. RuL 2004-110 holds that employment for purposes of 
FICA, FUTA, and federal income tax withholding encompasses the establishment, 
maintenance, furtherance, alteration, or cancellation of the employer-employee 
relationship or any of the terms and conditions thereof.

Rev. Rui. 72-268, 1972-1 C.B. 313, concerns the employment tax status of payments 
for previously unpaid minimum wages, unpaid overtime compensation, and liquidated
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damages under the Fair Labor Standards Act of 1938 (FLSA) and the Walsh-Healy 
Government Contracts Act. Liquidated damages equal to the amount of the unpaid 
minimum wages or unpaid overtime compensation recovered are payable under the 
FLSA unless the employer shows to the satisfaction of the court that the act or omission 
giving rise to the unpaid minimum wages or unpaid overtime compensation was in good 
faith and that the employer had reasonable grounds for believing that its act or omission 
was not a violation of the FLSA. 29 U.S.C. 260. Generally, the liquidated damages are 
paid directly to the affected employees pursuant to the order of the Secretary of Labor. 
Rev. Rui. 72-268 holds that since the payments of unpaid minimum wages and unpaid 
overtime compensation are remuneration for employment, the payments are wages for 
federal employment tax purposes (FICA, FUTA and federal income tax withholding), 
whether the amounts are paid as a result of a judgment of a court or in accordance with 
a stipulation or settlement reached by the parties involved. The ruling further holds that 
since payments representing liquidated damages made by an employer to its 
employees pursuant to 29 U.S.C. 216(b) of the FLSA are not remuneration for 
employment, they are not wages for federal employment tax purposes. The ruling notes 
that such liquidated damages payments are includible in the gross income of the 
employee.

The late payment penalty in this case is different from severance pay because it is 
based on the employer’s failure to pay final wages on a timely basis. It is imposed by 
state law because of the employer’s action or inaction with respect to the final 
paycheck. The employee has no right to payment of the late payment penalty based on 
the service of the employee; it only applies if the employer fails to pay wages on a 
timely basis. The payment of the late payment penalty also does not satisfy the 
definition of wages in Rev. RuL 2004-110 because the penalty is not part of the terms 
and conditions of employment, but a separate statutorily imposed penalty.1

The late payment penalty is similar to the liquidated damages in Rev. RuL 72-268 that 
were held not to be wages for employment tax purposes. The late payment penalty is 
a statutorily-imposed penalty for employer misconduct that is additional to the 
employee’s wages. The penalty varies in amount based on the extent of the employer’s 
misconduct (i.e., the number of days that the employer fails to pay the wages after the 
due date) rather than the level of services performed by the employee, and is not a 
substitute for the employer’s liability for the payment of wages.2 Based on Rev. Rui. 72- 
268, we conclude that the payment of the late payment penalty is not wages for federal 
employment tax purposes.

1 The state law requirement for the payment, by itself, does not take the payment out of the definition of 
wages. Many legally mandated benefits are wages for employment tax purposes. The distinguishing 
factor here is that the late payment penalty is a state-imposed penalty on the employer for its action.
2 In fact, because the penalty is based on calendar days rather than work days, the penalty amount is not 
the same as the amount of wages the employee would have received if still working during the period the 
penalty is imposed.
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CASE DEVELOPMENT, HAZARDS AND OTHER CONSIDERATIONS

Our conclusion about the California late payment penalty under section 203 of the 
California Labor Code only applies to that penalty. Specifically, it does not apply to the 
meal and rest period payments made under California Labor Code Section 226.7. 
Under that provision, if an employer fails to provide an employee a meal period or rest 
period in accordance with State requirements, the employer must pay the employee one 
additional hour of pay at the employee’s regular rate of compensation for each day that 
the meal or rest period is not provided. Because the meal and rest period payments are 
essentially additional compensation for the employee performing additional services 
during the period when the meal and rest periods should have been provided, it appears 
those payments would be wages for federal employment tax purposes.

This writing may contain privileged information. Any unauthorized disclosure of this 
writing may undermine our ability to protect the privileged information. If disclosure is 
determined to be necessary, please contact this office for our views.

Please call (202) 317-4774 if you have any further questions.
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Dear

This letter responds to your request for information dated December 05, 2015, 
concerning the proper form for employers to use in reporting payments (“waiting time 
penalties”) made under State of California Law by employers to a terminated or quitting 
employee if the employer fails to pay the employee’s final wages within the required 
time period provided by State law.

You asked whether the payments should be reported on Form 1099-MISC, 
Miscellaneous Income, or Form W-2, Wage and Tax Statement. In an oral response to 
a telephone inquiry from your firm, we indicated that the correct form for reporting the 
penalty is Form 1099-MISC. After your office received our response, you transmitted a 
letter indicating the reasons that you think the waiting time penalty should be reported 
on Form W-2 rather than Form 1099-MISC. Your position is based on your 
interpretation of section 1.6041 -2(a)(1) of the regulations. It is your view that the 
reference to other “compensation” in the regulations that is required to be reported on 
Form W-2 is not referring to just compensation for services, but to any payment made to 
the employee by the employer that is includible in the gross income of the employee 
and not specifically subject to reporting under another provision or form. If, contrary to 
your view, the penalty is required to be reported on Form 1099-MISC, you have also 
asked whether any penalties would apply if the employer reported the amounts on Form 
W-2 rather than Form 1099-MISC.

Section 203 of the California State Labor Code imposes the waiting time penalty if an 
employer willfully fails to pay, without abatement or reduction, in accordance with the 
due dates imposed by the State Labor Code governing the payment of wages, any 
wages of an employee who is discharged or who quits. Under section 203, if the 
waiting time penalty applies, “the wages of the employee shall continue as a penalty 
from the due date ... [of the final pay] at the same rate until paid or until an action 
therefor is commenced; but the wages shall not continue for more than 30 days.” An
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employee who secretes or absents himself or herself to avoid payment, or who refuses 
to receive the payment when fully tendered, including any penalty then accrued under 
this section, is not entitled to any waiting time penalty for the time during which he or 
she so avoids payment.

The penalty under section 203 of the State Labor Code is based on the employee’s 
daily rate of pay and is calculated by multiplying the daily wage (average wage on 
working days) by the number of days that the employee was not paid, up to a maximum 
of 30 days. Overtime wages are included in calculating the penalty only if overtime is 
regularly scheduled each week. Thus, occasional or infrequent overtime is not included 
in the calculation of the daily rate of pay for purposes of computing the penalty. The 30- 
day period is calendar days, and includes weekends and holidays and any other days 
that the employee would not normally work. Payment of the wages or the 
commencement of an “action” stops the penalty from accruing. Filing a complaint in 
court commences an action. An employee’s filing a claim with the State Labor Office is 
not considered the commencement of an action, and does not stop the penalty from 
accruing. The State Labor Office website states that payment of the waiting time 
penalty is not wages and that no deductions are taken from the penalty payment.

There is no dispute that, under the broad definition of gross income for federal income 
tax purposes, the waiting time penalty is includible in the gross income of the former 
employee who receives the payment. The waiting time penalty, although includible in 
gross income, appears to be in the nature of a penalty for the behavior of the employer 
that would not be wages for purposes of federal employment taxes.1 See Rev. RuL 72- 
268, 1972-1 C.B. 313, which in part holds that liquidated damages paid under the Fair 
Labor Standards Act (FLSA) to an employee are not wages for federal employment tax 
purposes. The liquidated damages paid under the FLSA are similar to the waiting time 
penalty in that each is designed to punish employer conduct, and each is paid in 
addition to the wages the employer is obligated to pay to the employee.

Payments of rent, salaries, wages, compensation, or other fixed or determinable income 
are reportable under section 6041 of the Internal Revenue Code. Generally, such 
payments are reported on a Form 1099 per regulations §1.6041-1(a)(2). However, the 
regulations provide instances where other forms should be used for reporting, such as 
for payments to beneficiaries of a trust or estate (reportable on Form 1041) and 
payments of compensation from an employer to an employee (reportable on Form W-2). 
Section 1.6041-2(a)(1) specifies that wages, as defined in section 3401, and other 
“compensation” paid by an employer to an employee in the course of the employer’s 
trade or business shall be reportable on Form W-2.

As noted, the payments of the waiting time penalty are not wages. The payments also 
do not constitute compensation for purposes of the reporting requirements under the

1 A chief counsel advice, CCA 201522004, concluded that payments of the waiting time penalties are not 
wages for Federal Insurance Contributions Act (FICA), Federal Unemployment Tax Act (FUTA), and 
federal income tax withholding purposes.
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regulations. The Internal Revenue Service has consistently interpreted the undefined 
term “compensation” in section 1.6041-2 to include only payment for services, rather 
than to include all payments from an employer to an employee whatsoever. In this 
case, the payments are of a punitive nature, and do not compensate the employees for 
their services. As the Supreme Court of California stated in Pineda v. Bank of America,
N.A., 241 P.3d 870, 878 (2010), the waiting time penalty “is not designed to 
compensate employees for work performed. Instead, it is intended to encourage 
employers to pay final wages on time, and to punish employers who fail to do so. »

Payments to employees that constitute fixed or determinable income, but do not 
compensate them for services, are reported on Form 1099-MISC. For example, 
liquidated damages, judgments, and settlements that are income but do not constitute 
compensation are reportable as Other Income in box 3 of Form 1099-MISC. See, for 
example, PMTA 2009-35, §VII.C-D, and the IRS Lawsuits, Awards, and Settlements 
Audit Techniques Guide, p. 26. The Instructions for Form 1099-MISC similarly state 
that punitive damages are reportable in box 3. Therefore, the payments are subject to 
reporting in box 3 of Form 1099-MISC, in the same manner as other non-compensatory 
liquidated damages, rather than on Form W-2.

You have also asked whether the IRS would impose penalties on a filer for reporting the 
payments at issue on Form W-2 rather than Form 1099-MISC. Penalties under sections 
6721 and 6722 may be imposed with respect to failures to file and furnish the required 
information return, and to report the required information. Section 6724 provides for a 
waiver of such penalties if the filer can demonstrate that it had reasonable cause for the 
failures. Penalties may be waived if the filer demonstrates that there were significant 
mitigating factors, including but not limited to a history of compliance. The filer must 
also have acted in a responsible manner by, among other things, attempting to prevent 
reporting failures and promptly rectifying them. Therefore, whether the filer would be 
eligible for waiver under section 6724 depends on the facts and circumstances of the 
case.

For the reasons set forth above, the waiting time penalties are reportable in box 3 of 
Form 1099-MISC as Other income. They are not reportable on Form W-2 because they 
are neither wages nor other “compensation” paid to an employee, within the meaning of 
regulations §1.6041-1(a)(2).
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This letter has called your attention to certain general principles of the law. It is intended 
for informational purposes only and does not constitute a ruling. See Rev. Proc. 2016-1, 
§2.04, 2016-1 IRB 8 (Jan. 4, 2016). If you have any additional questions, please 
contact our office at

Sincerely,

Lynne Camillo
Chief, Employment Tax Branch 2
Office of the Associate Chief Counsel (Tax
Exempt and Government Entities)
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(c) The Court agrees with the Commissioner that a

*
**826 *426 Syllabus

Respondent Banks settled his federal employment 
discrimination suit against a California state agency and 
respondent Banaitis settled his Oregon state case against 
his former employer, but neither included fees paid to 
their attorneys under contingent-fee agreements as gross 
income on their federal income tax returns. In each case 
petitioner Commissioner of Internal Revenue issued a notice 
of deficiency, which the Tax Court upheld. In **827 Banks' 
case, the Sixth Circuit reversed in part, finding that the 
amount Banks paid to his attorney was not includable as gross 
income. In Banaitis' case, the Ninth Circuit found that because 
Oregon law grants attorneys a superior lien in the contingent
fee portion of any recovery, that part of Banaitis' settlement 
was not includable as gross income.

Held: When a litigant's recovery constitutes income, the 
litigant's income includes the portion of the recovery paid to 
the attorney as a contingent fee. Pp. 830-834.

(a) Two preliminary observations help clarify why this 
issue is of consequence. First, taking the legal expenses as 
miscellaneous itemized deductions would have been of no 
help to respondents because the Alternative Minimum Tax 
establishes a tax liability floor and does not allow such 
deductions. Second, the American Jobs Creation Act of 2004 
—which amended the Internal Revenue Code to allow a 
taxpayer, in computing adjusted gross income, to deduct 
attorney's fees such as those at issue—does not apply here 
because it was passed after these cases arose and is not 
retroactive. Pp. 830-831.

(b) The Code defines “gross income” broadly to include 
all economic gains not otherwise exempted. Under the 
anticipatory assignment of income doctrine, a taxpayer cannot 
exclude an economic gain from gross income by assigning the 
gain in advance to another party, e.g., Lucas v. Earl, 281 U.S. 
111,50 S.Ct. 241,74L.Ed. 731, because gains should be taxed 
“to those who earned them,” id., at 114, 50 S.Ct. 241. The 
doctrine is meant to prevent taxpayers from avoiding taxation 
through arrangements and contracts devised to prevent *427 
income from vesting in the one who earned it. Id., at 115, 50 
S.Ct. 241. Because the rule is preventative and motivated by 
administrative and substantive concerns, this Court does not 
inquire whether any particular assignment has a discernible 
tax avoidance puipose. P. 831.

contingent-fee agreement should be viewed as an anticipatory 
assignment to the attorney of a portion of the client's 
income from any litigation recovery. In an ordinary case 
attribution of income is resolved by asking whether a taxpayer 
exercises complete dominion over the income in question. 
However, in the context of anticipatory assignments, where 
the assignor may not have dominion over the income at 
the moment of receipt, the question is whether the assignor 
retains dominion over the income-generating asset. Looking 
to such control preserves the principle that income should 
be taxed to the party who earns the income and enjoys the 
consequent benefits. In the case of a litigation recovery the 
income-generating asset is the cause of action derived from 
the plaintiffs legal injury. The plaintiff retains dominion 
over this asset throughout the litigation. Respondents' 
counterarguments are rejected. The legal claim's value may 
be speculative at the moment of the assignment, but the 
anticipatory assignment doctrine is not limited to instances 
when the precise dollar value of the assigned income is known 
in advance. In these cases, the taxpayer retained control over 
the asset, diverted some of the income produced to another 
party, and realized a benefit by doing so. Also rejected is 
respondents' suggestion that the attorney-client relationship 
be treated as a sort of business partnership or joint venture 
for tax purposes. In fact, that relationship is a quintessential 
principal-agent relationship, for the client retains ultimate 
dominion and control over the underlying claim. The attorney 
can make tactical decisions without consulting the client, 
but the client still must determine whether to settle or 
**828 proceed to judgment and make, as well, other critical 

decisions. The attorney is an agent who is duty bound to act in 
the principal's interests, and so it is appropriate to treat the full 
recovery amount as income to the principal. This rule applies 
regardless of whether the attorney-client contract or state 
law confers any special rights or protections on the attorney, 
so long as such protections do not alter the relationship's 
fundamental principal-agent character. The Court declines 
to comment on other theories proposed by respondents and 
their amici, which were not advanced in earlier stages of the 
litigation or examined by the Courts of Appeals. Pp. 831-833.

(d) This Court need not address Banks' contention that 
application of the anticipatory assignment principle would 
be inconsistent with tire purpose of statutory fee-shifting 
provisions, such as those applicable in *428 his case brought 
under 42 U.S.C. §§ 1981, 1983, and 2000e etseq. He settled 
his case, and the fee paid to his attorney was calculated 
based solely on the contingent-fee contract. There was no
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court-ordered fee award or any indication in his contract with 
his attorney or the settlement that the contingent fee paid 
was in lieu of statutory fees that might otherwise have been 
recovered. Also, the American Jobs Creation Act redresses 
the concern for many, perhaps most, claims governed by fee
shifting statutes. Pp. 833-834.

No. 03-892, 345 F.3d 373; No. 03-907, 340 F.3d 1074, 
reversed and remanded.

KENNEDY, J., delivered the opinion of the Court, in which 
all other Members joined, except REHNQUIST, C.J., who 
took no part in the decision of the cases.

Attorneys and Law Firms

Philip N. Jones, Counsel of Record, for Respondent Banaitis 
in 03-907, Duffy Kekel, LLP, Portland, OR, Russell R. Young, 
Counsel of Record, for Respondent Banks in 03-892, Mayer, 
Brown, Rowe & Maw, LLP, Chicago, IL, Joint Supplemental 
Brief for Respondents.

Paul D. Clement, Acting Solicitor General, Counsel of 
Record, Department of Justice, Washington, D.C., for the 
Petitioner.

Robert G. Wilson, James R. Carty, Cotkin, Collins & 
Ginsburg, APC, Los Angeles, CA, Glenn P. Schwartz, The 
John Marshall Law School, Chicago, IL, Russell R. Young, 
Counsel of Record, Roger J. Jones, Mayer, Brown, Rowe & 
Maw LLP, Chicago, IL, William J. Wise, Querrey & Harrow, 
Ltd., Chicago, IL, Brief for the Respondent.

Theodore B. Olson, Solicitor General, Counsel of Record, 
Eileen J. O'Connor, Assistant Attorney General, Thomas 
G. Hungar, Deputy Solicitor General, David B. Salmons, 
Assistant to the Solicitor General, Richard Farber, 
Kenneth W. Rosenberg, Attorneys, Department of Justice, 
Washington, D.C., for Petitioner.

