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Helping Litigants

With a large staff dedicated solely
to litigation, fraud, and valuation
consulting, we deliver competent,
credible service to businesses,
municipalities, not-for-profits, and
high net worth individuals. We are
respected by both the plaintiff and
defendant bar, and prosecutors at
the state and federal levels.

Tax Planning in Litigation:
Start Early, End Strong

Tax planning at the beginning of a
case can have a significant impact on
the eventual financial outcome for
your client. There’'s a substantial
difference between an award or
settlement that's subject to income
tax and one that's not. The parties
have a certain amount of control over
the characterization of damages for
tax purposes, but it's important to
start planning as early as possible,
preferably before the complaint is
drafted.

Origin of the claim

Generally, the tax treatment of
damages is based on the “origin of the
claim.” Thus, awards of lost wages in
employment discrimination cases are
taxable, while damages received “on
account of personal physical injuries
or physical sickness” are excluded
from income under Internal Revenue
Code Section 104(a)(2). Note that
nonphysical injury damages are
generally considered taxable income.

In  commercial or securities
litigation, lost profits are taxable, while
damages for injury to a capital asset
— such as physical damage to a
building or the diminished value of a
company’s stock — are generally
treated as part nontaxable return of

capital and part capital gain. Punitive
damages and interest are taxable.

Even if damages aren't excluded
from income, the distinction between
wage and nonwage damages is
important. Suppose, for example, that
an employment discrimination victim
recovers damages for both back pay
and emotional distress, but suffers no
physical injury or physical sickness.
The damage award is subject to

income tax (except for medical
expenses related to  emotional
distress), but only the back pay

portion is subject to FICA and other
employment taxes.

Laying the foundation

Most cases involve a combination
of taxable and nontaxable claims; the
ultimate tax treatment of an award or
settlement depends on how it's
allocated among those claims. The
parties’ characterization of the
damages goes a long way, but it must
have economic substance.

Suppose, for example, that an
employer and employee settle an
employment discrimination case for
$1 million, and the settlement
agreement allocates half the proceeds
to lost wages and half to emotional

distress

damages. By
$500,000 of the settlement to

allocating

nonwage damages (emotional
distress), the parties save about
$14,000 each in employment taxes.

To support this allocation, however,
the plaintiff should be able to show
that he or she:

1) sought emotional distress

damages in the complaint, and

2) sought and received medical

treatment for symptoms of
emotional distress.
Otherwise, the IRS or a court may
conclude that the party’s allocation
lacked economic substance and
reallocate the entire settlement to
taxable lost wages.

Plan ahead to benefit your client

The tax treatment of a damage
award or settlement may not be your
highest priority when developing
litigation strategies. But it pays to give
some thought to tax issues early in the
litigation so you can secure the most
tax-advantageous result for your
client. n

To view other litigation and valuation-related articles, visit
www.holtzrubenstein.com/lvc/lve.ph

http:

HOLIZ
RUBENSTEIN
REMINICK

CERTIFIED PUBLIC ACCOUNTANTS. BUSINESS ADVISERS.
Superior Thinking.
Unmatched Integrity.

Holtz Rubenstein Reminick LLP * www.hrrlip.com

1430 Broadway
New York, NY 10018
212-697-6900

125 Baylis Road
Melville, NY 11747
631-752-7400

To change contact
information, please contact
info@holtznews.com

This publication is intended to provide accurate and authoritative information on the subject matters covered. The articles do not render
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