
Should Taxes Be
Included in Damage
Calculations?
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In many cases, tax 
results can dramatically
affect a litigation award
or settlement, so that 
one or both parties may
ask that it be adjusted
accordingly. This article
details how tax results
can affect litigation
awards and analyzes 
pertinent cases. 

The use of jury instructions on tax
matters in civil litigation is becoming
widespread. Either plaintiffs or defen-
dants may initiate them. Usually, jury
instructions on taxes are simple. For
example, there may be an admonition
that in “awarding any damages, the jury
should consider the additional taxes
that the plaintiff will have to pay on
receiving a lump sum, which would
not have been payable had the defen-
dant not breached the contract.”
Conversely, the jury may be told to
consider the tax benefits a plaintiff
received in the past, which may reduce
the plaintiff ’s claim for damages.

Plaintiffs or defendants may include
the tax effects in their damages study,1
even when there is no jury.Plaintiffs may
ask for extra damages because the damages
themselves will be taxable. Supplemental
damages,or a tax gross-up,may be needed
to put a plaintiff in the same position
the plaintiff would have occupied if
not for the defendant’s actions.

Conversely, defendants may request
a deduction from damages that would
otherwise be awarded if such damages

would be tax free. In such cases, the
defendant is raising the tax issues. Such
a defendant may argue that failing to
take the tax effects into account may
result in a windfall to the plaintiff.

This article explains how tax results
can affect litigation awards and analyzes
the case law.

Litigation and Taxes

Most plaintiffs and defendants agree that
tax considerations play a vital part in a
case’s overall outcome. One example is
the much-debated tax treatment of
contingent attorneys’ fees, which has
accounted for voluminous articles, tele-
vision exposés, Congressional hearings,
etc. In some of these situations, the tax
rules have resulted in successful plaintiffs
actually going out-of-pocket ( i.e., expe-
riencing a net after-tax loss) on the other-
wise successful conclusion of a case.2
Recently, the Supreme Court addressed
the tax treatment of attorneys’ fees, in
Banks3; however, even this most recent
chapter in the controversy may not quell
all the debate.4
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Example 1: W, married filing jointly,
recovers a $1 million nonbusiness settle-
ment. Due to particular circumstances
(several successive attorneys and the case
settling while on appeal), her contingent
attorneys’ fees total $800,000, so she nets
only $200,000. Under Banks, W must
recognize the gross amount of her $1
million recovery as income. She is enti-
tled to a miscellaneous itemized deduc-
tion, subject to the 2% adjusted-gross-
income floor, for the recovered legal fees.
W owes $276,500 in Federal income tax
on the recovery.Thus, while she won her
case, she has actually lost $76,500.

This attorneys’ fees tax problem is
perhaps an extreme illustration of
the maxim that “tax results can radi-
cally alter litigation success.” The
problem was partially addressed by
Congress in late 2004.5 Yet, even
after legislative action and the
Supreme Court’s decision, pre-tax
and post-tax results in litigation con-
tinue to be very different in many
cases. Of course, the tax effect to
plaintiffs in contingent fee cases is
but a small portion of the universe
of tax issues affecting litigation.

Thus, it is hardly surprising that
one party in a case may bring up tax
issues; sometimes, both parties do.
For example, a Washington state
court6 upheld a tax offset when the
plaintiffs sued for discrimination
based on race and national origin.
After a three-week trial, the jury
awarded the plaintiffs $430,000 in
front and back pay, and $120,000 in
noneconomic damages. The plain-
tiffs’ counsel sought attorneys’ fees
under the Washington Law Against
Discrimination, calculating a lodestar
amount7 at $347,588.The trial court
reduced it to $297,532.The plaintiffs

requested supplemental damages to
cover the verdict’s adverse tax conse-
quences; the trial court awarded
$168,000 in additional damages.Yet,
this amount only accounted for tax
on the economic damages portion of
the jury award. It did not include an
offset for tax on the $120,000 of
noneconomic damages. In other
words, the plaintiffs only received a
tax gross-up on part of their award.
They appealed, arguing that the
court erred when it did not grant
them a tax offset for the entire
award.

The court of appeals agreed, citing
a Washington supreme court decision8

holding that damages for adverse
Federal income tax consequences
could be awarded under a general
statute allowing “other appropriate
remedies.” This general equitable
remedy feature was sufficient to cause
the court of appeals to determine
that a full tax offset was appropriate.

Grossing-up Awards

Tax gross-up authorities are becom-
ing more common and are certainly
not limited to employment cases.
Recently, in LaSalle Talman Bank,
F.S.B.,9 the Court of Federal Claims
considered the appropriateness of a
tax gross-up in a complicated breach
of contract case against the U.S. gov-
ernment. The case arose out of the
savings and loan industry and the
government’s interpretation of vari-
ous capital maintenance require-
ments. The plaintiff argued that to
be restored to the position it would
have been in had there been no
breach of contract, damages had to
be calculated on a pre-tax basis.
Alternatively, it argued that its dam-
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5 See Wood, “Jobs Act Attorney Fee Provision: Is
it Enough?” 105 Tax Notes 961 (11/15/04).