345 E3d 373 (2003), the Court of Appeals for the Sixth 
Circuit held the contingent-fee portion of a litigation recovery
is not included **829 in the plaintiffs gross income. The
Courts of Appeals for the Fifth and Eleventh Circuits also 
adhere to this view, relying on the holding, over Judge 
Wisdom's dissent, in Cotnam v Commissioner, 263 F.2d 119, 
125-126 (C.A.5 1959). Srivastava v Commissioner, 220 F.3d 
353, 363-365 (C.A.5 2000); Foster v United States, 249 
F.3d 1275,1279-1280 (C.A.l 1 2001). In the other case under 
review, Banaitis v. Commissioner, 340 F.3d 1074 (2003), the 
Court of Appeals for the Ninth Circuit held that the portion 
of the recovery paid to the attorney as a contingent fee is 
excluded from the plaintiffs gross income if state law gives 
the plaintiffs attorney a special property interest in the fee, 
but not otherwise. Six Courts of Appeals have held the entire 
litigation recovery, including the portion paid to an attorney 
as a contingent fee, is income to the plaintiff. Some of these 
Courts of Appeals discuss state law, but little of their analysis 
appears to turn on this factor. Raymond v United States, 355 
F.3d 107, 113—116 (C.A.2 2004); Kenseth v. Commissioner, 
259 F.3d 881,883-884 (C.A.7 2001); Baylin v United States, 
43 F.3d 1451, 1454-1455 (C.A.Fed.1995). *430 Other 
Courts of Appeals have been explicit that the fee portion of 
the recovery is always income to the plaintiff regardless of the 
nuances of state law. O'Brien v. Commissioner, 38 T.C. 707, 
712,1962 WL 1147(1962), affd, 319 F.2d 532 (C.A.3 1963) 
(per curiam); Young v. Commissioner, 240 F.3d 369,377-379 
(C.A.4 2001); Hukkanen-Campbell v. Commissioner, 274 
F.3d 1312, 1313-1314 (C.A.10 2001). We granted certiorari 
to resolve the conflict. 541 U.S. 958, 124 S.Ct. 1712, 1713, 
158 L.Ed.2d 398 (2004).

[1] We hold that, as a general rule, when a litigant’s recovery 
constitutes income, the litigant’s income includes the portion 
of the recovery paid to the attorney as a contingent fee. We 
reverse the decisions of the Courts of Appeals for the Sixth 
and Ninth Circuits.

Opinion I

Justice KENNEDY delivered the opinion of the Court.
A. Commissioner v. Banks

*429 The question in these consolidated cases is whether the 
portion of a money judgment or settlement paid to a plaintiffs 
attorney under a contingent-fee agreement is income to the 
plaintiff under the Internal Revenue Code, 26 U.S.C. § 1 et 
seq. (2000 ed. and Supp. I). The issue divides the courts of 
appeals. In one of the instant cases, Banks v. Commissioner,

In 1986, respondent John W. Banks, II, was fired from his job 
as an educational consultant with the California Department 
of Education. He retained an attorney on a contingent-fee 
basis and filed a civil suit against the employer in a United 
States District Court. The complaint alleged employment 
discrimination in violation of 42 U.S.C. §§ 1981 and 1983,
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Title VII of the Civil Rights Act of 1964, as amended, 
42 U.S.C. § 2000e et seq., and Cal. Govt.Code Ann. § 
12965 (West 1986). The original complaint asserted various 
additional claims under state law, but Banks later abandoned 
these. After trial commenced in 1990, the parties settled for 
$464,000. Banks paid $150,000 of this amount to his attorney 
pursuant to the fee agreement.

Banks did not include any of the $464,000 in settlement 
proceeds as gross income in his 1990 federal income tax 
return. In 1997 the Commissioner of Internal Revenue issued 
Banks a notice of deficiency for the 1990 tax year. The Tax 
Court upheld the Commissioner's determination, finding that 
all the settlement proceeds, including the $ 150,000 Banks had 
paid to his attorney, must be included in Banks' gross income.

*431 The Court of Appeals for the Sixth Circuit reversed in 
part. 345 F.3d 373 (2003). It agreed the net amount received 
by Banks was included in gross income but not the amount 
paid to the attorney. Relying on its prior decision in Estate 
of Clarks ex rel. Brisco-JVhitter v United States, 202 F.3d 
854 (2000), the court held the contingent-fee agreement was 
not an anticipatory assignment of Banks' income because the 
litigation recovery was not already earned, vested, or even 
relatively **830 certain to be paid when the contingent
fee contract was made. A contingent-fee arrangement, the 
court reasoned, is more like a partial assignment of income
producing property than an assignment of income. The 
attorney is not the mere beneficiary of the client's largess, 
but rather earns his fee through skill and diligence. 345 F.3d, 
at 384 385 (quoting Estate of Clarks, supra, at 857-858). 
This reasoning, the court held, applies whether or not state 
law grants the attorney any special property interest (e.g., a 
superior lien) in part of the judgment or settlement proceeds.

B. Commissioner v. Banaitis

After leaving his job as a vice president and loan officer 
at the Bank of California in 1987, Sigitas J. Banaitis 
retained an attorney on a contingent-fee basis and brought 
suit in Oregon state court against the Bank of California 
and its successor in ownership, the Mitsubishi Bank. The 
complaint alleged that Mitsubishi Bank willfully interfered 
with Banaitis' employment contract, and that the Bank of 
California attempted to induce Banaitis to breach his fiduciary 
duties to customers and discharged him when he refused. The 
jury awarded Banaitis compensatory and punitive damages. 
After resolution of all appeals and post-trial motions, the 

parties settled. The defendants paid $4,864,547 to Banaitis; 
and, following the formula set forth in the contingent
fee contract, the defendants paid an additional $3,864,012 
directly to Banaitis' attorney.

*432 Banaitis did not include the amount paid to his attorney 
in gross income on his federal income tax return, and the 
Commissioner issued a notice of deficiency. The Tax Court 
upheld the Commissioner’s detennination, but the Court of 
Appeals for the Ninth Circuit reversed. 340 F.3d 1074 (2003). 
In contrast to the Court of Appeals for the Sixth Circuit, 
the Banaitis court viewed state law as pivotal. Where state 
law confers on the attorney no special property rights in 
his fee, the court said, the whole amount of the judgment 
or settlement ordinarily is included in the plaintiffs gross 
income. Id., at 1081. Oregon state law, however, like the law 
of some other States, grants attorneys a superior lien in the 
contingent-fee portion of any recovery. As a result, the court 
held, contingent-fee agreements under Oregon law operate 
not as an anticipatory assignment of the client's income but 
as a partial transfer to the attorney of some of the client's 
property in the lawsuit.

II

To clarify why the issue here is of any consequence for 
tax purposes, two preliminary observations are useful. The 
first concerns the general issue of deductibility. For the 
tax years in question the legal expenses in these cases 
could have been taken as miscellaneous itemized deductions 
subject to the ordinary requirements, 26 U.S.C. §§ 67-68 
(2000 ed. and Supp. I), but doing so would have been 
of no help to respondents because of the operation of 
the Alternative Minimum Tax (AMT). For noncorporate 
individual taxpayers, the AMT establishes a tax liability 
floor equal to 26 percent of the taxpayer's “alternative 
minimum taxable income” (minus specified exemptions) up 
to $175,000, plus 28 percent of alternative minimum taxable 
income over $175,000. §§ 55(a), (b) (2000 ed.). Alternative 
minimum taxable income, unlike ordinary gross income, does 
not allow any miscellaneous itemized deductions. § 56(b)(1) 
(A)(i).

[2] *433 Second, after these cases arose Congress enacted 
the American Jobs Creation Act of 2004, 118 Stat. 1418. 
Section 703 of the Act amended the Code by adding § 
62(a)(19). Id., at 1546. The amendment allows a taxpayer, 
in computing adjusted gross income, to deduct “attorney
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fees and court costs paid by, or on behalf **831 of, 
the taxpayer in connection with any action involving a 
claim of unlawful discrimination.” Ibid. The Act defines 
“unlawful discrimination” to include a number of specific 
federal statutes, §§ 62(e)(1) to (16), any federal whistle
blower statute, § 62(e)(l 7), and any federal, state, or local law 
((,'providing for the enforcement of civil rights” or “regulating 
any aspect of the employment relationship ... or prohibiting 
the discharge of an employee, the discrimination against an 
employee, or any other form of retaliation or reprisal against 
an employee for asserting rights or taking other actions 
permitted by law,” § 62(e)(18). Id., at 1547-1548. These 
deductions are permissible even when the AMT applies. Had 
the Act been in force for the transactions now under review, 
these cases likely would not have arisen. The Act is not 
retroactive, however, so while it may cover future taxpayers 
in respondents' position, it does not pertain here.

III

[3] The Internal Revenue Code defines “gross income” for 
federal tax purposes as “all income from whatever source 
derived.” 26 U.S.C. § 61(a). The definition extends broadly 
to all economic gains not otherwise exempted. Commissioner 
v. Glenshaw Glass Co., 348 U.S. 426, 429-430, 75 S.Ct. 473, 
99 L.Ed. 483 (1955); Commissioner v Jacobson, 336 U.S. 
28,49, 69 S.Ct. 358, 93 L.Ed. 477 (1949). A taxpayer cannot 
exclude an economic gain from gross income by assigning 
the gain in advance to another party. Lucas v. Earl, 281 
U.S. Ill, 50 S.Ct. 241, 74 L.Ed. 731 (1930); Commissioner 
v Sunnen, 333 U.S. 591, 604, 68 S.Ct. 715, 92 L.Ed. 898 
(1948); Helvering v Horst, 311 U.S. 112, 1161 17, 61 S.Ct. 
144, 85 L.Ed. 75 (1940). The rationale for the so-called 
anticipatory assignment of income doctrine is the principle 
that gains should be taxed “to those who earned them,”
*434 Lucas, supra, at 114, 50 S.Ct. 241, a maxim we have 

called “the first principle of income taxation,” Commissioner 
v. Culbertson, 337 U.S. 733, 739-740, 69 S.Ct. 1210, 93 
L.Ed. 1659 (1949). The anticipatory assignment doctrine is 
meant to prevent taxpayers from avoiding taxation through 
“arrangements and contracts however skillfully devised to 
prevent [income] when paid from vesting even for a second 
in the man who earned it.” Lucas, 281 U.S., at 115, 50 S.Ct. 
241. The rule is preventative and motivated by administrative 
as well as substantive concerns, so we do not inquire whether 
any particular assignment has a discernible tax avoidance 
purpose. As Lucas explained, “no distinction can be taken 
according to the motives leading to the arrangement by which 

the fruits are attributed to a different tree from that on which 
they grew.” Ibid.

Respondents argue that the anticipatory assignment doctrine 
is a judge-made antifraud rule with no relevance to 
contingent-fee contracts of the sort at issue here. The 
Commissioner maintains that a contingent-fee agreement 
should be viewed as an anticipatory assignment to the 
attorney of a portion of the client's income from any litigation 
recovery. We agree with the Commissioner.

In an ordinary case attribution of income is resolved by asking 
whether a taxpayer exercises complete dominion over the 
income in question. Glenshaw Glass Co., supra, at 431, 75 
S.Ct. 473; see also Commissioner v. Indianapolis Power & 
Light Co., 493 U.S. 203,209,110 S.Ct. 589,107 L.Ed.2d 591 
(1990); Commissioner v. First Security Bank of Utah, N. A., 
405 U.S. 394, 403, 92 S.Ct. 1085, 31 L.Ed.2d 318 (1972). In 
the context of anticipatory assignments, however, the assignor 
often does not have dominion over the income at the moment 
of receipt. In that instance the question becomes whether 
the assignor **832 retains dominion over the income
generating asset, because the taxpayer “who owns or controls 
the source of the income, also controls the disposition of 
that which he could have received himself and diverts the 
payment from himself to others as the means of procuring the 
satisfaction of his wants.” Horst, supra, at 116-117, 61 S.Ct. 
144. See also Lucas, *435 .supra, at 114-115, 50 S.Ct. 241; 
Helvering v. Eubank, 311 U.S. 122,124-125,61 S.Ct. 149,85 
L.Ed. 81 (1940); Sunnen, supra, at 604,68 S.Ct. 715. Looking 
to control over the income-generating asset, then, preserves 
the principle that income should be taxed to the party who 
earns the income and enjoys the consequent benefits.

In the case of a litigation recovery the income-generating 
asset is the cause of action that derives from the plaintiffs 
legal injury. The plaintiff retains dominion over this 
asset throughout the litigation. We do not understand 
respondents to argue otherwise. Rather, respondents advance 
two counterarguments. First, they say that, in contrast to 
the bond coupons assigned in Horst, the value of a legal 
claim is speculative at the moment of assignment, and may 
be worth nothing at all. Second, respondents insist that the 
claimant's legal injury is not the only source of the ultimate 
recovery. The attorney, according to respondents, also 
contributes income-generating assets—effort and expertise 
—without which the claimant likely could not prevail. On 
these premises respondents urge us to treat a contingent-fee 
agreement as establishing, for tax purposes, something like a
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joint venture or partnership in which the client and attorney 
combine their respective assets—the client's claim and the 
attorney's skill—and apportion any resulting profits.

[4] We reject respondents' arguments. Though the value of 
the plaintiffs claim may be speculative at the moment the fee 
agreement is signed, the anticipatory assignment doctrine is 
not limited to instances when the precise dollar value of the 
assigned income is known in advance. Lucas, supra; United 
States v Basye, 410 U.S. 441,445,450-452,93 S.Ct. 1080,35 
L.Ed.2d 412 (1973). Though Horst involved an anticipatory 
assignment of a predetermined sum to be paid on a specific 
date, the holding in that case did not depend on ascertaining 
a liquidated amount at the time of assignment. In each of the 
cases before us, as in Horst, the taxpayer retained control over 
the income-generating asset, diverted some of the income 
produced to another party, and realized a benefit by doing 
so. As Judge *436 Wesley correctly concluded in a recent 
case, the rationale of Horst applies fully to a contingent
fee contract. Raymond v United States, 355 F.3d, at 115- 
116. That the amount of income the asset would produce was 
uncertain at the moment of assignment is of no consequence.

We further reject the suggestion to treat the attorney- 
client relationship as a sort of business partnership or 
joint venture for tax purposes. The relationship between 
client and attorney, regardless of tire variations in particular 
compensation agreements or the amount of skill and effort 
the attorney contributes, is a quintessential principal-agent 
relationship. Restatement (Second) of Agency § 1, Comment 
e (1957) (hereinafter Restatement); ABA Model Rules of 
Professional Conduct Rule 1.3, and Comment 1; Rule 1.7, 
and Comment 1 (2002). The client may rely on the attorney's 
expertise and special skills to achieve a result the client 
could not achieve alone. That, however, is true of most 
principal-agent relationships, and it does not alter the fact 
that the client retains ultimate dominion and control over the 
underlying claim. The control is evident when it is noted that, 
although the **833 attorney can make tactical decisions 
without consulting the client, the plaintiff still must determine 
whether to settle or proceed to judgment and make, as well, 
other critical decisions. Even where the attorney exercises 
independent judgment without supervision by, or consultation 
with, the client, the attorney, as an agent, is obligated to act 
solely on behalf of, and for the exclusive benefit of, the client
principal, rather than for the benefit of the attorney or any 
other party. Restatement §§ 13, 39, 387.

The attorney is an agent who is dutybound to act only in the 
interests of the principal, and so it is appropriate to treat the 
full amount of the recovery as income to the principal. In this 
respect Judge Posner's observation is apt: “[T]he contingent
fee lawyer [is not] a joint owner of his client's claim in the 
legal sense any more than the commission salesman is a 
joint owner of his employer's accounts receivable.” *437 
Kenseth, 259 F.3d, at 883. In both cases a principal relies on an 
agent to realize an economic gain, and the gain realized by the 
agent's efforts is income to the principal. The portion paid to 
the agent may be deductible, but absent some other provision 
of law it is not excludable from the principal's gross income.

This rule applies whether or not the attorney-client contract 
or state law confers any special rights or protections on 
the attorney, so long as these protections do not alter the 
fundamental principal-agent character of the relationship. Cf. 
Restatement § 13, Comment b, and § 14G, Comment a (an 
agency relationship is created where a principal assigns a 
chose in action to an assignee for collection and grants the 
assignee a security interest in the claim against the assignor's 
debtor in order to compensate the assignee for his collection 
efforts). State laws vary with respect to the strength of 
an attorney's security interest in a contingent fee and the 
remedies available to an attorney should the client discharge 
or attempt to defraud the attorney. No state laws of which we 
are aware, however, even those that purport to give attorneys 
an “ownership” interest in their fees, e.g., 340 F.3d, at 1082- 
1083 (discussing Oregon law); Cotnam, 263 F.2d, at 125 
(discussing Alabama law), convert the attorney from an agent 
to a partner.

Respondents and their amici propose other theories to exclude 
fees from income or permit deductibility. These suggestions 
include: (1) The contingent-fee agreement establishes a 
Subchapter K partnership under 26 U.S.C. §§ 702, 704, 
and 761, Brief for Respondent in No. 03-907, pp. 5-21; 
(2) litigation recoveries are proceeds from disposition of 
property, so the attorney's fee should be subtracted as a capital 
expense pursuant to §§ 1001, 1012, and 1016, Brief for 
Association of Trial Lawyers of America as Amicus Curiae 
23-28, Brief for Charles Davenport as Amicus Curiae 3- 
13; and (3) the fees are deductible reimbursed employee 
business expenses under § 62(a)(2)(A) (2000 ed. and Supp. I), 
Brief for *438 Stephen B. Cohen as Amicus Curiae. These 
arguments, it appears, are being presented for the first time 
to this Court. We are especially reluctant to entertain novel 
propositions of law with broad implications for the tax system 
that were not advanced in earlier stages of the litigation and
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not examined by the Courts of Appeals. We decline comment 
on these supplementary theories. In addition, we do not reach 
the instance where a relator pursues a claim on behalf of the 
United States. Brief for Taxpayers Against Fraud Education 
Fund as Amicus Curiae 10 20.

