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Avoiding Surprise Taxation Of Employment
Settlements
By Sandra Cohen (April 8, 2022, 3:08 PM EDT)

We all hate surprises, don't we? Certainly, tax surprises are one of the worst
kinds. The taxability or deductibility of a big award or settlement of claims can
have a major effect on the financial outcome.

 
In connection with settling an employment claim, the unwanted extra cost of
an unexpected tax payment can significantly decrease the perceived value of a
settlement offer and push the settling parties further apart. To avoid
unwelcome tax-related surprises, here are some guidelines to address tax
issues in settlements.

 
The first question for attorneys to address is whether the settlement is taxable
at all. Can it be excluded from income under Internal Revenue Code Section
104?

 
The second question to address is what kind of tax is owed. This depends on the type of taxable
income involved in the dispute being settled. Is the settlement representing lost wages, gains from a
share repurchase or income from emotional distress? Each has a different tax treatment.

 
And finally, what employer withholding and reporting obligations accompany the settlement payouts?

 
Let's unpack these considerations.

 
Is this Settlement Taxable?

 
Sometimes employee-plaintiffs get the sense that the settlement of their claim will be tax-free. This
is generally untrue, with a couple of very narrow exceptions.

 
This tantalizing possibility of tax-free income may account for the misinformation that employment
plaintiffs have that their employment settlement might be tax-free. Perhaps they consulted a
personal injury attorney instead of an employment attorney, and in that pursuit, they may have been
told that compensatory damages in settlements are tax-free.

 
This is true if the settlement arises from injuries sustained in a car accident, then the award is
excluded from income. But it is not true if the settlement arises from an adverse action in the
workplace or a business dispute. It also could be that the parties did not plan ahead — or even think
about taxes — because taxes were not the primary concern.

 
Attorneys who address this misconception ahead of time may be able to ensure a smoother
settlement process and avoid any surprises related to the financial outcome.

 
From the start, all amounts from any source are included in gross income unless a specific exception
exists.[1] For damages the most common exception is amounts paid on account of physical injury or
physical sickness, which is rare in an employment case.[2]

 
What Kind of Tax is Owed?

 
Generally, the taxable nature of an award of damages depends on the nature of the underlying claim.
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A settlement payment may consist of multiple elements. It's a good practice for the parties to agree
on the allocation of the settlement to various elements.

For example, an agreement may include allocations to back pay, emotional distress and attorney
fees. Generally, the IRS will not disturb an allocation if it is consistent with the substance of the
settled claims.

For this reason, attorneys should include in the settlement agreement an allocation of the type of
payment being made, expressly identifying the portion of proceeds that is paid on account of physical
injury or sickness which is tax-free.

The IRS should respect the allocation if the agreement is entered into in an adversarial context, at
arm's length and in good faith.[3]

Lost Wages, Lost Profits and Severance Pay

An employment-related settlement, such as for claims of unlawful discrimination or involuntary
termination, may in large part include proceeds that are really for lost wages or otherwise connected
to employment income.

The IRS's position is that payments constituting severance pay, back pay and front pay are wages for
income tax purposes and employment tax purposes. These payments are included in gross income
and subject to not only income tax, but also employment taxes such as social security and Medicare,
and employer withholding and reporting, as discussed further below.

Damages received to compensate for lost wages, or other business income and benefits, are not
excludable from gross income, unless a personal physical injury caused such loss.

Share Repurchases

If a portion of the settlement is allocated to repurchase of the employee's shares of stock in the
employer, this portion of the settlement could be excluded from wages and therefore be treated an
item of capital gain or loss. The sale of shares that were held by the taxpayer for one year or more
could be eligible for long-term capital gains, which is taxed at a much lower rate than ordinary
income.

And it might be well worth the inquiry to determine if the share sale is eligible for the qualified small
business stock exclusion under Section 1202 of the Code, and in that case might be tax-free.

Physical Injuries or Physical Sickness

Settlements arising from physical injury or physical sickness are tax-free. The IRS has generally said
that physical injuries must be observable — like cuts and bruises — to qualify. [4]

Emotional Distress or Mental Anguish

Many toxic stressful workplace situations cause emotional distress and mental anguish, without
physical harm. While emotional distress may include physical symptoms, such as insomnia,
headaches and stomach disorders, which may result from emotional distress, emotional distress is
not a physical injury itself.

