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Section 104.—Compensation for
Injuries or Sickness

26 CFR 1.104-1(c) Damags receivel on account
of persond injuries or sickness.

(Also 88 61, 3121 3231 3306 3401 7805;
1.61-1 31-3121(a)-131.3231(e)-1 31.3306(b)-
1; 31.3401(a)-1301.7805-1.)

Damages receivel on accoun of
persond injuries or sickness: Under
currert § 104(a)(2) bak pay and dam-
ages for emotion4 distres receival to
satis a claim for denid of a promotion
due to dispara¢ treatmem employment
discrimination unde Title VII of the
1964 Civil Rights Act are nat exclud-
able from gros income Unde former
§ 104(a)(2) as in effect before August
21, 1996 bak pay receivel to satisfy
sudh a claim is not excludabé from
gros income Howeve, damags re-
ceived for emotiona distres unde that
statue are excludable Rev. Rul. 93-88
obsokted. Notice 95-46 superseded.
Rev. Rul. 72-34L ard 84— obsoleted.
Rev. Proc 96-3 modified.

Rev. Rul. 96-65
ISSUE

Are amouns receival in satisfaction
of a claim for denid of a promotian due
to dispara¢ treatmen employmen dis-
crimination unde Title VII of the Civil
Rights Act of 1964 as amendd in 1991
(Title VII), excludabé from gros in-
come unde 8§ 104(a)(3 of the Internal
Revene Code?

LAW AND ANALYSIS

In general 8 61(3 provides that ex-
cep as otherwi provided by law, gross
income includes all income from what-
eve soure derived.
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Sectim  104(a)(2) as amendd by
§ 160 of the Smal Busines Jdb Pro-
tection Act of 199% (the 199% Act) 110
Stat 1755 1838 provides generaly that
gros income does not include the
amourt of any damages receaved
(whethe by suit or agreementon ac-
court of persond physicd injuries or
physica sickness Section 104(9 further
provides that for purposs of paragraph
(2), emotion& distres is not treatel as a
physica injury or physicd sicknes ex-
cep to the extent of damage paid for
medicd cae (describel in § 213(d)-
(1)(A) or (B)) attributabé to emotional
distress The 19% Act amendmers to
§ 104(9 apply to amouns receivel af-
ter Augud 20, 1996 but not to amounts
receivel unde a written binding agree-
ment coutt decree or mediation award
in effed on (or issua on or before)
Septembe 13, 1995.

Before its amendmen by the 1996
Act, former § 104(a)(3 provided gene-
ally tha gross income does nat include
the amoun of ary damage received
(whethe by suit or agreementon ac-
court of persond injuries or sickness.

Section 1.104-1(¢ of the Income Tax
Regulations provides that the tem
“damage receival (whethe by suit or
agreement) mears an amoun received
(othe than workmeris compensation)
throuch prosecutio of a legd suit or
action basel upon tort or tort type
rights or throuch a settlemen agree-
mert enter@ into in lieu of suc pros-
ecution.

In United States v. Burke 504 U.S.
229 (1992) the Suprene Coutt held that
badk pay receiveal for dispara¢ impact
gende discrimination unde Title VII
was not excludabé from gross income
as damage receival on accoum of
persoral- injuries= under- former
§ 104(a)(2 becaus tha part of Title
VIl did not compensa for a broad
rancge of traditiond tort harms.

In light of Burke the Servie issued
Rev. Rul. 93-88 1993-2 C.B. 61, which
holds tha compensatgr damage and
bak pay are excludabé from gross
income as damags for persond injury
unde former § 104(a)(3 when received
for: (1) dispara¢ treatmemn gende dis-
crimination unde Title VII, as amended
in 1991 (2) racid discrimination under
§ 16 of the Civil Rights Act of 187Q 42
U.S.C § 198l ard Title VII; ard (3)
dispara¢ treatmen discriminatian under
the Americars With Disabilities Act, 42



U.S.C 88 12101-12213as amendd in
1991 All three of the® statute provide
a broad range of compensatgr damages
of the type the Suprene Coutt focused
upan in Burke.