IV

The foregoing suffices to dispose of Banaitis' case. Banks' 
case, however, involves a further consideration. Banks 
**834 brought his claims under federal statutes that 

authorize fee awards to prevailing plaintiffs' attorneys. He 
contends that application of the anticipatory assignment 
principle would be inconsistent with the purpose of statutory 
fee-shifting provisions. See Venegas v. Mitchell, 495 U.S. 
82, 86, 110 S.Ct 1679, 109 L.Ed.2d 74 (1990) (observing 
that statutory fees enable “plaintiffs to employ reasonably 
competent lawyers without cost to themselves if they 
prevail”). In the federal system statutory fees are typically 
awarded by the court under the lodestar approach, Hensley 
v. Eckerhart, 461 U.S. 424, 433, 103 S.Ct. 1933, 76 L.Ed.2d 
40 (1983), and the plaintiff usually has little control over 
the amount awarded. Sometimes, as when the plaintiff 
seeks only injunctive relief, or when the statute caps 
plaintiffs' recoveries, or when for other reasons damages 
are substantially less than attorney's fees, court-awarded 
attorney's fees can exceed a plaintiffs monetary recovery. See, 
e.g., Riverside v Rivera, 477 U.S. 561, 564- 565, 106 S.Ct. 
2686, 91 L.Ed.2d 466 (1986) (compensatory and punitive 
damages of $33,350; attorney's fee award of $245,456.25). 
Treating the fee award as income to the plaintiff in such cases, 
it is argued, can lead to the perverse result that the plaintiff 
loses money by winning the suit. Furthermore, it is urged that 
treating statutory fee awards as income to plaintiffs would 
*439 undermine the effectiveness of fee-shifting statutes 

in deputizing plaintiffs and their lawyers to act as private 
attorneys general.

We need not address these claims. After Banks settled his 
case, the fee paid to his attorney was calculated solely on 
the basis of the private contingent-fee contract. There was 
no court-ordered fee award, nor was there any indication 
in Banks' contract with his attorney, or in the settlement 
agreement with the defendant, that the contingent fee paid 
to Banks' attorney was in lieu of statutory fees Banks might 
otherwise have been entitled to recover. Also, the amendment 
added by the American Jobs Creation Act redresses the 
concern for many, perhaps most, claims governed by fee
shifting statutes.

* * *

For the reasons stated, the judgments of the Courts of Appeals 
for the Sixth and Ninth Circuits are reversed, and the cases 
are remanded for further proceedings consistent with this 
opinion.

It is so ordered.

THE CHIEF JUSTICE took no part in the decision of these 
cases.

All Citations

543 U.S. 426,2005-151.R.B. 850,125 S.Ct. 826,160L.Ed.2d
859, 94 Fair Empl.Prac.Cas. (BNA) 1793, 95 A.F.T.R.2d 
2005-659, 73 USLW 4117, 2005-1 USTC P 50,155, 2005-1 
C.B. 850, 05 Cal. Daily Op. Serv. 644, 2005 Daily Journal 
D.A.R. 845, 18 Fla. L. Weekly Fed. S 106

Footnotes
* The syllabus constitutes no part of the opinion of the Court but has been prepared by the Reporter of Decisions for the 

convenience of the reader. See United States v. Detroit Timber & Lumber Co., 200 U.S. 321, 337, 26 S.Ct. 282, 50 
L.Ed. 499.
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Private Letter Ruling, PLR 200625031 (2006)

PLR 200625031 (IRS PLR), 2006 WL 1721621

Internal Revenue Service (I.R.S.)

IRS PLR
Private Letter Ruling

Issue: June 23, 2006
March 14, 2006

Section 61 - Payment
61.00.00-00 Payment
Section 6041 — Information at Source
6041.00-00 Information at Source
6041.03-00 Fixed or Determinable Gains, Profits, or Income

CC:ITA:B04

PLR-155282-05
Taxpayer =

State A =

State B =

State C =

Date 1 =

Date 2 =

Dear *** :
This letter responds to your request for a private letter ruling regarding the information reporting requirements for attorneys' 
fees paid in connection with the settlement of an “opt-out” class action lawsuit under § 6041 of the Internal Revenue Code. 
Specifically, you requested a ruling that the attorneys' fees paid pursuant to the “Settlement Agreement” to “Class Counsel” are 
not subject to information reporting to such “Class Members” and “Class Representatives” under § 6041.

FACTS

Taxpayer, a State A corporation, is the parent of an affiliated group filing a consolidated Federal income tax return. Taxpayer 
is in tire business of providing telecommunications services.

On Date 1, a class action complaint was filed against Taxpayer (the National Class Action). The state court certified the class 
(Class) and appointed class counsel (Class Counsel). The National Class Action was later removed to Federal Court. The 
complaint sought compensatory and punitive damages, as well as injunctive relief. A number of separate statewide class actions, 
containing similar claims and seeking similar relief were later transferred to Federal Court for consolidated and coordinated 
pretrial proceedings with the National Class Action. Taxpayer has settled and is continuing to attempt to settle these suits on 
a state-by-state basis.
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This ruling request involves an “opt-out” settlement agreement regarding a class action suit filed in State C (the Settlement 
Agreement). An opt-out settlement agreement is an agreement executed in connection with a class action suit in which potential 
class members have the right to exclude themselves from the settlement class if they so desire. All potential members who do 
not opt-out are part of the settlement class.

In the present case, the deadline to “opt-out” was Date 2. Those who remained in the settlement class are entitled to receive cash 
benefits. A claims office is responsible for receiving, processing, classifying and paying qualified claims. Claims are paid out of 
an account funded by Taxpayer and referred to as the “Claimant Account.” In addition, Taxpayer is required to pay all reasonable 
costs of administering the Settlement Agreement by making payments to an “Administrative Account.” The Claimant Account 
and the Administrative Account together constitute a Qualified Settlement Fund within the meaning of § 468B.

Under the terms of the Settlement Agreement, the Taxpayer is also required to pay attorneys’ fees to class counsel in an amount 
approved by the court but not to exceed 20 percent of the total potential claimant benefits. Taxpayer intends to issue a Fonn 
1099 to class counsel reporting the attorneys fees paid to class counsel.

The claims office will also issue Forms 1099 to class members who receive payments for their qualified claims in excess of $600 
in accordance with 8§ 1,468B-2(1)(2), 1.6041 -1(a) and 1.6045-4(a) of the Income Tax Regulations. This letter ruling request 
concerns whether the Taxpayer, under § 6041, must report on the Forms 1099 sent to Class Members a pro-rata share of the 
attorneys’ fees paid to Class Counsel under the Settlement Agreement.

LAW & ANALYSIS

Section 6041(a) provides in part that all persons engaged in a trade or business and making payment in the course of such 
trade or business to another person of rent, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, 
or other fixed or determinable gains, profits, and income of $ 600 or more in any taxable year, shall render a true and accurate 
return to the Secretary.

The word “income” as used in § 6041 is not defined by statute or regulation; however, its appearance in the phrase “fixed or 
determinable gains, profits, and income” indicates that what is referred to is “gross income,” and not the gross amount paid. 
Thus, in the present case, § 6041 requires the Taxpayer to report only those payments in excess of $600 includible in the Class 
Members' gross income under § 61.

Section 61 provides generally that, except as otherwise provided by law, gross income includes all income from whatever source 
derived. The concept of gross income encompasses accessions to wealth, clearly realized, over which taxpayers have complete 
dominion. Commissioner v. Glenshaw Glass Co., 348 U.S. 426 (1955).

When a payment is made to satisfy the obligation of a taxpayer to a third party, the amount of the payment is generally includible 
in the taxpayer's gross income. Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929). Even though the taxpayer never 
actually receives such payment, the taxpayer receives the benefit of the payment, and the amount is therefore gross income. 
Under the rationale of Old Colony Trust, a prevailing litigant must generally recognize gross income when another party pays 
attorneys' fees for which the litigant is liable.

The rationale of Old Colony Trust is not applicable, however, in certain opt-out class action lawsuits where, although the class 
members may receive a benefit from the litigation, no express contractual liability for a fee exists between the class members 
and litigating counsel. In such cases where there is no contractual agreement and someone other than the class members is 
liable for payment of attorneys' fees incurred in connection with such litigation, the attorneys' fees are not includible in a class 
member's gross income.
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In Rev. Rui. 80-364, 1980-2 C.B. 294 (Situation 3), a union filed claims on behalf of its members against a company due to 
a breach of a collective bargaining agreement. Subsequently, the union and tire company entered into a settlement agreement, 
later approved by a federal district court, that provided that the company would pay the union 40x dollars in full settlement 
of all claims. The union paid 6x dollars of the settlement for attorney's fees and returned 34x dollars to the employees for 
back pay owed to them. The ruling concluded that the portion of the settlement paid by the union for attorney's fees was a 
reimbursement for expenses incurr ed by the union and was not includible in the gross income of the union members. But Cf. 
Sinyard v. Commissioner, T.C. Memo 1998-364, affd, 268 F.3d 756 (9th Cir. 2001), cert, denied sub nom, Sinyardv. Rossotti, 
536 U.S. 904 (2002) (settlement of opt-in class action pursuant to Age Discrimination in Employment Act where class members 
had contingency fee agreements with counsel); and Fredrickson v. Commissioner, T.C. Memo 1997-125, affd in unpub. opinion, 
97-71051 (9th Cir. 1998) (settlement of mandatory, Title VII class action, where class members personally signed settlement 
agreements providing for compensation of counsel).

In the instant case, attorneys' fees will not be awarded or paid to Class Counsel pursuant to any specific fee or retainer 
arrangement between such counsel and the Class Members, including the Class Representatives. Rather, the attorneys' fees will 
be paid by Taxpayer to Class Counsel in an amount approved by the court under the Settlement Agreement. Because the litigation 
was certified a class-action lawsuit, no separate agreements remained or became operative, and no amounts of attorneys' fees 
will be paid pursuant to any separate contingency fee or retainer agreement with a Class Member or Class Representative. Thus, 
the payment of attorney's fees to Class Counsel by Taxpayer is similar to Situation 3 in Rev. Rui. 80-364 and not income to 
the Class Members or the Class Representatives.

As discussed above, the term “income” under § 6041 is interpreted to mean income includible in gross income under § 61. 
Therefore, because, in the present case, the amounts paid by Taxpayer to Class Counsel for attorneys' fees are not income to 
the Class Members or the Class Representatives, the payments of attorney fees are not subject to information reporting to any 
Class Member, including any Class Representative, under § 6041.

CONCLUSIONS

Based on the facts and information submitted and the representations made, we role as follows:

The amounts paid by Taxpayer to Class Counsel for attorneys' fees are, under § 6041, not subject to information reporting to 
the Class Members or the Class Representatives on Form 1099.

This letter ruling is based on facts and representations provided by the Taxpayer and its authorized representatives, and is limited 
to the matters specifically addressed in the letter. No opinion is expressed as to the tax treatment of the transactions considered 
herein under the provisions of any other sections of the Code or regulations which may be applicable thereto, or the tax treatment 
of any conditions existing at the time of, or effects resulting from, such transactions which are not specifically addressed herein.

Because it could help resolve federal tax issues, a copy of this letter should be maintained with the Taxpayer's permanent records.

Pursuant to a power of attorney on file with this office, copies of this letter ruling are being sent to your authorized representative.

This ruling is directed only to the taxpayer who requested it. Section 6110(k)(3) provides that it may not be used or cited as 
precedent. In addition, we have enclosed a copy of the letter showing the deletions proposed to be made when it is disclosed 
under § 6110.
Sincerely,

Michael J. Montemurro
Branch Chief, Branch 4 (Income Tax & Accounting)
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Section 6110(k)(3) of the Internal Revenue CodeThis document may not be used or cited as precedent.. 
PLR 200625031 (IRS PLR), 2006 WL 1721621

End of Document 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Legal Fees and Interest Awarded with Back Pay, Rev. Rui. 80-364 (1980)

Rev. Rui. 80-364 (IRS RRU), 1980-521.R.B. 15, 1980-2 C.B. 294, 1980 WL 130164

Internal Revenue Service (I.R.S.) 
Revenue Ruling

LEGAL FEES AND INTEREST AWARDED WITH BACK PAY

Published: December 29, 1980

SECTION 3121.—DEFINITIONS, 26 CFR 31.3121(a)-!: Wages 

(Also Sections 61, 162, 3306, 3401; 1.61-1, 1.162-1, 31.3306(b)-!, 31.3401(a)-!.)

*1 Legal fees and interest awarded with back pay. Examples illustrate the income tax and employment tax consequences 
of interest and attorneys' fees being awarded by a court in connection with claims for back pay.

ISSUE

Whether interest and an attorney's fee awarded by a court in connection with a claim for back pay are wages for federal 
employment tax purposes.

FACTS

Situation 1. After termination of employment by a company, an individual filed a complaint against the company for back pay 
owed to the individual. The court awarded the individual 8x dollars as back pay, and also awarded interest of lx dollars and 
an attorney's fee of lx dollars.

Situation 2. An individual sued the individual's employer for 15x dollars for back pay. Pursuant to a court order the employer 
made a payment to the employee of lOx dollars. The court order did not indicate that a portion of the award was attorney's fees 
or interest. The employee paid lx dollars for an attorney's fee which was paid out of the award.

Situation 3. Due to a breach of a collective bargaining agreement a union fded claims on behalf of its members against a 
company. Subsequently, the union and the company entered into a settlement agreement, later approved by a federal district 
court, that provided that the company would pay the union 40x dollars in full settlement of all claims. The union paid 6x dollars 
of the settlement for attorney's fees and returned 34x dollars to the employees for back pay owed to them. The back pay was 
distributed among the employees in proportion to their claims.

LAW AND ANALYSIS

Section 61(a) of the Internal Revenue Code provides that gross income means all income from whatever source derived, 
including compensation for services.

Section 3121(a) of the Code relating to the Federal Insurance Contributions Act and section 3306(b) relating to the Federal 
Unemployment Tax Act provide that the term “wages” means all remuneration for employment. Section 3401(a), relating to 
income tax withholding, contains a similar definition.
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Legal Fees and Interest Awarded with Back Pay, Rev. Rui. 80-364 (1980)

Rev. Rui. 72-268, 1972-1 C.B. 313, holds that payments by employers for previously unpaid minimum wages and overtime 
compensation under the Fair Labor Standards Act of 1938 are wages for federal employment tax purposes. However, payments 
of liquidated damages to employees under the Act are not remuneration for employment and are not wages.

HOLDINGS

In Situation 1, while the full amount of the award is income to the employee and must be included in the employee's gross 
income, only the back pay award of 8x dollars is wages for federal employment tax purposes. The payments for interest and 
the attorney's fee are not wages, because they are not remuneration for employment.

*2 In Situation 2, the full amount of the award is income to the employee and it is also wages for federal employment tax 
purposes, notwithstanding that a portion of it was spent on attorney's fees.

In Situation 3, the amount of the settlement paid by the union for attorney's fees is not remuneration to the individual employees 
and, therefore, is not wages for purposes of the federal employment taxes. The attorney's fees portion of the settlement is a 
reimbursement for expenses incurred by the union to enforce the collective bargaining agreement. The amount allocated to 
attorney's fees is not includible in the gross income of the individual employees and the individual employees may not deduct 
the attorney's fees as a business expense. Compare Rev. Rui. 58-301, 1958-1 C.B. 23.

Rev. Rui. 80-364 (IRS RRU), 1980-521.R.B. 15, 1980-2 C.B. 294, 1980 WL 130164

End of Document 022 Thomson Reuters. No claim to original U.S. Government Works.
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Social Sec. Bd. v. Nierotko, 327 U.S. 358 (1946)
66 S.Ct. 637, 162 A.L.R. 1445, 90 LEd. 718

12 Cases that cite this headnote
KeyCite Yellow Flag - Negative Treatment

Declined to Extend by U.S. v. Cleveland Indians Baseball Co., U.S., April 
17, 2001 [2] Labor and Employment Back pay period

66 S.Ct. 637
Supreme Court of the United States

SOCIAL SECURITY BOARD
v.

NIEROTKO.

The purpose of the “back pay” allowance 
to reinstated employee is to effectuate the 
policies of the National Labor Relations Act for 
preservation of industrial peace. National Labor 
Relations Act §§ 2(3), 10(c), 29 U.S.C.A. §§ 
152(3), 160(c).

1 Cases that cite this headnote
No. 318.

I
Argued Dec. 12,1945. [3]

I

Social Security 
benefits

Retirement and old age

Decided Feb. 25, 1946.

Synopsis
Action by Joseph Nierotko against the Social Security Board 
to require the defendant to give plaintiff credit on his old 
age and survivor's insurance account for back pay granted to 
him under the National Labor Relations Act. A judgment for 
defendant was reversed by the Circuit Court of Appeals, 149 
F.2d 273, and the Social Security Board brings certiorari.

The purpose of the old age benefits of the 
Social Security Act is to provide funds through 
contributions by employer and employee for 
decent support of elderly workmen who have 
ceased to labor. Social Security Act, § 205(c)(3), 
42 U.S.C.A. § 405(c)(3).

16 Cases that cite this headnote

Affirmed.

On Writ of Certiorari to the United States Circuit Court of 
Appeals for the Sixth Circuit.

West Headnotes (13)

[11 Social Security Compensation, earnings,
and wages in general

The question whether “back pay”, paid by 
employer in July, 1941, to employee in 
accordance with order of National Labor 
Relations Board for period February 2, 1937, 
to September 25, 1939, constituted wages under 
Social Security Act was to be determined by 
provisions of the Social Security Act prior to the 
1939 amendment. National Labor Relations Act, 
§ 1(c), 29 U.S.C.A. § 160(c); Social Security Act, 
§ 205(c)(3), as amended in 1939, 42 U.S.C.A. § 
405(c)(3).
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[41

[51

Social Security7 6= Compensation, earnings, 
and wages in general

An individual, who is an employee under the 
National Labor Relations Act and who receives 
“back pay” for a period of time during which 
he was wrongfully separated from his job, is 
entitled to have that award of back pay treated 
as “wages” under the Social Security Act, since 
back pay is “remuneration” within statutory 
definition. Social Security Act, §§ 202(a)(l)(2) 
(A-C), 210(a), (c)(l—3), 49 Stat. 623,625, and §§ 
205(c)(3), 209(a et seq.) as amended in 1939, 42 
U.S.C.A. §§ 405(c)(3), 409(a et seq.); National 
Labor Relations Act §§ 2(3), 10(c), 29 U.S.C.A. 
§§ 152(3), 160(c).