The tax code allows only a very limited amount of exclusion for this: only an amount up to the
amount of the medical expenses incurred for treating such sickness may be excluded from income
unless the settlement proceeds for emotional distress or mental anguish arose from a personal
physical injury or physical sickness.[5]

Tax nerd nuance: If the medical expenses were previously deducted when incurred, then the
proceeds in the amount of those expenses are includable in income, or else it would be double-
dipping on the same injury.

If the physical harm or physical sickness was the first injury, which then caused emotional distress,
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then the settlement proceeds are treated the same as proceeds for personal physical injuries or
physical sickness, and are not taxable.

Defamation, Libel and Other Nonphysical Injuries

Sometimes an employment0related claim involves other allegations of defamation, or other
nonphysical injuries, such as fraud.

Amounts received in settlement of these claims are taxable as ordinary income because they are not
physical injuries. However, the proceeds are not wages.

Pension Settlements

A dispute regarding pensions may result in an increase in benefits payable from a qualified plan, such
as adjustment to the pension formula, or an increased account balance.

In those cases, the taxable event is deferred until payment. If a pension dispute is settled with a
cash payment or an annuity contract, then the value of the payment — or present value of the
annuity contract — will be included in ordinary income as wages and is not eligible to be rolled over
to an IRA or other eligible plan.

Punitive Damages and Interest

Punitive damages and interest are always taxable as ordinary income, not wages, even if the injuries
themselves were 100% physical.

Attorney Fees

Taxation of attorney fees paid by the employer in settlement involves a number of traps for the
unwary. Unless the attorney 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, and subject to withholding of income tax and
employment taxes.[6]

If the attorney fees are specifically allocated in the settlement agreement, even if the employer pays
the lawyer directly to the attorney, the fees are still taxable, but might not be wages.[7]

Notwithstanding the foregoing inclusion in income, attorney fees might still be deductible, which
would allow the plaintiff to benefit from an offset of the taxable income. But these circumstances are
limited to attorney fees in pursuit of income for trade or business or for some employment claims —
unlawful discrimination — and certain whistleblower claims.[8] So it's advisable to get early tax
advice to sort out whether there is an available tax credit or deduction for attorney fees.[9]

On the corporate side, attorney fees paid in the pursuit of the trade or business of the company are
usually deductible.

However, for settlements involving sexual harassment or abuse paid or incurred after Dec. 22, 2017,
Code Section 162(q) provides that no deduction is allowed for any settlement or payment related to
sexual harassment or sexual abuse if it is subject to a nondisclosure agreement.

In addition, attorney fees related to such a settlement or payment are not allowed as a corporate
deduction.[10]

Employer Reporting and Withholding: The Basics

Most employment-related settlements are likely involving one of the categories of wages. The portion
of the proceeds that is for lost wages — i.e., severance pay, back pay, front pay — is taxable wages
and subject to social security taxes — up to the wage base — and Medicare tax rates in effect in the
year paid, as well as other payroll taxes such as statutory disability and unemployment tax.

The employer is obligated to withhold applicable taxes and to report wage portion of the settlement
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on Form W-2, even if the plaintiff is no longer part of the workforce.

For the portion of the proceeds that are included in income, but not as wages, there are no
withholding obligations by the employer. But these amounts are reportable on Form 1099-MISC for
miscellaneous income and not subject to employment taxes.

There is no employer reporting or withholding required for share repurchases or for non-taxable
damages that arise from physical injury or physical sickness.

Special Treatment for Attorney Fees

The amount paid as separate attorney fees is not subject to tax withholding or employment taxes.
However, the employer will be required to file and furnish two Form 1099s for the fees: one to the
employee and one to the attorney.

However, if the settlement amounts are in the nature of wages, but the attorney fees are not
separately allocated in the agreement, then in general the employer must treat the whole amount as
taxable wages, withhold taxes and employment taxes, and report on Form W-2 the full settlement
including the amount owed to the attorney.

Estimated Tax Payments

Some settlement recipients may need to make estimated tax payments if they expect their total tax
to be $1,000 or more after subtracting credits and withholding. Information on estimated taxes can
be found in IRS Publication 505, tax withholding and estimated tax, and in Form 1040-ES, estimated
tax for individuals.

Save Trouble and Taxes: Allocate the Damages in a Settlement Agreement

What is not surprising is that most legal disputes involve multiple issues.

