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TAX: DDamages rreceived iin aabuse ccases
are oonly eexcludable ffrom iincome iif tthey
result ffrom pphysical iinjuries —— bbut wwhat
defines pphysical iinjuries?

By David M. Fogel, CPA
Special to the ECP

Each year, an estimated 2.1 million
older Americans are victims of
physical, psychological, or other

forms of abuse and neglect.1 Although the
majority of cases involve caregiver neglect,
a significant portion involves physical and
sexual abuse.2

A controversy is brewing among tax
professionals as to the taxability of damages
received in sexual abuse lawsuits, especially
those involving the elderly. 

Suppose that a woman living in a
nursing home is raped by one of the
nursing home’s employees. She sustains no
bruises, cuts, or other noticeable injuries.
The woman sues the employee and the
nursing home, and the case is settled for
$400,000. Is the $400,000 excludable
from income?

Excludable ddamages

Taxpayers may exclude from gross
income amounts received for personal
injuries.3 Before 1996, “personal injuries”
included non-physical injuries such as
emotional distress, injury to one’s reputa-
tion, discrimination, wrongful
termination, and sexual harassment.

The Small Business Job Protection Act

of 19964 (“1996 Act”) changed the law by
requiring the damages to be “on account
of personal physical injuries or physical ill-
ness,” and by providing that except for
out-of-pocket medical expenses, emo-
tional distress is not a physical injury or
physical illness.

Although damages received for emo-
tional distress alone are not excludable
from income, Congress explained that if
an action has its origin in a physical injury
or physical sickness, then all damages that
flow from that physical injury or physical
sickness, including damages for emotional
distress (but not punitive damages), are
excludable from gross income.5

For example, a dog-bite victim who
receives damages for medical costs, pain
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and suffering and emotional distress
would be able to exclude these amounts
because all of the damages flowed from the
physical injury.

What aare ““physical iinjuries”?

The term “personal physical injuries” is
not defined in either IRC §104 or in the
legislative history of the 1996 Act. 

Where the statute does not define a
particular term or phrase, the courts have
held that it is appropriate to consult dic-
tionaries in order to determine the
ordinary meaning of words.6 Most courts
consult Black’s LLaw DDictionary, which in
this case defines “physical injury” as
“physical damage to a person’s body.”7

In a private letter ruling, the IRS con-
sidered whether damages from unwanted
physical and sexual contacts were exclud-
able under IRC §104(a)(2).8 The ruling
discussed a woman whose employer sexually
harassed and then later physically and sex-
ually assaulted her. 

The woman filed a lawsuit alleging sex
discrimination, reprisal, battery, and
intentional infliction of emotional dis-
tress. The employer settled the case. 

The IRS ruled that the portion of the
settlement allocable to the unwanted
physical contacts that didn’t result in any
“observable bodily harm” (i.e. harassment)
was not excludable under IRC §104(a)(2),
but the portion allocable to the physical
and sexual assaults was excludable.

The IRS held that “personal physical
injuries” meant “direct unwanted or unin-
vited physical contacts resulting in
observable bodily harms … such as
bruises, cuts, swelling and bleeding.”
However, private letter rulings cannot be
cited as precedent,9 so this holding has
questionable value for other situations.

One commentator has suggested that
the IRS went too far by saying that “per-
sonal physical injuries” require “observable
bodily harms.”10 He said that it is ludi-
crous to think that physical maltreatment
and the consequential emotional injuries
that often result are not “personal physical
injuries” merely because there are no
“observable bodily harms.”11

Elder neglect may result in physical
injuries. A caregiver might not be pro-
viding the elderly person with such life

necessities as food, water, clothing, shelter
or medicine. Symptoms of neglect might
include dehydration, malnutrition,
untreated health problems, or lack of per-
sonal hygiene. 

Where these types of symptoms exist,
damages for neglect and damages for
emotional distress caused by the neglect
are probably excludable because the neg-
lect resulted in physical injuries.

Commentary

At present, the private letter ruling dis-
cussed above is the only IRS guidance on
whether damages received in a sexual abuse
lawsuit are excludable from income under
IRC §104(a)(2). While the IRS has sug-
gested that it might issue regulations in this
area,12 it has no current plans to do so.13

One commentator has suggested that
the IRS went too far by saying that “per-
sonal physical injuries” require
“observable bodily harms.”  He said that
it is ludicrous to think that physical mal-
treatment and the consequential
emotional injuries that often result are
not “personal physical injuries” merely
because there are no “observable bodily
harms.”

The private letter ruling’s conclusion
that “personal physical injuries” require
“observable bodily harms” seems to be
incorrect. For example, in the hypothet-
ical situation described above, although
there were no outwardly visible physical
indications of injury, the woman was
raped. It seems obvious that rape results in
“personal physical injuries.” 

Damages received for elder sexual
abuse where there has been a physical
attack, even if such attack does not leave
any “observable bodily harms,” should be
excludable under section IRC §104(a)(2).

The courts have not addressed whether
a particular injury constitutes a “personal
physical injury.” In the absence of any regu-
lations or clarification from the IRS, the
courts likely will determine this on a case-
by-case basis, which may result in varying
results and/or protracted litigation. 

This situation may also hamper
achieving settlements in personal injury
cases if it is unclear whether all or a por-

tion of a settlement will be taxable.
Accordingly, more definitive and realistic
guidelines from the IRS on this issue are
needed.
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