70 Cases that cite this headnote

Labor and Employment 0= Back, pay period

Back pay awarded to an employee under the 
National Labor Relations Act for period during 
which he was wrongfully separated from his job 
is not a fine or a penalty imposed on employer 
but the reinstatement and back pay are for the
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Social Sec. Bd. v. Nierotko, 327 U.S. 358 (1946)

66 S.Ct. 637, 162 A.L.R. 1445, 90 L.Ed. 718

protection of the employees and the redress of 
their grievances to make them whole. National 
Labor Relations Act, § 10(c), 29 U.S.C.A. § 
160(c).

23 Cases that cite this headnote

[6] Labor and Employment Other
employment as affecting amount

Under the National Labor Relations Act a 
reinstated worker is not given back pay by the 
National Labor Relations Board equal to what 
he would have earned with employer but for 
unlawful discharge but is given that sum less any 
net earnings during time between discharge and 
reinstatement. National Labor Relations Act, § 
10(c), 29 U.S.C.A. § 160(c).

[10]

Determination of Social Security Board and 
treasury as to whether back pay awarded to 
employee under the National Labor Relations 
Act should be treated as wages under the Social 
Security Act is entitled to great weight but 
decisions of such administrative agencies are 
only conclusive as to properly supported findings 
of fact. National Labor Relations Act, § 10(c), 29 
U.S.C.A. § 160(c); Social Security Act, § 205(c) 
(3), as amended in 1939, 42 U.S.C.A. § 405(c) 
(3)- 

51 Cases that cite this headnote

Administrative Law and
Procedure €= Nature, Requisites, and Validity 
in General

2 Cases that cite this headnote
Administrative determination must have a basis 
in law and must be within the granted authority.

[7] Labor and Employment 
employment; strikers

Termination of
11 Cases that cite this headnote

Under the National Labor Relations Act, [11]
an employee unlawfully discharged had
“employment”. National Labor Relations Act, § 
10(c), 29 U.S.C.A. § 160(c).

5 Cases that cite this headnote

Constitutional Law e Executive Exercise 
of Statutory Authority as Encroaching on 
Judiciary

An administrative agency may not finally decide 
the limits of its statutory power but that is a 
judicial function.

[8] Social Security (= < 
and wages in general

Compensation, earnings,
44 Cases that cite this headnote

The word “service” as used in provision of Social 
Security Act defining employment means not 
only work actually done but the entire employer
employee relationship for which compensation 
is paid to employee by the employer. Social 
Security Act, § 209(b), as amended in 1939, 42 
U.S.C.A. § 409(b).

[12]

85 Cases that cite this headnote

[9] Administrative Law and
Procedure $= Social Security

Social Security Discretion and judgment

Compensation, earnings.Social Security 0= 
and wages in general

The Social Security Board's interpretation of the 
Social Security Act to exclude back pay awarded 
an employee under the National Labor Relations 
Act from “wages” within the Social Security Act 
is beyond the permissible limits of administrative 
interpretation. National Labor Relations Act, § 
10(c), 29 U.S.C.A. § 160(c); Social Security Act, 
§ 205(c)(3), as amended in 1939, 42 U.S.C.A. § 
405(c)(3).

9 Cases that cite this headnote

of agency in general; deference

Social Security • Questions of Fact and [13] Social Security • Employments, Employers,

Matters of Evidence
and Employees Covered; Insured Status
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SIRS

Section 162(q) FAQ

Question:
Does section 162(q) preclude me from deducting my attorney’s fees related to the settlement of my sexual 
harassment claim if the settlement is subject to a nondisclosure agreement?

Answer:

No, recipients of settlements or payments related to sexual harassment or sexual abuse, whose settlement or 
payment is subject to a nondisclosure agreement, are not precluded by section 162(q) from deducting attorney’s 
fees related to the settlement or payment, if otherwise deductible. See Publication 525, Taxable and Nontaxable 
Income, for additional information on when all or a portion of attorney’s fees may be deductible.

Page Last Reviewed or Updated: 29-Sep-2022
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Employment Tax Specialist

from: Area Counsel (Mid-Atlantic Area) 
(Tax Exempt & Government Entities)

subject: Reporting Requirements for Attorney’s Fees Paid Pursuant to Settlement Agreements 
UIL: 3121.01-00, 3401.01-00, 6041.00-00, 6045.07-00, 6721.00-00, 6722.00-00

This memorandum responds to your request for advice dated September 18, 
2012. This advice may not be used or cited as precedent in other cases. This 
writing may contain privileged information. Any unauthorized disclosure of this 
writing may have an adverse effect on privileges, such as the attorney-client 
privilege. If disclosure becomes necessary, please contact this office for our 
views.

ISSUES

(1) When are attorney’s fees paid by an employer as part of a settlement agreement 
with a former employee subject to employment taxes?1

(2) What are the information reporting requirements for attorney’s fees paid by an 
employer pursuant to a settlement agreement with a former employee?

(3) What penalties can be asserted if an employer fails to comply with reporting 
requirements for attorney’s fees paid as part of a settlement agreement with a former 
employee?

1 Employment taxes as referenced here include those imposed under the Federal Insurance Contributions 
Act (“FICA”) under §§ 3101 and 3111; Federal Income Tax Withholding (“FITW”) under § 3402(a); and the 
Federal Unemployment Tax Act (“FUTA”) under § 3301.
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SUMMARY CONCLUSIONS

(1) In the absence of a specific allocation for attorney’s fees in these settlement 
agreements, attorney’s fees paid by an employer as part of a settlement agreement with 
a former employee, which are includable in income, are subject to employment taxes to 
the extent they are wages attributable to an employment-related claim. The Service’s 
position is that payments constituting severance pay,  back pay,  and front pay  are 
wages for employment tax purposes.

2 3 4

(2) The appropriate information reporting requirements depend on the facts and 
circumstances of each case. Unless the attorney’s fees are specifically allocated in a 
settlement agreement, the payments made in settlement of wage-based claims are 
generally considered wages that are required to be filed and furnished to the employee 
on Form W-2, Wage and Tax Statement. If the attorney’s fees are specifically allocated, 
they are generally required to be filed and furnished to the employee on Form 1099- 
MISC, Miscellaneous Income. The reportable amounts are always filed and furnished 
to the attorney on Form 1099-MISC.

(3) An employer that fails to file and furnish correct information returns that report 
attorney’s fees paid as part of a settlement agreement may be subject to penalties 
under §§ 6721 (a) and 6722(a) of the Internal Revenue Code.  If the employer 
intentionally disregarded the reporting requirements, the penalties increase under 
§§ 6721(e) and 6722(e).

5

FACTS

2 Note that there is some disagreement among the Federal appellate courts on the character of 
severance pay. Compare, e.g., Abrahamsen v. U.S., 228 F.3d 1360 (Fed. Cir. 2000) (holding that 
termination payments associated with employer-employee relationship are wages for purposes of FICA) 
with In re Quality Stores, Inc., et al., 693 F.3d 605 (6th Cir. 2012) (holding that severance payments that 
qualified as SUB payments under section 3402(0) were not wages for the purposes of FICA).

3 Note that there is some disagreement among the Federal appellate circuits on the character of back pay 
in an illegal refusal to hire claim. Compare, e.g., Melani v. Board of Higher Ed., 652 F. Supp. 43 
(S.D.N.Y. 1986), aff’d 814 F.2d 653 (2d Cir. 1987) (citing with approval Rev. Rui. 78-176, 1978-1 C.B. 
303, which holds that back pay for discrimination in refusal to hire is wages for employment tax purposes) 
with Newhouse v. McCormick & Co., 157 F.3d 582 (8th Cir. 1998).

4 Note that there is some disagreement among the Federal appellate circuits on the character of front pay.
Compare, e.g., Gerbec v. U.S., 164 F.3d 1015, 1026 (6th Cir. 1999) (holding that portions of an award 
allocated to back wages and future wages are wages subject to FICA taxation) with Dotson v. U.S., 87 
F.3d 682, 689 (5th Cir. 1996) (holding that only the back pay portion of a settlement pay was wages for 
purposes of FICA).

5 Unless noted otherwise, all section references herein are to the Internal Revenue Code in effect for the 
years in issue.
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The employer at issue entered into more than settlement agreements with former
employees, which provided that the employees would waive any claims under a variety 
of statutes in return for specified sums. Based on the claims and complaints provided, it 
appears that the settlement agreements resolved a variety of claims brought by 
employees, including claims for violations of the Age Discrimination in Employment Act 
(“ADEA”), the Americans with Disabilities Act (“ADA”), and Title VII of the Civil Rights 
Act (“Title VII”). The employer paid out a variety of payments in settling claims, 
including wages, tort damages, reimbursements of medical costs, and attorney’s fees. 
The latter were alternatively paid directly to the employee, to the employee’s attorney, 
or to both.

During an examination, it was discovered that certain settlement payments were 
mistakenly reported to the employees on Forms 1099-MISC rather than on Forms W-2. 
Consequently, employment taxes were underwithheld. The employer has agreed to 
correct those errors.6 The purpose of this memorandum is to address the proper 
reporting of attorney’s fees paid pursuant to the settlement agreements and the 
potential penalties that apply for failure to properly report. However, we have included 
some related general information for context.

Our conclusions may be best explained by examples. Assume the following examples, 
which are representative of the settlement agreements between the taxpayer and its 
employees.

Example One - Separate Checks to Claimant and Attorney, Clear Allocation

Claimant 1 (C1) and the employer entered into a settlement agreement concerning 
claims against the employer under the ADEA and similar state statutes. C1 agreed to
waive all claims in return for $ 
The agreement also provided for $
(A1) in two lump sums of $

, payable in two lump sums of $ each.
in attorney’s fees, payable to Attorney 1

Attorney 2 (A2) payable in two lump sums of $
in attorney’s fees payable to 

each. The first of each of the
payments to C1, A1, and A2 were paid in 2010 and the second were paid in 2011. For 
each tax year, the employer filed and furnished Forms 1099-MISC that reported the $

payments to C1, Forms 1099-MISC that reported the $
A1, and Forms 1099-MISC that reported the $

payments to

did not include the $
payments to A2. The taxpayer

in attorney fees it paid on behalf of C1 on the Form 1099-
MISC it filed and furnished to C1 each year nor did the employer file and furnish any 
Forms W-2 for either year.

, and $

Example Two - Check to Claimant for Wage Income, Joint Check to Claimant and 
Attorney for Other Income, No Specific Allocation for Attorney’s Fees

6 Payments to employees stemming from employment-related claims are often wage-based. Thus, they 
are required to be reported on Forms W-2 (not Forms 1099-MISC) and are subject to employment taxes.
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Claimant 2 (C2) and the employer entered into a settlement agreement concerning 
claims against the employer under Title VIL C2 agreed to waive all claims in return for
the total sum of $ 
payable to C2 for $
payable jointly to C2 and C2’s attorney (A3) for $ 
that the employer would report the payment of $

. The settlement was to be paid in two checks: a check 
, less statutory deductions and withholdings, and a check

. The agreement provided 
to C2 on Form W-2 and that the

employer would issue Forms 1099-MISC to the claimant and the attorney with respect
to the payment of $ 
reported the $

. The employer filed and furnished a Form 1099-MISC that 
payment to A3 but did not file or furnish an information return

that reported the attorney’s fees payment to C2.

Example Three - One Check to Attorney, No Specific Allocation

Claimant 3 (C3) and the employer entered into a settlement agreement concerning 
claims against the employer under the ADA. C3 agreed to waive all claims in return for
a lump sum of $ , in a check made payable to his attorney’s (A4’s) office. The
employer issued a check for $ to the order of the claimant’s attorney “for [C3].”
The employer filed and furnished a Form 1099-MISC that reported the $

payment to A4.
The employer did not file or furnish an information return that reported a payment to C3 
with respect to the settlement.

LAW AND ANALYSIS

In General

Determining the correct treatment of employer settlement payments is a four-step 
process. First, determine the character of the payment and the nature of the claim that 
gave rise to the payment. Second, determine whether the payment constitutes an item 
of gross income. Third, determine whether the payment is wages for employment tax 
purposes. Fourth, determine the appropriate information reporting for the payment and 
any attorney’s fees (Form 1099-MISC and/or Form W-2).

Inclusion in Income

Under § 61(a) of the Code, gross income generally includes all income from whatever 
source derived. The Supreme Court has long recognized that the definition of gross 
income is broad in scope and reflects Congress’ intent to bring within its purview all 
accessions to wealth, unless excluded by another section of the Code. Commissioner 
v. Glenshaw Glass Co., 348 U.S. 426, 430 (1955); Commissioner v. Schleier, 515 U.S. 
323, 327 (1995).

If a claimant receives a payment that is includable in income, any amounts allocated as 
part of a settlement or judgment to attorney’s fees are also includable in the claimant’s 
income, even if the amount is paid directly to the attorney. See Commissioner v. Banks, 
543 U.S. 426 (2005) (holding that when a litigant’s recovery constitutes income, the
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litigant’s income includes any portion paid to the attorney as a contingent fee under the 
anticipatory assignment of income doctrine).

The traditional American rule is that a prevailing litigant may not ordinarily recover 
attorney’s fees and costs unless authorized by statute. Alyeska Pipeline Service Co. v. 
Wilderness Society, 421 U.S. 240, 247 (1975). A statute that includes a provision 
allowing the court to award attorney’s fees to the prevailing party is referred to as a fee
shifting statute. The Supreme Court has long held that a claim for attorney’s fees under 
a fee-shifting statute belongs to the client, not to the attorney. See Evans v. Jeff D., 475
U.S. 717, 730-732 (1986); Astrue v. Ratliff, 560 U.S , 130S.Ct. 2521,2529 (2010).

Thus, a prevailing plaintiff must include in gross income attorney’s fees recovered under 
a fee-shifting statute if the underlying recovery is taxable. Sinyard v. Commissioner, 
268 F.3d 756 (9th Cir. 2001) (fees awarded under the ADEA); Vincent v. Commissioner, 
T.C. Memo. 2005-95) (fees awarded under California FEHA). In the current matter, 
each statute under which claims were filed against the employer, Title VII, the ADEA, 
and the ADA, contains a fee-shifting provision. See 42 U.S.C. § 2000e-(5)(k); 29 U.S.C. 
§ 626(b); and 42 U.S.C. § 12205.

Attorney’s fees that are included in the recipient’s income may be deductible from gross 
income under certain circumstances. Section 62(a)(20) provides for an above-the-line 
deduction from gross income for attorney’s fees and court costs, paid by, or on behalf 
of, a taxpayer in connection with any action involving a claim of unlawful discrimination. 
The term “unlawful discrimination” is defined in § 62(e) as an act that is unlawful under 
any of a number of federal, state, or local laws including the ADEA, Title VII, and the 
ADA. The deduction under § 62(a)(20) is limited to the amount that is includible in the 
taxpayer’s gross income for the taxable year as a result of a settlement or judgment 
resulting from the claim. I.R.C. § 62(a)(20). In addition to the statutes enumerated in 
§ 62(e)(1) through (17), § 62(e)(18) also provides an above-the-line deduction for 
attorney’s fees and costs incurred in an action or proceeding involving any aspect of the 
employment relationship.

If attorney’s fees are not deductible under § 62(a)(20) because the cause of action is 
not one involving a claim of unlawful discrimination, fees may still be deducted as 
miscellaneous itemized deductions, subject to the two percent floor of § 67. However, if 
a taxpayer (other than a corporation) is subject to the Alternative Minimum Tax (“AMT”), 
no miscellaneous itemized deductions are permitted in computing alternative minimum 
taxable income. Therefore if a taxpayer is subject to the AMT, the taxpayer is not 
allowed any deduction for attorney’s fees for an award of attorney’s fees in a non
discrimination case in computing the taxpayer’s alternative minimum taxable income. 
See I.R.C.§ 56(b)(1)(A).

For purposes of determining whether the settlement amounts between the employer 
and its employees are includable in gross income, be aware that § 104(a)(2) provides 
that gross income does not include the amount of any damages received on account of 
personal physical injury or physical sickness, as long as the amounts were not deducted
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under § 213 in a prior taxable year. Any payments to an employee that reimburse 
medical costs are not includable in gross income and no reporting requirement exists for 
these payments. If the entire payment an individual receives as a result of a settlement 
or judgment is excludable under § 104(a)(2), any amount allocated to attorney’s fees is 
also excluded from gross income. Note, however, that § 265(a)(1) prohibits the 
taxpayer from taking a deduction for attorney’s fees in this situation.

Wages for Employment Tax Purposes

Sections 3121(a) and 3306(b) of the Code, relating to the FICA and FUTA taxes, 
respectively, provide, with certain exceptions not relevant here, that the term "wages" 
means all remuneration for employment. Section 3401(a) contains a similar definition 
for purposes of the income tax withholding requirements. The name by which the 
remuneration for employment is designated is immaterial. Sections 31.3121 (a)-1 (c), 
31.3306(b)-1(c), and 31.3401 (a)-1 (a)(2) of the Employment Tax Regulations. Similarly, 
the basis upon which the remuneration is paid is generally immaterial. Treas. Reg. 
§§ 31.3121 (a)-1 (d), 31.3306(b)-1(d), and 31.3401 (a)-1 (a)(3).