In a settlement agreement that relates to employment claims there might be some wages —
employer withholds taxes, including employment taxes and reports on Form W-2 — and there might
be some nonwage emotional distress damages — taxable, but not wages, so the employer does not
withhold taxes and reports on a Form 1099 MISC.

And there could be some elements that are not taxable at all, for example, unreimbursed business
expenses or payments allocable to personal physical injuries — rare and nontaxable, so no Form
1099.

To avoid nasty surprises, it's important to raise the issue of taxes early in settlement discussions.
Even better, the plaintiff and their counsel should be integrating the tax considerations even when
developing the pleadings or complaint.

The plaintiff and defendant should try to agree as much as possible about how the settlement will be
allocated and the tax treatment for each portion. The settlement agreement should break down the
total payments and declare which IRS reports will be made on which portions.

This is more likely to be reasonable, as a bargained for allocation, and the IRS is less likely to
challenge the tax treatment.

A word of caution: The IRS can challenge the parties' allocation if it does not reflect the economic
substance of the settlement.

Given the high stakes involved, it seems obvious to address the taxation of settlement awards early,
allocate the amounts of settlement specifically and with detail, and seek early tax advice.

Sandra W. Cohen is managing partner at Cohen & Buckmann P.C.
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This article is excerpted from Practical Guidance, a comprehensive practice resource that includes
practice notes, checklists, and model annotated forms drafted by experienced attorneys to help
lawyers effectively and efficiently complete their daily tasks. For more information on Practical
Guidance or to sign up for a free trial, please click here.

Law360 and Practical Guidance are both owned by LexisNexis Legal & Professional, a RELX
Group company.

The opinions expressed are those of the author(s) and do not necessarily reflect the views of the
firm, its clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for
general information purposes and is not intended to be and should not be taken as legal advice.

[1] I.R.C. Section 61.

[2] I.R.C. Section 104 explains that gross income does not include damages received on account of
personal physical injuries and physical injuries. IRC Section 104(a)(2) permits a taxpayer to exclude
from gross income "the amount of any damages (other than punitive damages) received (whether by
suit or agreement and whether as lump sums or as periodic payments) on account of personal
injuries or physical sickness.

[3] Bagley v. Commissioner ,105 T.C. 396, 406 (1995), aff'd 121 F.3d 393 (8th Cir. 1997).

[4] Treas. Reg. Section 1.104-1(c) defines damages received on account of personal physical injuries
or physical sickness to mean an amount received (other than workers' compensation) through
prosecution of a legal suit or action, or through a settlement agreement entered into in lieu of
prosecution.

[5] The law used to be different, but IRC Section 104(a) was amended in 1996 to add the word
"physical" with respect to personal injuries or sickness. - Under current Section 104(a)(2), back pay
and damages for emotional distress received to satisfy a claim for disparate treatment employment
discrimination under Title VII of the 1964 Civil Rights Act are not excludable from gross income.
Under former Section 104(a)(2), back pay received to satisfy such a claim was not excludable from
gross income, but damages received for emotional distress were excludable. See Rev. Rul. 96-65,
noting that Rev. Rul. 72-342, 84-92, and 93-88 are obsoleted, IRS Notice 95-45 is superseded, and
Rev. Proc. 96-3 is modified.

[6] I.R.C. Sections 6041 and 6045.

[7] IRS Chief Counsel Memorandum 20133501F released on August 30, 2013, includes several
examples explaining the employer's reporting requirements on attorney fees paid pursuant to
settlement agreements. However, this memo has not yet been updated from recent tax reform (Tax
Cuts and Jobs Act of 2017), which included some major limitations on the treatment of legal fees, so
proceed cautiously.

[8] IRC Section 62(a)(2) allows a deduction for attorney fees paid in connection with any action
involving unlawful discrimination or certain whistleblower cases.

[9] See IRS Publication 525, Taxable and Nontaxable Income, for additional information on when all
or a portion of attorney's fees may be deductible.

[10] It's worth noting that on its face, new code section 162(q) seems to state that plaintiffs are also
prohibited from deducting legal fees for settlements received for sexual harassment or sexual abuse.
However, the IRS addressed this issue in its "Frequently Asked Questions" section, stating that
plaintiffs are entitled to deduct legal expenses incurred, even if the settlement is confidential.
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