In Commissione v. Schleier 515
u.s. , 115 S. Ct. 2199 (1995) the
Suprene Coutt held tha badk pay and
liquidated damage receivel to sette a
claim unde the Age Discriminatian in
Employmen Act of 1967 29 U.S.C.
88 621631 (ADEA), are not exclud-
able from gros income unde former
§ 104(a)(2) The Coutt conclude that
former § 104(a)(3 ard its regulations
sd forth two requiremers for a recov-
ety to be excludabé from gross income:
(1) it mug be basel on tort or tort type
rights and (2) it mud be receivel “‘on
accoum of persond injuries or sick-
ness. The Coutt held tha badk pay and
liquidated damagse receivel unde the
ADEA med neithe requiremenhbecause
(1) the ADEA does not compensat for
ary of the othe traditiond tort harms
associatd with persond injury, (2) the
badk pay is completey independen of
the existene or exteri of ary personal
injury, and (3) the ADEA liquidated
damagse are punitive in nature.

Basal on Schleier Notice 95-45,
19952 C.B. 330, suspende Rev. Rul.
93-88 ard adde section 5.05 to Rev.
Proc 95-3 199541 C.B. 385 to provide
that pendirg issuane of publishel guid-
ance the Servie will nat isste rulings
or detemmination letters on whether
amouns receivel are excludabé from
gross income unde § 104(a)(3 in situa-
tions affected by Schleie.

In light of Schleier and the amend-
mert of § 104(a)(3 by the 199% Act,
the Internd Revene Servie has recon-
sideral Rev. Rul. 93-88.

HOLDINGS

(1) Current § 104(a)(2) Badk pay
receival in satisfactim of a claim for
denid of a promotin due to disparate
treament employment discrimination
unde Title VII is nat excludabé from
gross income unde § 104(a)(3 because
it is completey independenof, and thus
is not damage receival on accoun of,
person& physicd injuries or physical
sicknes unde tha section Similarly,
amouns receivel for emotionad distress
in satisfactio of suc a claim are not
excludabé from gros income under
§ 104(a)(2) excep to the extert they
are damags paid for medica care (as
describd in § 213(d)(1)(A or (B)) at-
tributabk to emotiona distress.

(2) Forme 8§ 104(a)(2) Bad pay re-
ceived in satisfactim of a claim for

regardilg this revenee ruling, contact
Mr. Iskow on (202 622—-49® (nat a

denid of a promotion due to disparate toll-free call).

treagment employment discrimination

unde Title VII is not excludabé from

gross income unde former 8 104(a)(2)
becaus it is completey independenof,

and thus is not damags receivel on

accoum of, person&injuries or sickness
unde tha section Howeve, damages
receivel for emotion4 distres in satis-
faction of sud a claim are excludable
from gross income under former

§ 104(a)(d becaus they are received
“on accoum of person& injuries or

sickness!

(3) Wages and compensation Back
pay includible in gros income under
Holding (1) or (2) is “wages for
purpose of § 3121 (Federa Insurance
Contibutions Act (FICA)), & 3306
(Federd- Unemployment- Tax- Act
(FUTA)), and § 3401 (federd income
tax withholding), ard is ‘““‘compensatioh
for purposs of 8 3231 (Railroad Retire-
mert Tax Act (RRTA)).

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 93-8 is obsoleted Notice
95-4 is supersededRev. Rul. 72—-341,
19722 C.B. 32, and Rev. Rul. 84-92,
19844 C.B. 204, which hold that
amouns receivel to sette aclaim under
pre-194 Title VII are (1) includible in
gross income as compensation, (2)
“wages’ for FICA, FUTA, ard federal
income tax withholding purposes and
(3) “‘compensatiohi for RRTA purposes,
are obsoleted Rev. Proc 96-3 1996-1
I.R.B. 82, is modified to delek section
5.05.

PROSPECTINE APPLICATION

Pursuah to the authoriy containel in
§ 7805(b) this revene ruling will not
apply adversel to damags received
unde ary provision of law providing
tort or tort type remedis for employ-
mert discrimination for race color, reli-
gion, gende, nationad origin, or other
similar classifications if the damages
are receival (1) on or before Jure 14,
1995 the datke tha Schleie was decided
by the Suprene Court or (2) pursuant
to a written binding agreement court
decree or mediation awad in effect on
(or issuel on or beforg Jure 14, 1995.

DRAFTING INFORMATION

The principd autho of this revenue
ruling is Sheldm A. Iskow of the Office
of Assistan Chief Counsé (Income Tax
ard Accounting) For further information
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