Unless otherwise excluded, remuneration for employment constitutes wages even 
though at the time paid the relationship of employer and employee no longer exists 
between the person in whose employ the services were performed and the individual 
who performed them. Treas. Regs. §§ 31.3121 (a)-1 (h)(i), 31.3306(b)-1(i), and 
31.3401 (a)-1 (a)(5). The Supreme Court has made plain that the term "remuneration for 
employment" is not limited to payments made for work actually performed but includes 
the entire employer-employee relationship for which compensation is paid by the 
employer to the employee. Social Security Board v. Nierotko, 327 U.S. 358, 365-66 
(1946).

When attorney’s fees are includable in income in a suit involving an employment-related 
claim, they may also be wages for employment tax purposes. The Service’s position is 
that payments constituting severance pay, back pay, and front pay are wages for 
employment tax purposes. Whether an amount received in settlement of a dispute is 
remuneration for employment subject to employment tax depends on the nature of the 
item for which the settlement amount is a substitute. See Alexander v. Internal Revenue 
Service, 72 F.3d 938, 942 (1st Cir. 1995) (the test for purposes of determining the 
character of a settlement payment for tax purposes "is not whether the action was one 
in tort or contract but rather the question to be asked is 'in lieu of what were the 
damages awarded?") (citations omitted); Hort v. Commissioner, 313 U.S. 28, 61 S. Ct. 
757, 85 L. Ed. 1168, 1941-1 C.B. 319 (1941) (holding that an amount received upon 
cancellation of a lease was a substitute for the rent that would have been paid under the 
lease and, thus, was taxable as ordinary income). See also, Rev. RuL 96-65, 1996-2 
C.B. 6, (holding that payments received by an individual in satisfaction of a claim for 
denial of a promotion due to disparate treatment employment discrimination under Title 
VII of the Civil Rights Act of 1964 are both income and wages. Payments received for 
emotional distress in satisfaction of such a claim are not excludable from gross income
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under § 104(a)(2), except to the extent they do not exceed the amount paid for medical 
care (as described in § 213(d)(1)(A) and (B)) attributable to emotional distress.

In Rev. Rui. 80-364, 1980-2 C.B. 294, the Service provides guidance concerning the 
income and employment tax consequences in three situations in which amounts paid by 
an employer as a result of litigation are partially used for attorney's fees. The ruling 
supports the proposition that when attorney’s fees are clearly allocated as such by a 
court in a judgment awarding back pay, the attorney’s fees, while includable in income, 
are not wages for employment tax purposes. However, in a situation in which a court 
order does not make a distinct allocation for attorney’s fees and the claimant pays the 
attorney’s fees out of their recovery, the entire recovery, including the amount paid to 
the attorney, is wages for employment tax purposes.

In Situation 1 of Rev. Rui. 80-364, in a suit by an individual against his former employer, 
a court awarded the individual a certain amount for back pay and a certain amount for 
attorney's fees. The ruling concludes that only the portion of the award for back pay is 
wages for federal employment tax purposes. The amount of the award specifically 
allocated for attorney's fees is not remuneration for employment and, thus, is not wages.

In Situation 2, in a suit by an individual against his employer, the court ordered the 
employer to pay the employee a certain amount for back pay, but did not allocate any 
portion of the award to attorney's fees or interest. The ruling concludes that the entire 
amount is considered wages for federal employment tax purposes, including the amount 
that the employee paid out of the award for an attorney's fee.

In Situation 3 of Rev. Rui. 80-364, the employer paid the union an amount in full 
settlement of all claims filed by the union on behalf of union members. The union used a 
portion of the settlement to pay attorney's fees. The ruling concludes that the amount of 
the settlement paid by the union for attorney's fees is not remuneration to the individual 
employees and, therefore, is not wages for federal employment tax purposes. Instead, 
the amount used for attorney's fees is a reimbursement for expenses incurred by the 
union.

Although Rev. RuL 80-364 addresses court awards in the back pay context and not 
settlements of claims outside of court, the reasoning in the ruling can be extended to 
settlement payments. When an employment-related claim brought under a fee-shifting 
statute is settled outside of court and the settlement agreement clearly allocates a 
reasonable amount of the settlement proceeds as attorney’s fees, the amount allocated 
to attorney’s fees, while includable in income, is not wages for employment tax 
purposes. On the other hand, if the settlement agreement does not clearly allocate an 
amount for attorney’s fees, and/or the claim is brought under a statute that does not 
provide for fee-shifting, the entire amount paid to the claimant-employee is wages for 
employment tax purposes.

Reporting Requirements for the Claimant
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Section 6041 provides that all persons engaged in a trade or business that make a 
payment to another person of $600 or more in a taxable year shall file an information 
return that reports the amount of the payment and the name and address of the 
recipient of the payee. If section 6041 requires a payor to file a Form 1099 or Form W- 
2, the payor must furnish each payee with a separate Form 1099 or Form W-2. Treas. 
Reg. §§ 1.6041-1 (a)(2), 1.6041-2(a)(2).

Treas. Reg. § 1.6041-1 (f) provides that when fees are deducted from an amount due to 
a payee, the amount to be reported as paid to a payee is the amount includible in the 
gross income of the payee (which in many cases will be the gross amount of the 
payment or payments before fees, commissions, expenses, or other amounts owed by 
the payee to another person have been deducted), whether the payment is made jointly 
or separately to the payee and another person. The regulations provide the following 
examples to illustrate section 1.6041-1(f):

Example 1. Attorney P represents client Q in a breach of contract action 
for lost profits against defendant R. R settles the case for $100,000 
damages and $40,000 for attorney’s fees. Under applicable law, the full 
$140,000 is includible in Q's gross taxable income. R issues a check 
payable to P and Q in the amount of $140,000. R is required to make an 
information return reporting a payment to Q in the amount of $140,000. 
For the rules with respect to R's obligation to report the payment to P, see 
§ 6045(f) and the regulations thereunder.

Example 2. Assume the same facts as in Example 1, except that R issues 
a check to Q for $100,000 and a separate check to P for $40,000. R is 
required to make an information return reporting a payment to Q in the 
amount of $140,000. For the rules with respect to R's obligation to report 
the payment to P, see § 6045(f) and the regulations thereunder.

Emphasis added-

Therefore, when the settlement payment that includes attorney’s fees is included in the 
claimant’s taxable income, the payor must report the entire amount of the settlement 
payment on an information return with the client as payee even if the check for the 
attorney’s fees was issued directly to the attorney.

Reporting Requirements for the Attorney

Section 6045(f) provides that any person engaged in a trade or business who makes a 
payment to an attorney in connection with legal services, whether or not the services 
are performed for the payor, shall file an information return reporting the payment. If 
section 6045(f) requires a payor to file an information return, the payer must furnish the 
attorney with either a copy of the information return or a written statement. Treas. Reg. 
§ 1.6045-5(a)(3).
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Treas. Reg. § 1.6045-5(a) provides that the requirement to report payments for legal 
services to an attorney applies regardless of whether a portion is kept by the attorney as 
compensation for services rendered or other information returns are required with 
respect to some or all of a payment. The reporting requirements apply whether the 
attorney is named as a sole, joint, or alternative payee. See Treas. Reg. § 1.6045- 
5(d)(4). The attorney is not a payee and thus reporting requirements do not apply if the 
attorney’s name is included on the payee line of a check as “in care of’ or the check is 
written to the client “c/o” the attorney. Id. Treas. Reg. § 1.6045-5(f) provides the 
following relevant examples:

Example 1. One check-joint payees—taxable to claimant. Employee C, 
who sues employer P for back wages, is represented by attorney A. P 
settles the suit for $300,000. The $300,000 represents taxable wages to 
C under existing legal principles. P writes a settlement check payable 
jointly to C and A in the amount of $200,000, net of income and FICA tax 
withholding with respect to C. P delivers the check to A. A retains 
$100,000 of the payment as compensation for legal services and 
disburses the remaining $100,000 to C. P must file an information return 
with respect to A for $200,000 under paragraph (a)(1) of this section. P 
also must file an information return with respect to C under §§ 6041 and 
6051, in the amount of $300,000. See Treas. Reg. §§ 1.6041-1 (f) and 
1.6041-2.

Example 3. Separate checks--taxable to claimant. C, an individual plaintiff 
in a suit for lost profits against corporation P, is represented by attorney A. 
P settles the suit for $300,000, all of which will be includible in C's gross 
income. A requests P to write two checks, one payable to A in the amount 
of $100,000 as compensation for legal services and the other payable to C 
in the amount of $200,000. P writes the checks in accordance with A's 
instructions and delivers both checks to A. P must file an information 
return with respect to A for $100,000 under paragraph (a)(1) of this 
section. Pursuant to § 1.6041-1 (a) and (f), P must file an information 
return with respect to C for the $300,000.

The examples from the regulations under sections 6041 and 6045 make clear 
that when a payor makes a payment to an attorney for an award of attorney’s 
fees in a settlement awarding a payment that is includable in the claimant’s 
income, the payor must report the attorney’s fees on separate information returns 
with the attorney and the claimant as payees. Therefore, Forms 1099-MISC and 
Forms W-2, as appropriate, must be filed and furnished with the claimant and the 
attorney as payee when attorney’s fees are paid pursuant to a settlement 
agreement that provides for payments includable in the claimant’s income, even 
though only one check may be issued for the attorney’s fees.

Failure to File Required Forms 1099
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Section 6721 requires a person to pay a $100 penalty with respect to each information 
return for any failure to timely file a required information return, any failure to include all 
of the information required to be shown on an information return, or the inclusion of 
incorrect information on an information return, up to certain limits that depend on the 
person’s yearly gross receipts. If one or more failures subject to penalty under section 
6721 are due to intentional disregard of the filing requirement (or the correct information 
reporting requirement), the penalty increases to $250 per failure. I.R.C. § 6721 (e). 
Section 301.6721-1(f)(2) of the Regulations on Procedure and Administration provides 
that a failure is due to intentional disregard if it is a knowing and willful failure to file 
timely or failure to include correct information. The determination of whether a failure 
was knowing and willful is based on the facts and circumstances of the case, including, 
but not limited to: (1) whether the failure is part of a pattern of conduct of repeatedly 
failing to file or include correct information; (2) whether correction was made promptly 
upon discovery of the failure; (3) whether the filer corrects a failure within 30 days after 
a written request from the Service to correct; and (4) whether the amount of the 
information return penalties is less than the cost of complying with the requirement to 
file timely or include correct information on an information return. Treas. Reg. 
§301.6721-1(f)(3).

Section 6722 requires a person to pay a $100 penalty with respect to each payee 
statement for any failure to furnish timely a required payee statement, any failure to 
include all of the information required to be shown on a payee statement, or the 
inclusion of incorrect information on a payee statement, up to certain limits that depend 
on the person’s yearly gross receipts. If one or more failures subject to penalty under 
section 6722 are due to intentional disregard of the filing requirement (or the correct 
information reporting requirement), the penalty increases to $250 per failure. I.R.C. 
§ 6721(e). The facts and circumstances surrounding a failure, including those 
considered under Treas. Reg. § 301.6721-1(f)(3), determine whether the failure is due 
to intentional disregard. Treas. Reg. § 301.6722-1 (c)(1).

I.R.M. 20.1.7.3.2 (Rev. 7-15-2011) and 20.1.7.4.1 (Rev. 7-15-2011) provide further 
guidance on when a § 6721 or § 6722 penalty merits an increase for intentional 
disregard. The I RM provides that an intentional disregard may exist when a taxpayer 
failed to file to avoid an administrative inconvenience or when it would be less 
expensive for the filer to pay the penalties under § 6721 or § 6722 than to comply with 
the filing or furnishing requirements.

Example One - Separate Checks to Claimant and Attorney, Clear Allocation

In this example, C1 agreed to waive all claims in return for $
lump sums of $

, payable in two

payable to A1 in two lump sums of $
each. The agreement specifically provided for attorney’s fees,

and to A2 in two lump sums of $

To the extent the recovery is taxable to C1, the attorney’s fees are includible in C1 ’s 
income and must be reported to C1 by filing and furnishing an information return. Form 
1099-MISC is the appropriate form to use in reporting the attorney fee amounts to C1
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when there is a clear allocation of an amount as attorney’s fees, because such clearly 
allocated amount is not wages subject to employment tax. The employer must also 
report the portion of the settlement that was paid directly to C1 by filing and furnishing a
Form W-2 reporting $ with C1 as payee for each year. Finally, the employer 
must report the payments to the attorneys by filing and furnishing two Forms 1099-
MISC with the two attorneys as payees for each year in the amounts of $ and
$ , respectively.

The impact of the failure to correctly report attorney’s fees paid in this situation could be 
significant and penalties may be applicable. Because CTs claim was under the ADEA, 
C1 can deduct attorney’s fees up to the amount includible in gross income as a result of 
the settlement. The amount that should have been included in gross income was $

for each year, not $
$

. C1 could deduct the amount of attorney’s fees,
for each year, as an above-the-line deduction pursuant to § 62(a)(20). If the

attorney’s fees are not properly reported to C1, it is possible that C1 would include only
$ in income each year, yet deducted some amount, potentially even the full $ 

, as attorney’s fees pursuant to section 62(a)(20), effectively removing an
amount exceeding the settlement recovery and then some from his adjusted gross 
income.

Example Two - Check to Claimant for Wage Income, Joint Check to Claimant and 
Attorney for Other Income, No Allocation for Attorney’s Fees, Forms W-2 and 1099- 
MISC

In this example, C2 agreed to waive all claims in return for the total sum of $

be paid in two checks: the first payable to C2 for $
withholdings, and the second payable jointly to C2 and A3 for $

to
, less statutory deductions and

. Since there is
no clear allocation for attorney’s fees, the fees are wages subject to employment tax.
The employer should file and furnish a Form W-2 reporting $
and a Form 1099-MISC reporting the $

with C2 as payee
payment with A3 as payee. Note that

A3 is subject to information reporting because she was named as a joint payee on the
check for $ . See § 6045(f) and the regulations thereunder.

The settlement agreement itself correctly instructed the employer to report to both C2 
and A3 the amount on the check issued jointly to them but incorrectly states that Form 
1099-MISC was the appropriate form. Even so, the employer failed entirely to report 
the payment to C2. There may be an especially good argument here for the increased 
penalty due to intentional disregard since the employer signed an agreement stating 
they would report the joint payment to both parties.

Example Three - One Check to Attorney, No Allocation, Form 1099-MISC

In example three, C3 agreed to waive all claims in return for a lump sum of $ 
a check made payable to his attorney’s office. The employer issued a check for $ 

to the order of the claimant’s attorney “for [C3].” The employer filed and

, in
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furnished a Form 1099-MISC that reported the entire payment to the attorney. Pursuant 
to regulation section 6045-5(f), the attorney is not the payee and therefore the 
information reporting requirements do not apply if the attorney’s name is included on the 
payee line of a check as ‘in care of’ the attorney. However, section 6041 and the 
regulations thereunder provide that the employer should have filed and furnished an 
information return that reported the full amount of the settlement as payment to C3. 
Since there was no specific allocation for attorney’s fees, the amount paid constitutes 
wages subject to employment tax. Thus, the employer must file and furnish Form W-2

to C3.reporting $

Possible Penalties/Adjustments

When an employer fails to file and furnish a required Form 1099-MISC or files and 
furnishes a Form 1099-MISC reporting incorrect amounts, the only penalties or 
adjustments that can be asserted against the employer in these situations are the 
penalties under sections 6721 and 6722. In each of the examples above, the employer 
either failed to file and furnish a required information return or filed and furnished an 
information return reporting incorrect amounts. In some cases, the potential impact on 
the individual income tax reporting of the claimants is quite significant.

It may be appropriate to assert the increased penalty for intentional disregard under 
sections 6721(e) and 6722(e) in some situations. If an employer has a pattern of failing 
to file information returns required under section 6041 that properly report attorney’s 
fees to claimants paid pursuant to settlement agreements or made no attempts to 
correct its failures, the increased penalties may be asserted. If you can establish that 
an employer failed to file correct information returns because the cost of doing so was 
more than the penalty under section 6721(a), you may have a good case for asserting 
the increased penalty or intentional disregard.

If the employer continues to fail to file and furnish correct information returns for 
settlement payments after a penalty has been asserted under sections 6721(a) or 
6722(a) or sections 6721(e) and 6722(e), the increased penalty under sections 6721(e) 
and 6722(e) for an intentional failure should definitely apply. In addition, we 
recommend referring the individuals for whom the employer failed to issue correct 
information returns to Exam for their individual income tax returns for the tax years at 
issue since the failure to file correct information returns likely caused some of the 
claimants to underreport their income for the years in which they received settlement 
payments.

Please call if you have any further questions.

JOSEPH W. SPIRES
Area Counsel
(Tax Exempt & Government Entities: Field 
Service)
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By:
Marissa R. Lenius
Attorney
(Tax Exempt & Government Entities)
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I.

II.

Overview. Determining the correct treatment of employment-related settlement 
payments is a four-step process. First, determine the character of the payment 
and the nature of the claim that gave rise to the payment. For example, a 
payment could be for a lost wages claim brought under Title VII of the Civil 
Rights Act of 1964. Second, determine whether the payment constitutes an item 
of gross income. Third, determine whether the payment is wages for 
employment tax purposes (Federal Insurance Contributions Act (FICA), and 
income tax withholding). Fourth, determine the appropriate reporting for the 
payment and any attorneys’ fees (Form 1099 or Form W-2).

Character of the payment and nature of the claim. Whether a payment is 
includable in gross income and whether it is wages for purposes of employment 
taxes depend upon the character of the payment. The following describes the 
types of settlement payments or awards that may be received in connection with 
an employment-related dispute.

A. Character of the payment

1.

2.

3.

