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The Collateral Source Rule is a com-
mon law doctrine that developed more than
150 years ago. The rule bars the admissibil-
ity of evidence at trial to show that a plain-
tiff’s losses have been paid by other sources,
such as health insurance that benefits the
plaintiff or workers’ compensation pay-
ments. Forty-two states have amended their
laws with respect to the Collateral Source
Rule as of 2009.1 Modifications include re-
ducing an award for medical bills by the
amount of the bills that were paid by insur-
ance as well as the standard approach of al-
lowing a setoff in a third-party case for
workers’ compensation benefits paid to the
plaintiff.

INTERNAL REVENUE CODE
PROVISIONS
Internal Revenue Code Section 104(a)(2)
states as follows:

IRS § 104 Compensation for Injuries or
Sickness:

(a) In general
Except in the case of amounts attributa-
ble to (and not in excess of) deductions
allowed under section 213 (relating to
medical, etc., expenses) for any prior tax-
able year, gross income does not in-
clude—
(1) amounts received under workmen’s

compensation acts as compensation
for personal injuries or sickness;

(2) 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
physical injuries or physical sickness;

The case law that has interpreted the
boundaries of the provision has made it
clear that 104(a)(2) protects the personal
injury plaintiff both with respect to medical
bills and lost income. Punitive damages are
obviously excluded and are not non-taxable.
The stated rationale for not taxing personal
injury awards that include reimbursement
for medical expenses or lost income is the
notion that the claimant has lost “human
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capital” and any award is not sufficient to re-
store the individual to his or her pre-injury
status.

Suffice it to say that the taxman has bil-
lions of dollars at stake if Section 104 of the
Internal Revenue Code is amended. Not
too many people are draconian enough to
suggest that a plaintiff should be taxed on
an award for pain and suffering or disability,
but it is surprising that more attention has
not been paid to the non-taxability of
awards for medical bills and lost income. 

Health insurance policies may contain
a subrogation provision when recovery is
made on behalf of an innocent plaintiff
from a responsible third party. Medical liens
are often discounted as part of the settle-
ment process. Similarly, disability policies
may have subrogation provisions included
within the terms of the agreement.
Oftentimes, these “double recovery” pay-
ments have not been reimbursed to an em-
ployer, an employer’s insurer, an employee’s
insurer, or the government under Medicare
or Medicaid provisions in the past. As we all
know now, MMSEA and SCHIP have made
it very clear that Medicare will no longer
foot the bill when it can rightfully be classi-
fied as a “secondary payer.” 

Consider the catastrophically injured
plaintiff who was never able to return to
work after a non-work related injury.
Hypothetically, this worker has lost five years
of income between the date of loss and the
date of trial. In addition, economists predict
another ten years of lost income in the fu-
ture. Of course, if that income had been
earned, it would have been subject to taxa-
tion.

In the case of a jury award for past and
future medical bills, there may be a sub-
stantial difference between the amount of
the medical bills placed on the “black-
board” by the plaintiff’s attorney and the
amount the medical providers accepted
from the health insurer to resolve the claims
for outstanding medical bills. Assume
Medicare paid $.25 on the dollar on a
$100,000 hospital bill. Medicare is entitled
to a recovery of the amounts paid, but be-
cause of the Collateral Source Rule, the
plaintiff gets the benefit of a jury awarding
$75,000 more than the amount it took to
settle or resolve the hospital bill. Should the
$75,000 “windfall” be paid to the plaintiff
without any taxation of the windfall?

Certainly, the proponents of the
“human capital” approach do not want to
see any component of a jury award subject
to income tax. But, in these days, when the

federal government is tax starved and some
state governments are worse off than their
federal government colleagues, it is surpris-
ing that we have not seen significant chal-
lenges to the non-taxability provision of IRS
Section 104(a)(2).

Taxing awards for economic damages
are logically a much easier target than tax-
ing awards for non-economic damages like
pain and suffering and disability. If plaintiffs
would have paid taxes on income had it
been earned, it is hard to understand why
settlement proceeds or a jury award for lost
income are not taxable. Presumably, awards
for non-economic damages are sufficient to
restore the “human capital” component in a
personal injury case. Awards for future lost
income are subject to the same analysis. 

No one is suggesting the awards for
economic damages should be taxed on a
gross basis as opposed to a net basis. In fact,
the suggestion is that only net awards or net
settlement proceeds after payment of attor-
ney’s fees should be subject to income tax
provisions. Payments for pain and suffering
and disability should not be subject to tax,
but benefits for past and future lost income,
on a net basis, should be subject to income
tax and payments for “excess” medical bills
(amounts in excess of “fair payment” ac-
cepted by medical providers) should be
taxed.

If Medicare officials are intent on en-
forcing the Secondary Payor Act, it is prob-
able that a tax conscious federal
government, not to mention their under-
funded state government colleagues could
soon be seeking legislative changes to IRS
Section 104(a)(2) that permit taxation of
net economic damages such as lost income
and medical bill amounts not subject to re-
imbursement. This predictable tax policy
change is consistent with the erosion of the
Collateral Source Rule. 

Philosophical reasons for the non-tax-
ability of economic damages may well give
way to the needs of the taxman. If 104(a)(2)
is amended, look for the collection of state
sales tax on items shipped out of state to be
next.
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