Severance pay. Severance pay is a payment made by an 
employer to an employee upon the involuntary termination of 
employment. The right to receive severance pay and the amount of 
severance pay are usually based on the employee’s length of 
service.
Back pay. Back pay is compensation paid to an individual to 
compensate the individual for remuneration that would have been 
received up to the time of settlement or court award but for the 
employer’s wrongful conduct. For example, back pay is awarded to 
an employee if the employee is illegally terminated by an employer, 
or to an applicant for employment who is not hired for illegal 
reasons. Under those circumstances, the back pay relates to a 
period when no services for the employer were performed. Certain 
federal statutes, e.g., Title VII of the Civil Rights Act of 1964, and 
the Age Discrimination in Employment Act (ADEA) of 1967, 
specifically authorize the recovery of back pay as a remedy for 
unlawful agency conduct.
Front Pay. Front pay is paid to an individual to compensate the 
individual for remuneration that would have been received after the 
settlement date or court award but for the employer’s wrongful 
conduct and the circumstances - e.g., extreme animosity between 
the employer and employee - which make it impracticable to place 
the employee in the position.
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4.

5.

6.

7.

Compensatory damages. Compensatory damages include 
compensation for physical injury and non-physical injury, e.g., 
humiliation and defamation, and for the intangible elements of 
personal injury such as emotional distress and pain and suffering. 
Consequential damages. Consequential damages are 
compensation for damage, loss, or injury that do not flow directly 
and immediately from the act of the party, but are consequences or 
results of such act.
Punitive/liquidated damages. Generally, liquidated and punitive 
damages are not directly related to the actual loss incurred. 
Liquidated damages are amounts that parties agree to pay in the 
event of a breach of an agreement as a substitute for 
compensatory damages. Liquidated damages may also be 
imposed by statute, e.g., the Fair Labor Standards Act of 1938 and 
the Equal Pay Act of 1963. Punitive damages punish the 
wrongdoer for wrongful conduct. An award of punitive damages 
against the government is possible only when the government 
waives its sovereign immunity, e.g., the Civil Rights Act and the 
Americans with Disabilities Act, below.
Restoration of benefits. Restoration of benefits may include the 
payment of health insurance premiums, Thrift Savings Plan 
employer and employee contributions, and other retirement 
contributions.

B. Nature of the claim

1.

2.

Back Pay Act (5 U.S.C. § 5596(b)(1)). The Back Pay Act covers 
employees of federal government agencies and other employees of 
the federal government. Under the Back Pay Act, back pay is 
awarded to an employee who is found by the appropriate authority 
under applicable law, rule, regulation, or collective bargaining 
agreement to have been affected by a wrongful personnel action 
that resulted in the withdrawal or reduction of all or part of the 
employee’s pay, allowances, or differentials.
Title VII of the Civil Rights Act of 1964, 42 U.S.C. § 2000e, as 
amended by the Civil Rights Act of 1991, 42 U.S.C. § 1981a.
Title VII of the Civil Rights Act of 1964, as amended by the Civil 
Rights Act of 1991, prohibits discrimination in employment based 
on race, color, sex, religion, and national origin, and provides for 
the award of back pay and attendant benefits, compensatory 
damages, compensation for emotional distress, and punitive 
damages.
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3.

4.

5.

6.

7.

8.

Age Discrimination in Employment Act (ADEA) of 1967 (29 
U.S.C. § 621). As made applicable to the federal government 
under 29 U.S.C § 633a, the ADEA provides for an award of back 
pay and other equitable relief, but does not provide for the recovery 
of compensatory damages of a tort-like nature (e.g., emotional 
distress) or liquidated damages.
Americans with Disabilities Act of 1990 (ADA). Employing the 
remedial scheme of Title VII and the Civil Rights Act of 1991, the 
ADA authorizes the recovery of back pay, compensation for 
noneconomic damages such as emotional distress, and punitive 
damages.
Fair Labor Standards Act of 1938 (FLSA) (29 U.S.C. § 201). The 
FLSA requires the payment of minimum wages and overtime pay. 
The FLSA provides for recovery of unpaid wages, unpaid overtime 
compensation, and non-punitive liquidated damages, but not 
compensatory damages of a tort-like nature (e.g., for emotional 
distress).
Equal Pay Act of 1963 (EPA) (29 U.S.C. § 206(d)). The EPA is an 
amendment to the FLSA, prohibiting discrimination on account of 
gender in the payment of wages by employers. The EPA provides 
for recovery of unpaid wages, unpaid overtime compensation, and 
liquidated damages.
State statutes. State statutes often parallel federal workers’ rights 
statutes, but may provide for broader remedies. The remedies 
available under a particular state statute under which a suit is 
brought or could have been brought determine whether a claim 
thereunder sounds in tort (see discussion of IRC § 104(a)(2) 
below).
Common law wrongful termination. As for any tort under the 
common law, a broad range of remedies are available.

III. Income taxation of judgment/settlement payments.

A.

B.

IRC § 104(a)(2). This section excludes from gross income the amount of 
any damages (other than punitive damages) received on account of 
personal physical injuries or physical sickness. Standing alone, emotional 
distress is not considered a physical injury or a physical sickness for 
purposes of § 104(a)(2). However, recoveries paid for medical care 
described in § 213(d)(1)(A) and (B) attributable to emotional distress are 
excludable under § 104(a)(2). The § 104(a)(2) exclusion does not apply to 
amounts previously deducted as medical expenses under § 213.
Is there a settlement? Section 104(a)(2) and the regulations thereunder
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require that the payment be in settlement of a claim in order to be 
excluded from gross income. Section 1.104-1 (c) of the Income Tax 
Regulations provides that the damages must have been received through 
prosecution of a legal suit or in a settlement agreement in lieu of 
prosecution of a suit. This requirement means that a colorable claim 
under a workers’ rights statute or under the common law must have been 
asserted. A general release of claims against the employer, e.g., under a 
termination plan or severance package, is not a claim for § 104 purposes. 
See, e.g., Abrahamsen v. United States, 44 Fed. Cl. 260 (1999), aff’d, 228 
F.3d 1360 (Fed. Cir. 2000).

C.

D.

What was the payment for? For the payment to be excluded under § 
104(a)(2), the claim must be for a tort or tort-like injury. The remedies 
available under the statute or common law determine whether the claim is 
tort-like in nature. If back pay and liquidated damages are the only 
remedies available, then the payment is an item of gross income because 
the recovery is not for a tort-like physical injury. In order for the amount to 
be excluded from gross income under § 104(a)(2), the taxpayer must 
demonstrate that the amount was received on account of personal 
physical injuries or physical sickness, or as reimbursed expenses for 
medical treatment for emotional distress. See, e.g., Prasil v. 
Commissioner, T.C. Memo. 2003-100, applying the two tests set forth in 
Commissioner v. Schleier, 515 U.S. 323, 336-37 (1995), to the current 
version of § 104(a)(2), i.e., under current law (1) a claim must be based 
upon tort or tort-type rights, and (2) the taxpayer must show that the 
damages were received on account of personal physical injuries or 
physical sickness.

What is a personal physical injury? Our administrative position is that 
observable or documented bodily harm, such as bruising, cuts, swelling or 
bleeding is evidence of personal physical injury. If there has in fact been a 
personal physical injury, compensatory damages for consequential 
emotional distress related to the injury are also excludable from gross 
income.

In Rev. Rui. 85-97, 1985-2 C.B. 50, amplifying Rev. Rui. 61-1, 1961 C.B. 
14, the Service considered a situation where an individual received a lump 
sum payment in settlement of an action against a bus company for 
negligent operation of a bus that caused him serious bodily injury and the 
concomitant loss of wages and earning capacity. The ruling holds that the 
entire recovery was for personal injuries excludable from gross income, 
including the portion allocable to lost wages.
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Note: Damages recovered from an employment-related dispute generally 
are not recoveries for a personal physical injury. Thus, employment- 
related judgment/settlement amounts will generally be included in the 
employee’s gross income. Therefore, the most difficult questions usually 
are whether the amounts are wages for employment tax purposes, and 
the proper reporting of the amount (Form 1099 or Form W-2, and reporting 
of attorneys’ fees on Form 1099).

IV. Income taxation of attorneys’ fees.

A. Taxable awards or settlements. In Commissioner v. Banks, 543 U.S. 
426 (2005), the Supreme Court resolved a conflict among the circuits and 
agreed with the Commissioner that, under the anticipatory assignment of 
income doctrine, a taxpayer must include in gross income the entire 
amount of a judgment or settlement, including the portion paid to the 
attorney as a contingent fee. The Court rejected suggestions that the lien 
law of a particular state controls the federal tax consequences of a fee 
arrangement between a client and an attorney or that such an 
arrangement constitutes a joint venture for tax purposes.

In Biehl v. Commissioner, 351 F.3d 982 (9th Cir. 2003), cert, denied, 543 
U.S. 1145 (2005), the Court of Appeals for the Ninth Circuit held that 
attorneys’ fees paid by a former employer in settlement of a wrongful 
termination suit were not received pursuant to a reimbursement or other 
expense allowance arrangement within the meaning of § 62(a)(2)(A) and 
the implementing regulations. The payment of fees by the employer, the 
court reasoned, does not satisfy the business connection requirement of 
§ 62(a)(2)(A). Thus, the fees were includible in the taxpayer’s gross 
income.

In the American Jobs Creation Act of 2004 (AJCA), Congress added 
§ 62(a)(19)[20]1 to the Code to ameliorate the result in Biehl. Under this 
provision, employees may reduce gross income by attorneys’ fees and 
court costs paid to pursue a claim of unlawful discrimination (as defined in 
§ 62(e)) and certain other claims. This reduction in any given year is 
limited to the amount of the award includible in the taxpayer’s income for 
the year. Employees who receive recoveries not described in § 62(a)(19)

1 The AJCA changed the definition of adjusted gross income by providing for the
deduction at § 62(a)(19). Subsequent legislation redesignated § 62(a)(19) as § 
62(a)(20). See Pub. L. No. 109-135, § 412(q)(1)(A)-(B).
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[20] can deduct the attorneys’ fees only on Schedule A as miscellaneous 
itemized deductions, which are subject to the two percent floor of § 67.2

Caution: Section 62(a)(20) is a deduction provision; it does not 
affect whether an amount is included in gross income, whether an 
amount is wages for employment purposes, or the information 
return reporting of an amount.

B. Nontaxable awards or settlements. If an award or settlement payment 
is excluded from gross income under § 104(a)(2), the entire payment is 
excluded from gross income regardless of whether the taxpayer uses a 
portion of the excludable payment to pay his attorney under a contingent 
fee or other arrangement. However, § 265(a)(1) of the Code prohibits the 
taxpayer from taking a deduction for the fees paid to the attorney.

See the discussion below for proper reporting of attorneys’ fees.

C. Fees recovered under fee-shifting statutes. A statute that includes a 
provision allowing a court to award attorneys’ fees to the prevailing party is 
commonly referred to as a fee-shifting statute. The Service’s position is that 
generally fees awarded to prevailing plaintiffs under federal and state fee
shifting statutes belong to the plaintiff and not to the lawyer. See, e.g., Evans 
v. JeffD., 475 U.S. 717, reh’g denied, 476 U.S. 1179 (1986). We construe 
Banks and the AJCA as endorsing the Service’s position that attorneys’ fees 
awarded under a fee-shifting statute constitute an item of gross income to the 
client. Although the Court in Banks did not decide this issue, it noted that the 
AJCA redresses the concern for many, if not most, claims governed by fee
shifting statutes. 543 U.S. at 438-39. Moreover, in Vincent v. Commissioner, 
T.C. Memo. 2005-95, the Tax Court, agreeing with the Commissioner, held 
that the taxpayer was required to include in gross income attorneys’ fees 
awarded under a state fee-shifting statute. The Tax Court held that it was not 
bound by an opinion of the California Supreme Court holding that under state 
law, the fees belonged to the attorney and not to the client. Accord, Green v. 
Commissioner, T.C. Memo. 2007-39.

2 IRC § 67(a) provides that individuals are allowed miscellaneous itemized deductions 
for any taxable year only to the extent that the aggregate of such deductions exceeds 
two percent of adjusted gross income, where § 62 defines adjusted gross income.
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Employment tax treatment (FICA tax and income tax withholding).

A. General rules.

1. FICA. FICA tax is owed on all remuneration paid by an employer to its 
employees. See IRC §§ 3101; 3111. One-half of the applicable FICA 
taxes are imposed against the employee; the remaining one-half are 
imposed against the employer. The employer is required to withhold from 
the employee’s pay the employee half of FICA taxes. FICA taxes consist 
of the Old-age, survivors, and disability insurance portion (OASDI or social 
security) (IRC §§ 3101(a); 3111(a)), and the Hospital Insurance portion (HI 
or Medicare) (IRC §§ 3101(b); 3111(b)). The OASDI portion is applied to 
wages paid up to a dollar amount which is set annually (e.g., $102,000 for 
2008). The Medicare portion is not capped. The OASDI and Medicare 
portions of FICA tax are imposed separately against the employee and 
employer at the rate of 6.2 percent and 1.45 percent respectively (totaling 
12.4% and 2.9% respectively). IRC §§ 3101; 3102; 3111.

Note for Federal Government Employees: Employees covered 
under the Civil Service Retirement System who have continuously 
performed services since December 31, 1983, are generally not 
subject to social security taxes. IRC § 3121 (b)(5). Employees 
covered under the Federal Employees’ Retirement System (FERS), 
however, are generally subject to social security taxes. 
Remuneration for services paid to federal employees is generally 
subject to Medicare taxes. IRC § 3121(u)(1).

2. Income Tax Withholding. An employer is required to withhold income 
tax on remuneration for employment (wages) paid to its employees. IRC 
§ 3402(a).

3. FUTA. Payments made by federal agencies are not subject to the Federal 
Unemployment Tax Act (FUTA) tax. IRC § 3306(c)(6).

B. If not income, then not wages. Amounts excludable from gross income 
under § 104(a)(2) and non-economic damages are not wages for FICA 
and income tax withholding purposes.

C. Severance Pay. Section 31.3401 (a)-1 (b)(4) of the Employment Tax 
Regulations provides that any payments made by an employer to an 
employee on account of dismissal, i.e., involuntary separation from the 
service of the employer, constitute wages for income tax withholding
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purposes regardless of whether the employer is legally bound by contract, 
statute, or otherwise, to make such payments. Severance pay, like the 
pay it replaces, is includible in gross income and is wages for FICA and 
income tax withholding purposes. See, e.g., Abrahamsen v. United 
States, 228 F.3d 1360 (Fed. Cir. 2000).

D.

E.

Back pay. The Service and the courts agree that back pay is wages for 
FICA and income tax withholding purposes, except where received on 
account of a personal physical injury or physical sickness. Social Security 
Board v. Nierotko, 327 U.S. 358 (1946). See also Tanaka v. Dep’t of Navy, 
788 F.2d 1552, 1553 (Fed. Cir. 1986); Rev. Rui. 96-65. 1996-2 C.B. 6.

The Service’s position is that back pay awarded for an illegal refusal to 
hire is wages for federal employment tax purposes. Rev. RuL 78-176, 
1978-1 C.B. 303. Rev. Rui. 78-176 holds that amounts paid in settlement 
of a Title VII action to job applicants who were wrongly refused 
employment on the basis of race are wages for employment tax purposes. 
The ruling reasons that Nierotko applies to this situation because the 
individuals could not be made whole unless they received social security 
credit for the back pay.

Rev. RuL 78-176 was cited with approval in Melani v. Board of Higher Ed., 
652 F. Supp. 43 (S.D.N.Y. 1986), aff’d, 814 F.2d 653 (2d Cir. 1987).
However, in Newhouse v. McCormick & Co., 157 F.3d 582 (8th Cir. 1998), 
the Eighth Circuit rejected the Service’s position in Rev. Rui. 78-176. The 
court held that FICA tax and income tax withholding do not apply unless 
an actual employer-employee relationship existed. The Eighth Circuit has 
jurisdiction over causes of action arising in Minnesota, the Dakotas, Iowa, 
Nebraska, Missouri, and Arkansas. If the cause of action arose in the 
Eighth Circuit, contact CC:TEGE:EOEG:ET2 for guidance.

Front pay. The Service’s position is that front pay constitutes wages for 
FICA purposes. Most appellate courts addressing the issue have agreed. 
Gerbec v. United States, 164 F.3d 1015, 1026 (6th Cir. 1999); Mayberry v. 
United States, 151 F.3d 855, 860 (8th Cir. 1998); and Hemelt v. United 
States, 122 F.3d 204, 209 (4th Cir. 1997). However, in Dotson v. United 
States, 87 F.3d 682, 689 (5th Cir. 1996), the 5th Circuit held that only the 
back pay portion of a settlement was wages for FICA tax purposes. The 
Fifth Circuit includes Texas, Louisiana, and Mississippi. If the cause of 
action arose in the 5th Circuit, contact CC:TEGE:EOEG:ET2 for guidance.
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Restoration of benefits. Contact CC:TEGE:EOEG:ET2 for questions on 
the appropriate tax and reporting treatment of such payments.

G. Emotional distress damages. Amounts paid for medical care described 
in § 213(d)(1)(A) and (B) on account of emotional distress are excluded 
from gross income under § 104(a)(2) if the expense has not been 
previously deducted under § 213, and are not wages for employment tax 
purposes.

H. Are employment taxes calculated based on the year of payment or 
when the wages would have been payable absent the wrongful 
conduct? In United States v. Cleveland Indians Baseball Co., 532 U.S. 
200 (2001), the Supreme Court agreed with the Service’s long-standing 
position, holding that employment taxes on back wages are calculated 
with respect to the period during which the wages are actually paid, rather 
than the period during which the wages should have been paid.

I. Allocation of payments. A judgment or settlement payment may 
comprise multiple elements, each of which may or may not be wages. A 
court award may break down the amount of the award into its elements 
such as back pay, emotional distress damages, and interest, making it 
much easier to determine which portion(s) constitutes wages. However, in 
the case of a settlement payment, the parties must determine the 
elements of the settlement amount. This determination is made by 
considering all the facts and circumstances, including the remedies 
available for the particular claim. For example, a settlement payment may 
have to be allocated between back pay and other compensatory damages 
(e.g., emotional distress). As discussed, back pay is wages subject to 
employment taxes, but emotional distress damages are not. Proper 
allocation is also necessary to ensure proper reporting of the payment 
(Form W-2 or Form 1099).

Note: The Service generally considers the following facts and 
circumstances in determining whether to accept an allocation of damages 
in a settlement agreement or in a final judgment:

1. Whether there was a bona fide adversarial settlement as to the 
allocation of payment between types of recoveries. Robinson v. 
Commissioner, 102 T.C. 116 (1994), aff’d, 70 F.3d 34 (5th Cir. 
1995), cert, denied, 519 U.S. 824 (1996).

2. Whether the terms are consistent with the true substance of the 
underlying claims. For example, compensatory damages in the
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nature of tort-like remedies (e.g., emotional distress) are not 
available for ADEA claims. Thus, for such a claim it would not be 
appropriate to allocate recovery amounts to emotional distress.

J. Attorneys’ fees and interest.

1. Court awards. Rev. Rui. 80-364, 1980-2 C.B. 294, considers 
whether attorneys’ fees and interest awarded with back pay are 
wages for employment tax purposes. The ruling describes three 
situations.

In Situation 1, after termination of employment by a company, an 
individual filed a complaint for back pay. The court awarded the 
individual $8X in back pay, $1X in attorneys’ fees, and $1X in 
interest. The ruling holds that although the entire $10X is includible 
in gross income, only the back pay award of $8X is wages for 
federal employment tax purposes; the interest and attorneys’ fees 
were excluded from wages because they were separately 
identified.

In Situation 2, an individual sues the individual’s employer for $15X 
for back pay. Pursuant to a court order, the employer paid the 
individual $10X. The court order did not indicate that a portion of 
the award was for attorneys’ fees or interest. The employee paid 
$1X in attorneys’ fees. The ruling holds that the entire $10X is 
income to the employee and is also wages for federal employment 
tax purposes even though $1X was spent on attorneys’ fees.

In Situation 3, a union files a claim for breach of a collective 
bargaining agreement on behalf of its members against a company. 
The union and the company entered into a settlement agreement, 
later approved by a court, which provided that the company would 
pay the union $40X in settlement of all claims. The union paid $6X 
of the settlement for attorneys’ fees and returned $34X dollars to 
the employees for back pay owed to them. The back pay was 
distributed to the employees in proportion to their claims. The 
ruling holds that the $6X paid by the union in attorneys’ fees is not 
remuneration for employment and thus is not wages. In addition, 
the $6X is not includible in the employees’ gross income. Although 
not stated, the $34X paid from the union to the employees would be 
wages subject to federal employment tax.



FILES-102495-07 - 12—

An award of attorneys’ fees under a fee-shifting statute would not 
be wages under Situation 1 of the ruling. By contrast, as described 
in Situation 2, the payment of attorneys’ fees by the employee (e.g., 
contingent attorneys’ fees) from a court award consisting solely of 
back pay would not affect the characterization of the recovery, or 
some part thereof, as back pay (and thus wages).

Note that in Biehl, discussed above, the Tax Court and the Ninth 
Circuit held that attorneys’ fees paid from a court award could not 
be excluded from income as a payment under an “accountable 
plan” within the meaning of §§ 62(a)(2)(A), 62(c), and the 
regulations thereunder. Likewise, the accountable plan rules 
cannot serve to remove the portion of a settlement owed as 
attorneys’ fees from wages if the settlement amount would 
otherwise be properly characterized as wages. Biehl, 351 F.3d at 
985-86, aff’g 118 T.C. 467 (2002). Although attorney’s fees may be 
deductible under § 62(a)(20), this provision does not affect whether 
a recovery of attorney’s fees is gross income, or whether such 
amount is wages for employment tax or information reporting 
purposes.

2. Settlement payments. Most employment-related disputes are 
settled administratively rather than through litigation. Whether 
attorneys’ fees recovered in a settlement of an action under a fee
shifting statute are excluded from wages is an open question. For 
example, if a suit for back pay under Title VII is settled, and 
provides for back pay and attorneys’ fees in the settlement 
agreement, the question arises whether the portion of the 
settlement characterized as attorneys’ fees is wages. In Banks, the 
Supreme Court indicated that the taxpayer did not receive an award 
of attorneys’ fees under a fee-shifting statute when the attorneys’ 
fees were paid pursuant to a settlement agreement rather than a 
court award, notwithstanding that the statute under which the 
taxpayer sued provided for awards of attorneys’ fees. If this issue 
arises, contact CC:TEGE:EOEG:ET2 for guidance.

VI. Third Party Payors. An agency other than the employing agency may in some 
cases pay an amount to an employee in satisfaction of a court award or in 
settlement of an employment-related dispute. In such cases, the agency having 
control of the payment of wages is responsible for income tax withholding. See 
IRC § 3404 (“If the employer is the United States . . . , or any agency or 
instrumentality [of the United States], the return of the amount deducted and
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withheld upon any wages may be made by any officer or employee of the United 
States .. or of such agency or instrumentality, . .. having control of the 
payment of such wages ... Similarly, the agency having control of the 
payment of wages must withhold and pay FICA taxes. See IRC § 3122 (“In the 
case of [FICA taxes] with respect to service performed in the employ of the 
United States [or in the employ of an instrumentality of the United States].. ., the 
determination of the amount of remuneration for such service, and the return and 
payment of the taxes imposed by this chapter, shall be made by the head of the 
Federal agency or instrumentality having the control of such service, or by such 
agents as such head may designate.”). A third-party payor responsible for 
employment taxes under §§ 3404 and 3122 is also responsible for the related 
Form W-2 reporting requirements under § 6051(a).

VII. Reporting requirements.

A. Wage reporting. Under § 6051, the employer is required to furnish 
information returns (Form W-2, Wage and Tax Statement) to employees 
reporting the amount of wages, withholding, and other information. 
Copies of these information returns are also required to be filed by the 
employer with the Social Security Administration (SSA). Treas. Reg. § 
31.6051-2(a). Thus, an amount paid as back pay to an employee is 
generally reportable by the employer to the employee and to the Social 
Security Administration on a Form W-2. The wage reporting requirement 
applies regardless of whether the payment is also reportable to the 
employee’s attorney under § 6045(f) (see discussion below).

B. Special reporting requirements for back pay. With respect to 
payments to employees of back pay under a statute, there are procedures 
for reporting to SSA (in addition to the Form W-2 reporting) that are 
described in Social Security Publication 957, Reporting Back Pay and 
Special Wage Payments to the Social Security Administration. These 
procedures could apply in the case of an employee who received a back 
pay award in one year that related to several prior years in which the 
wages should have been paid. Back pay is allocated to the periods in 
which the wages should have been paid for social security benefit 
purposes only, not the computation of FICA tax. This reporting treatment 
is based on Nierotko, 327 U.S. at 358. See also Cleveland Indians 
Baseball Co., 532 U.S. at 200. The Treasury Financial Manual indicates 
that federal agencies are required to do the reporting required by 
Publication 957. See TFM Volume I, Part 3, Chapter 4000, section 
4050.40. Note that this may benefit employees by providing them with 
needed quarters of coverage for social security benefit purposes.
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C.

D.

Form 1099 reporting. If a settlement or judgment payment is income but 
does not constitute wages, the payment will be subject to reporting under 
§ 6041 on Form 1099-MISC. If the payment is excludable from gross 
income pursuant to § 104(a)(2) or any other section, there is no reporting 
required.

Payments to attorneys. Under § 6045(f), every person making a 
payment in the course of his trade or business "to an attorney in 
connection with legal services" is required to report the payment on Form 
1099, regardless of whether the payment constitutes income to the 
attorney.

The following charts describe the reporting requirements for payments made to 
employees and attorneys. The first chart describes the income and employment 
tax consequences and proper reporting of payments made to employees as 
compensation for various types of damages. The four charts that follow address 
the reporting treatment of attorneys’ fees for employees and attorneys.
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Tax and Reporting Treatment of Judgment/Settlement Payments to Employees

Payment Character

Back pay (other than lost 
wages received on 
account of personal 
physical injury or 
physical sickness)_____  
Front pay

Dismissal/severance pay

Compensatory or 
consequential damages 
paid on account of 
personal physical 
injuries or physical 
sickness______________ 
Compensatory damages 
not paid on account of 
personal physical 
injuries or physical 
sickness (e.g., emotional 
distress) ____________  
Consequential damages 
not paid on account of 
personal physical 
injuries or physical 
sickness_____________  
Punitive/Liquidated 
damages_____________  
Interest

Costs

Medical expenses

Overtime

Income 
Taxable?
Yes

Yes

Yes

2

Generally, no

Generally, yes

Yes

Yes

Yes

Yes

Generally, no

Yes

Wages (FICA and 
ITW)? 
Yes

Yes

Yes

No

No

No

No

No

No

No

1

Yes

Reporting 
Requirement
W-2

W-2

W-2

None

1099-MISC, Box 3

1099-MISC, Box 3

1099-MISC, Box 3

1099-INT, Box 1 (if 
$600 or more) 
1099-MISC, Box 3

None

W-2
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Restoration of benefits: 
Health Premiums, TSP 
employee and employer 
contributions, and 
retirement contributions 
Taxes—employee 
income tax or employee 
portion of FICA 
Travel—if requirements 
of § 62(c) (accountable 
plan) are met__________  
Travel—if requirements 
of § 62(c) are not met

To be determined

Yes

No

Yes

To be determined

Yes. See 
Publication 15-A

No

Yes

To be determined

W-2

No

W-2

11f the case is in the 8th Circuit, and involves an illegal refusal to hire, contact 
CC:TEGE:EOEG:ET2 for guidance.
2 If the case is in the 5th Circuit, contact CC:TEGE:EOEG:ET2 for guidance.
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Tax and Reporting Treatment of Attorneys’ Fees

Total Employer Payment Made Jointly to Attorney and Employee:

Nature of Payment

Court award 
designating 
attorneys’ fees

Income Taxable to 
employee?
Yes—attorneys’ 
fees generally 
taxable to 
employee.

Reporting to 
Employee
Attorneys’ fees 
reportable in Box 3 
of 1099-MISC (not 
W-2). Treas. Reg.
§ 1.6041-1(f)(1) and 
(2).

Court award without 
designation of 
attorneys’ fees

Yes—attorneys’ 
fees generally 
taxable to 
employee.

The total award is 
reportable, as 
appropriate (on 
1099-MISC orW-2).

Settlement payment Yes—attorneys’ 
fees generally 
taxable to 
employee.

To be determined, 
based on the nature 
of the action. If 
wages, reportable 
on W-2. If not 
wages, reportable in 
Box 3 of 1 099- 
MISC.

Reporting to 
Attorney
Box 14 of 1099- 
MISC in the amount 
of the check payable 
jointly to employee 
and attorney.
Treas. Reg.
§ 1.6045-5(a), and
(f)Ex.1. _______  
Box 14 of 1099- 
MISC in the amount 
of the check payable 
jointly to employee 
and attorney Treas. 
Reg. § 1.6045-5(a), 
and (f) Ex. 1.
Box 14 of 1099- 
MISC in the amount 
of the check payable 
jointly to employee 
and attorney Treas. 
Reg. § 1.6045-5(a), 
and (f) Ex. 1.
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Separate Employer Payments to Employee, and to Attorney for Attorneys’ Fees:

Nature of Payment

Court award 
designating 
attorneys’ fees 1

Income Taxable 
to Employee?
Yes—attorneys’ 
fees generally 
taxable to 
employee.

Court award without 
designation of 
attorneys’ fees

Yes—attorneys’ 
fees generally 
taxable to 
employee.

Reporting to 
Employee
Attorneys’ fees 
reportable in Box 3 
of 1099-MISC (not 
W-2) even though 
paid separately to 
attorney. Treas. 
Reg. §1.6041-1(f)(1) 
and (2).
The total award is 
reportable, as 
appropriate (on 
1099-MISC or W-2) 
even though 
attorneys’ fees paid 
separately to 
attorney. Treas. 
Reg. §1.6041-1 (f)(1) 
and (2).

Reporting to 
Attorney
Box 14 of 1099- 
MISC to attorney in 
the amount of check 
payable to attorney. 
Treas. Reg.
§ 1.6045-5(a), and 
(f)
Ex. 3._____________ 
Box 14 of 1099- 
MISC to attorney in 
the amount of check 
payable to attorney.
Treas. Reg.
§ 1.6045-5(a), and 
(f) Ex. 3.

Settlement payment Yes—attorneys’ 
fees generally 
taxable to 
employee.

To be determined, 
based on the nature 
of the action. If 
wages, reportable 
on W-2. If not 
wages, reportable in 
Box 3 of 1 099- 
MISC.

Box 14 of 1099- 
MISC to attorney in 
the amount of check 
payable to attorney. 
Treas. Reg.
§ 1.6045-5(a), and 
(f)
Ex. 3.

1 Workers rights statutes, such as Title VII, generally include fee-shifting provisions.
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Total Employer Payment to Employee:

Nature of Payment

Court award 
designating 
attorneys’ fees 1

Income Taxable to 
Employee?
Yes—attorneys’ 
fees generally 
taxable to 
employee.

Court award without 
designation of 
attorneys’ fees

Yes—attorneys’ 
fees generally 
taxable to 
employee.

Reporting to 
Employee________
Attorneys’ fees 
reportable in Box 3 
of 1099-MISC (not 
W-2). Treas. Reg. 
§ 1.6041-1 (f)(1) and 
121______________  
The total award is 
reportable, as 
appropriate (on 
1099-MISC or W-2).

Reporting to 
Attorney
None. See, e.g., 
Treas. Reg. § 
1.6045-5(3), (d)(4), 
and (f) Ex. 4.

None. See, e.g., 
Treas. Reg. § 
1.6045-5(a), (d)(4), 
and (f) Ex. 4.

Settlement payment Yes—attorneys’ 
fees generally 
taxable to 
employee.

To be determined, 
based on the nature 
of the action. If 
wages, reportable 
on W-2. If not 
wages, reportable in 
Box 3 of 1099- 
MISC.

None. See, e.g., 
Treas. Reg. § 
1.6045-5(a), (d)(4), 
and (f) Ex. 4.

1 Workers rights statutes, such as Title VII, generally include fee-shifting provisions.
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Total Employer Payment to Attorney:

Nature of Payment

Court award under 
fee-shifting statute 
designated as 
attorneys’ fees1

Income Taxable to 
Employee?
Yes—attorneys’ 
fees generally 
taxable to 
employee.

Court award 
without 
designation of 
attorneys’ fees

Yes—attorneys’ 
fees generally 
taxable to 
employee.

Settlement 
payment

Yes—attorneys’ 
fees generally 
taxable to 
employee.

Reporting to 
Employee________
Attorneys’ fees 
reportable in Box 3 
of 1099-MISC (not 
W-2). Treas. Reg. § 
1.6041-1(f)(1) and 
(2).___________ 
The total award is 
reportable, as 
appropriate (on 
1099 or W-2).

To be determined, 
based on the nature 
of the action. If 
wages, reportable 
on W-2. If not 
wages, reportable in 
Box 3 of 1 099- 
MISC.

Reporting to
Attorney
Total amount of check 
reported on 1099- 
MISC, box 14. Treas.
Reg. § 1.6045-5(a) 
and (d)(4).

Total amount of check 
reported on 1 099- 
MISC, box 14. Treas. 
Reg. § 1.6045-5(a) 
and (d)(4)._________  
Total amount of check 
reported on 1 099- 
MISC, box 14. Treas.
Reg. § 1.6045-5(a) 
and (d)(4).

1 Workers rights statutes, such as Title VII, generally include fee-shifting provisions.
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Dear ***:
This is in response to your request for a private letter ruling dated Date 1. You requested a ruling that legal expenditures consisting 
of compensatory damages, punitive damages and all related legal expenses paid in Year 1, Year 2 and Year 3 that resulted from 
a lawsuit against you as the managing shareholder of a corporation are deductible under section 162 of the Internal Revenue 
Code. By letter dated Date 2, you agreed that the ruling would only address the expenditures for the Year 2 and Year 3 tax years.
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FACTS

Taxpayer is an individual. Taxpayer is a shareholder in several closely held corporations that own and operate A in State. 
Taxpayer personally or jointly manages the finances of all the closely held corporations that operate A. Taxpayer has been in 
the business of operating A for B years. Taxpayer was also a shareholder in a corporation that owned C and another that owned 
an D. In Year 4, Taxpayer, E and F formed a closely held corporation called Corporation, a subchapter S corporation for federal 
tax purposes, to purchase and operate a A. In Date 3, the Corporation purchased a G located in H, State. Taxpayer contributed 
$1 for J percent of the stock; E contributed $K for L percent of the stock and F contributed $M for N percent of the stock. The 
shareholders agreed that Taxpayer was to manage the Corporation and receive a management fee of O percent of the net profits. 
The distribution of the remaining net profits was allocated based on the ownership percentages.

From Date 4 through Date 5, E consistently received monthly distribution checks from Taxpayer. E only received P monthly 
checks in Year 5 and Q in Year 6. When E inquired after not receiving any distribution checks from Date 6, Taxpayer told E that 
R. There were several meetings and many letters and e-mails in which E asked Taxpayer for the Corporation’s financial records. 
E eventually received some of the records, but they did not explain why Corporation was losing money. E filed a lawsuit in Year 
6 against Taxpayer asserting causes of action including fraud, breach of fiduciary duty, and breach of contract. The allegations 
in the complaint included that Taxpayer S. The lawsuit also named as defendants other entities controlled by Taxpayer. The jury 
found Taxpayer liable for breach of fiduciary duty and fraud. The jury also awarded E punitive damages. The trial court denied 
the liability claims against the entities named as defendants. The court awarded costs to E and denied costs to Taxpayer. The 
final judgment against Taxpayer was for $T, consisting of compensatory and punitive damages and prejudgment interest, plus 
costs of $U, and postjudgment interest of V percent per annum. Taxpayer filed an appeal, and the appellate court affirmed the 
trial court's judgment. In Year 2, Taxpayer paid E amounts ordered by the judgment of the trial court. In addition, Taxpayer paid 
legal fees in Year 2 and Year 3 to his accounting consultants and expert at trial, as well as to attorneys he retained to defend 
him in the lawsuit at the trial court and during his appeal.

LAW AND ANALYSIS

Section 162(a) of the Internal Revenue Code provides that there is allowed as a deduction all the ordinary and necessary expenses 
paid or incurred during the taxable year in carrying on any trade or business.

Section 1.162-1(a) of the Income Tax Regulations provides that deductible expenses include the ordinary and necessary 
expenditures directly connected with or pertaining to the taxpayer's trade or business.

Section 263(a) provides that no deduction shall be allowed for any amount paid out for new buildings or for permanent 
improvements or betterments made to increase the value of any property or estate. Section 1.263(a)-4(c)(l) provides that 
a taxpayer must capitalize an amount paid to another party to acquire any intangible, including an ownership interest in a 
corporation, partnership, or other entity, from that party in a purchase or similar transaction.

To qualify as a deduction allowable under section 162, an expenditure must satisfy a five part test: it must (1) be paid or incurred 
during the taxable year, (2) be for carrying on a trade or business, (3) be an expense, (4) be necessary, and (5) be ordinary. 
Commissioner v. Lincoln Savings and Loan Association, 403 U.S. 345,352 (1971). Thus, personal expenditures incurred outside 
of a taxpayer's trade or business are not deductible under section 162. In addition, capital expenditures under section 263 are 
not deductible.

Even though a particular taxpayer may incur an expense only once in the lifetime of its business, the expense may qualify as 
ordinary and necessary if it is appropriate and helpful in carrying on that business, is commonly and frequently incurred in the 
type of business conducted by the taxpayer and is not a capital expenditure. See Commissioner v Tellier, 383 U.S. 687, 689 
(1966); Deputy v. Du Pont, 308 U.S. 488, 495-96 (1940); Welch v. Helvering, 290 U.S. Ill, 113-14 (1933).
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The Supreme Court in Welch discussed the meaning of the term “ordinary.” The Court stated:
Ordinary in this context does not mean that the payments must be habitual or normal in the sense that the same taxpayer will 
have to make them often. A lawsuit affecting the safety of a business may happen once in a lifetime. The counsel fees may be so 
heavy that repetition is unlikely. None the less, the expense is an ordinary one because we know from experience that payments 
for such a purpose whether the amount is large or small, are the common and accepted means of defense against attack.

Welch, 290 U.S. at 114. The Supreme Court in Welch also explained that the term “necessary” under section 162 imposes the 
requirement that the expense be appropriate and helpful for the taxpayer's business. Id. at 113.

If litigation arises from a capital transaction, then the costs and legal fees associated with the litigation are characterized as 
acquisition costs and must be capitalized under section 263(a). See Woodward v. Commissioner, 397 U.S. 572, 575 (1970).

A payment will be a deduction under section 162 as a trade or business expense only if it is not a personal expenditure or a 
capital expenditure. The controlling test to distinguish business expenses from personal or capital expenditures is the “origin 
of the claim.” Woodward v. Commissioner, 397 U.S. at 577-78; Anchor Coupling Co. v. United Slates, 427 F.2d 429, 433 (7th 
Cir. 1970).

The origin of the claim test was first set forth by the Supreme Court in United States v. Gilmore, 372 U.S. 39, 49 (1963). In 
Gilmore, the court held the origin and character of the claim with respect to which an expense was incurred, rather than its 
potential consequences upon the fortunes of the taxpayer, is the controlling basic test of whether the expense was “business” or 
“personal” and hence whether it is deductible or not. Although the Supreme Court in Gilmore considered whether an expense was 
business or personal, the origin of the claim test has also been applied to distinguish between business and capital expenditures. 
In A nchor Coupling, the court held that the origin and character of the claim with respect to which a settlement is made, rather 
than its potential consequences on the business operation of the taxpayer, is the controlling test of whether a settlement payment 
constitutes a deductible expense or a nondeductible capital outlay. Anchor Coupling, 427 F.2d at 431-32. See also Woodward v. 
Commissioner, 397 U.S. at 578-79; United States v. Hilton Hotels Corp., 397 U.S. 580, 583-84 (1970).

The Tax Court has described the origin of the claim rule as follows:
Quite plainly, the "origin-of-the-claim" rule does not contemplate a mechanical search for the first in the chain of events which 
led to the litigation but, rather, requires an examination of all the facts. The inquiry is directed to the ascertainment of the “kind 
of transaction” out of which the litigation arose.... Consideration must be given to the issues involved, the nature and objectives 
of the litigation, the defenses asserted, the purpose for which the claimed deductions were expended, the background of the 
litigation, and all the facts pertaining to the controversy.

Boagniv. Commissioner, 59T.C. 708,713(1973), acq., 1973-2C.B. 1. See also Scallen v. Commissioner, T.C. Memo. 1987-412, 
affd, 877 F.2d 1364 (8th Cir. 1989) (applying origin of claim rule. Tax Court held that settlement payments relating to suit against 
partner for his alleged failure to properly cany out his duties as sole general managing partner in liquidation of partnership 
were deductible as business expenses).

Courts have held that it is ordinary and necessary to defend claims arising from a taxpayer's trade or business. Kornhattser V. 
United States, 216 U.S. 145 (1928). In Komhauser, amounts petitioner paid in defense of a suit for an accounting brought by a 
former partner were held deductible as expenses incurred in connection with the conduct of petitioner's partnership business. Id. 
at 153. See also Great Island Holding Corp, v Commissioner, 5 T.C. 150,163 (1945), acq., 1945 C.B. 7 (settlement payment by 
majority shareholder, president, and director of corporation relating to settlement of a lawsuit for mismanagement of corporate 
affairs held deductible as it proximately related to his business activity); Rev. Rui. 78-210, 1978-1 C.B. 39 (amounts paid for 
judgments and legal fees arising from alleged negligent acts of physician employees were deductible by medical association 
as section 162 expenses where the contract provided that the association would hold the employees harmless from claims for 
negligent actions).
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Generally, amounts paid in settlement of lawsuits are currently deductible if the acts which gave rise to the litigation were 
performed in the ordinary conduct of the taxpayer's business. See, e.g., Federation Bank & Trust Co. V Commissioner, 27 T.C. 
960, 973 (1957), affd, 256 F.2d 764 (2d Cir. 1958), acq., 1969-2 C.B. xxiv (allowing petitioner to deduct amounts paid in 
settlement of legal proceedings charging petitioner with mismanagement in the liquidation of assets); Butler v. Commissioner, 
17T.C. 675,679-81 (1951), acq., 1952-1 C.B. 1 (settlement payment arising from shareholder suit for damages against principal 
officer for mismanagement of corporate affairs held deductible as an ordinary and necessary business expense directly connected 
to and proximately resulting from his business activity); Rev. Rui. 79-208, 1979-2 C.B. 79 (permitting taxpayer to deduct 
payments to settle lawsuit and obtain a release from breach of contract claims under a franchise agreement).

Similarly, amounts paid for legal expenses in connection with litigation are allowed as business expenses where such litigation 
is directly connected to, or proximately results from, the conduct of a taxpayer's business. See, e.g., Howard v. Commissioner, 
22 B.T.A. 375, 378 (1931), acq., 1945 C.B. 4 (holding that legal fees incurred by taxpayer to settle a shareholder's claim of 
misrepresentation in the conduct of business are deductible as business expenses); D'Angelo v. Commissioner, T.C. Memo. 
2003-295 (petitioner entitled to a section 162 deduction for legal fees paid in defending suits alleging breach of fiduciary duty, 
mismanagement, and breach of contract in his capacity as an officer, partner, and shareholder of entities in which he had an 
ownership interest).

In Rev. Rui. 80-211, 1980-2 C.B. 57, the taxpayer was sued civilly for breach of contract and fraud relating to the ordinary 
conduct of its trade or business. A judgment was rendered that included punitive damages. The ruling allowed the taxpayer to 
deduct amounts paid as punitive damages under section 162(a) as an ordinary and necessary business expense because the acts 
that gave rise to the civil suit were performed in the ordinary course of the taxpayer's business.

In the instant case, Taxpayer's payments to satisfy the final judgment awarded against him, including legal fees and costs, are 
ordinary and necessary expenditures. Under the origin of the claim test, E's claims against Taxpayer clearly had their origin in 
the conduct of Taxpayer's trade or business. Taxpayer's activities that gave rise to the lawsuit did not result in the acquisition of 
a capital asset, did not perfect or defend title to an existing asset and did not create a separate and distinct asset. Taxpayer did 
not receive a long-term benefit from the payments. An examination of all the facts indicates that the litigation payments were 
business expenses, and not personal expenditures or capital expenditures.

RULING

Thus, based solely on the facts and representations submitted, we conclude that legal expenditures, consisting of compensatory 
damages, punitive damages and all other amounts ordered by the judgment of the trial court, as well as Taxpayer's legal fees 
described above, that Taxpayer paid in Year 2 and Year 3 that resulted from a lawsuit by E against Taxpayer as the managing 
shareholder of Corporation are deductible under section 162(a), provided that Taxpayer has not been reimbursed for any of the 
payments by insurance or similar compensation.

CAVEATS

Except as expressly provided herein, no opinion is expressed or implied concerning the tax consequences of any aspect of any 
transaction or item discussed or referenced in this letter. No opinion is expressed as to the federal tax treatment of the transaction 
under any other provisions of the Internal Revenue Code and the Treasury Regulations that may be applicable or under any 
other general principles of federal income taxation. This letter ruling is only applicable to matters under our jurisdiction. See 
Rev. Proc. 2015-1,2015-1 I.R.B. 1,18, Section 1. No opinion is expressed as to the tax treatment of any conditions existing at 
the time of, or effects resulting from, the transaction that are not specifically covered by the above ruling.

This ruling is directed only to the taxpayer requesting it. Section 6110(k)(3) provides that it may not be used or cited as precedent.
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A copy of this letter must be attached to any income tax return to which it is relevant. Alternatively, taxpayers filing their returns 
electronically may satisfy this requirement by attaching a statement to their return that provides the date and control number 
of the letter ruling.

The rulings contained in this letter are based upon information and representations submitted by Taxpayer and accompanied by 
a penalty of perjury statement executed by an appropriate party. While this office has not verified any of the material submitted 
in support of the request for rulings, it is subject to verification on examination.

Enclosed is a copy of this letter ruling showing the deletions proposed to be made in the letter when it is disclosed under section 
6110.

Pursuant to a power of attorney on file with this office, a copy of this letter ruling is being sent to Taxpayer's authorized 
representative.
Sincerely,

Nonna C. Rotunno
Senior Technician Reviewer, Branch 2
Office of the Associate Chief Counsel (Income Tax & Accounting) 

cc:

Enc. Copy for section 6110 purposes

Section 6110(k)(3) of the Internal Revenue CodeThis document may not be used or cited as precedent.. 
PLR 201548011 (IRS PLR), 2015 WL 7628775

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Turn your settlement into future 
income that can last a lifetime

You’re in the process of settling your case and starting to plan what
to do with your settlement. Should you take all of the money now or
receive it in multiple payments over time? Or, a combination of the
two? And, is there a way to reduce the amount you pay in taxes?1

It’s important for you and your advisors to evaluate the choices available
to you, because your settlement proceeds may be the foundation of
your future financial security.

Fortunately, there’s a unique solution available to you if you’re going to 
receive a settlement as a result of:

• Employment litigation
 – Wrongful termination
 – Sexual harassment
 – Discrimination
 – Mental anguish

• Construction defect

• Contract disputes
• Punitive damages
• Environmental claims
• D&O and E&O claims
• Attorney fees associated

with these types of cases

Structured Settlements

Non-Qualified Assignment:
A Tax-Efficient Settlement Solution
Metropolitan Tower Life Insurance Co.
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$526,000*
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Our Non-Qualified Assignment can provide 
lifetime financial security and tax savings

The Non-Qualified Assignment (NQA) can be funded by all or a portion 
of your settlement. It provides you with guaranteed periodic payments 
which may be scheduled for various lengths of time — even for life.2

The NQA can help you achieve your financial goals. It spreads your 
income tax liability across future years, which can reduce the overall 
taxes paid when compared to taking the settlement as a cash payout. 
Plus, it protects your settlement from market volatility and financial 
mismanagement.

Claimant

Assignment 
Company

DefendantMet Tower Life

Purchase of 
Annuity 
Contract

Settlement 
Agreement 

& Release

Liability to 
make future 

periodic 
payments

Periodic 
Payment to 
Claimant



ORLiability to make
future periodic
payments

Periodic Payment
to Claimant

Purchase of
Annuity Contract

Settlement
Agreement &
Release

Assignment 
Company

Met
Tower
Life

Claimant

Defendant

Fu
tu

re
 P

er
io

di
c 

Pa
ym

en
ts

Cash +
Promise

of Future
Periodic

Payments

Funding 
Agreement /
Annuity
Contract

Premium

Settlement 
Agreement 
& Release /
Representation &
Ackowledgement 
Statement

Assignment 
Company

MetLife

Attorney/
Claimant/Obligee

Defendant
or Obligor

Introducing the
Non-Quali�ed 

Assignment

How does an 
NQA work?

The MetLife 
Advantage

Liability
to Make

Future
Periodic

Payments

Cash
Consideration

How does an NQA work?

Consider the hypothetical case of Kara, who was sexually harassed in the 
workplace, resulting in her wrongful termination. She and her former 
employer settled her claims for $500,000. Kara is concerned about her 
increased tax bill if she takes a lump sum payout now. Also, she isn’t sure 
how to protect her settlement and use it to provide her with income for the 
future. 

Kara discussed her concerns with her attorney and structured settlement 
broker who recommended that she could structure all or a portion of her 
settlement proceeds by utilizing an NQA annuity designed for her specific 
needs.³ She wanted to compare her options before making a final decision.

Option 1

Kara can take the cash in a single payment now and owe taxes on the full 
$500,000 at the time of her receipt. This would reduce her total take home 
amount to $355,779, and leave her to devise her own financial plan to 
ensure it provides for her future.

Option 2

Kara can take $100,000 of her settlement in cash now and place the 
remaining $400,000 into an NQA annuity as part of the settlement 
agreement with her former employer. If she does, initially she would only 
be taxed on the $100,000 cash payment, leaving her with $85,226 to 
spend on her current needs. The $400,000 used to purchase the NQA 
annuity, based on Kara’s selection, would provide her with $3,750 every 
month for 10 years, guaranteed.² This annuity would give her an annual 
income of about $45,000, on which she would pay just $3,644 in taxes 
each year. Over the 10-year payout period, this option would provide Kara 
with about $450,000 in addition to the initial $100,000 upfront cash. In 
total, she would be guaranteed about $550,000 before taxes. 

Kara chooses the second, tax-efficient option because of the clear benefits 
of consistent, guaranteed payments from a financially strong company and 
a reduced tax burden. Kara feels secure in knowing her choice will take 
care of her current and future needs. Plus, she’ll appreciate the additional 
benefit of not paying income tax on her settlement award until the 
payments actually take place.4

Taxes Take Home

Option 1 Cash  $500,000 $144,221 $355,779

Option 2 Cash & Structure⁴  $550,000 $51,214 $498,786
($100K Cash + 

Structure)

This example is hypothetical in nature and actual results will vary.  

Guaranteed

 $500,000

 $500,000

Settlement



1. Neither MetLife nor its affiliates offer tax or legal advice. Any discussion of taxes in this material is intended to be general in nature and based on
our understanding of the tax laws as they currently apply. Tax laws are subject to change and to different interpretation. You should consult your
own tax advisor to determine how the tax law applies to your situation.

2. All guarantees are subject to the financial strength and claims-paying ability of Metropolitan Tower Life Insurance Company.
3. Pursuant to IRC 72(u)(4).
4. This chart shows an example of how a Metropolitan Tower Life Insurance Company NQA could perform. Returns shown are hypothetical and

are not intended to represent returns on any MetLife product. Based on rates in effect July 8, 2022. All rates are subject to change. Tax
computations assume: Kara’s filing status is single; applicable standard deduction is $12,950; settlement income is reported on IRS Form 1099-
MISC and thus is not W-2 income; no additional income; no state income taxes; 2022 federal individual income tax rates apply for the life of the
arrangement.

5. For current ratings information and a more complete analysis of the financial strength of MetLife, Inc. and its subsidiaries, please go to
www.metlife.com and click on “About MetLife,” “Ratings.”

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 
claimant’s 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.

Metropolitan Tower Life Insurance Company | Lincoln, NE 68516 
L0922026109[exp1123][All States][DC] © 2022 MetLife Services and Solutions, LLC

Our Advantage

• Simple and Easy
– Our superior service makes it easier for you to do business
– The settlement solution is tailored to meet the claimant’s

specific needs
• Expertise

– Work with our dedicated team of specialists
– We have strong experience in navigating changing market

conditions
• Trustworthy

– We are committed to the structured settlement market
– Our company’s financial strength is consistently rated highly by

major rating agencies⁵

Please consult with your tax advisor and settlement consultant when 
considering a Non-Qualified Assignment.

Let us put our expertise and the experience of  our settlement consultants to 
work for you.
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