6 Chuong Van Pham v. City of Seattle, WA Ct. of
Apps., No. 52356-2-I, 12/20/04.

7 A lodestar amount is the sum of the attorneys’
fees determined under a certain formula. To cal-
culate attorneys’ fees using the lodestar method,
one multiplies the number of hours reasonably
expended in the litigation by the lawyer’s rea-
sonable hourly rate of compensation. The

hourly rate depends on a variety of factors,
including the novelty or complexities of the
issues, the time spent on unsuccessful claims or
unproductive time, and the counterpart nature
and quality of the representation.

8 Linda Blaney v. Int’l Assoc. of Machinists and
Aerospace Workers, 87 P3d 757 (WA 2004).

9 LaSalle Talman Bank, F.S.B., Ct. Fed. Cl.,
2/8/05.

EXECUTIVE SUMMARY

� Plaintiffs may seek a
gross-up of an award, or
additional damages,when
all or part of the award is
taxable.

� Defendants may request
a deduction from damages
when the damages are 
tax free or result in tax
benefits (such as tax 
credits and depreciation).

� Many cases support the
notion that tax benefits
should not be considered
in computing economic-
loss damages.

For more information about
this article, contact Mr. Wood
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ages should be grossed up to account
for future taxation.10

These alternatives are two sides of
the same coin. Indeed, the court
acknowledged that either a pre-tax
damage calculation or a tax gross-up
is consistent with the holding in
Home Savings11 that damages are fore-
seeable if they follow from a breach
of contract in the ordinary course of
events. Taxes are clearly foreseeable.
Specifically, if one party injures
another, it is foreseeable that money
damages may not put the plaintiff in
the same position, because of tax
issues. In Home Savings, damages were
awarded based on the cost of
replacement capital; the award was
adjusted on the assumption that it
would be taxable. In LaSalle Talman
Bank, the court noted that dividends
were paid from after-tax net earn-
ings.The government argued that the
award would not be subject to tax.
Thus, the court had to decide
whether the award would be taxed.

Interestingly, in considering the
appropriateness of a tax gross-up on
the award, the LaSalle court stated:
“clearly, if we make the adjustment,
plaintiff would be estopped from
disputing the taxability of the
award.” This suggests that plaintiffs
who receive tax gross-ups are going
to report and pay tax on the full
measure they receive. However,
plaintiffs commonly ask for a tax
gross-up based on one set of
assumptions, but take a different
(more aggressive) return reporting
position.

Inconsistent Positions?

A return position reveals only what a
taxpayer anticipates a tax liability
will be, which may not ultimately be
clear until the statute of limitations
(SOL) has run on the return. For
example, a plaintiff may calculate tax
in a damages study based on the
entire verdict being taxed at ordinary
income rates. Yet, the plaintiff may

take the position on his or her return
that the recovery is capital gain.

This may sound duplicitous, but
frequently, complex determinations
comprise the analysis of how a ver-
dict will be taxed. Plaintiffs may be
well-advised to make pessimistic
assumptions, but be persuaded by
their tax advisers (nine months or
even a year later, at return filing
time) to try a more aggressive pos-
ture on their return.

Even if such a dual-pronged
approach is contemplated when a
plaintiff asks the court for a tax gross-
up, it seems perfectly appropriate to
assume the worst tax result (i.e., to
make conservative tax assumptions).
Ultimately, even if plaintiffs take a
less conservative position on their
return later, it will be unclear for at
least three years thereafter whether
the IRS accepts it. In fact, although
the normal Federal tax return SOL is
three years, a six-year SOL applies to
any understatement of income (or
overstatement of deductions) of
25% or more, under Sec. 6501(e)(1).

Thus, in many cases, a plaintiff ’s
return will be open to examination
for up to six years. Even when plain-
tiffs think they have figured out the
tax liability, the IRS may recompute
it at any time during the next three
(and often six) years.

Difficult Tax Analysis

The court in LaSalle needed to face
this complexity when it considered
whether the award would be a return
of capital. It referred to testimony
from the defendant’s expert, and
expressly acknowledged that he did
not venture a legal opinion on
whether the award would be taxed.
Yet, the court found his testimony on
tax accounting matters to be quite
relevant and quoted extensively from
it as to the tax and accounting treat-
ment of dividends and other items.

Next, the court addressed the
defendant’s position that there should

be no income tax, arguing that the
recovery should be treated as a
replacement of capital. Here, the
court relied on the testimony of
another witness, who testified how
the plaintiff and its affiliated entities
pay taxes. The court discussed the
testimony at length and how it fit
into the likely tax effect of the pay-
ment. It grappled with multiple
experts and technical concepts.
Ultimately, it concluded, “we have
no reason to believe that the Internal
Revenue Service would treat the
reimbursement of this cost item as a
replacement of a capital asset.” Yet,
the court also concluded that the
defendant’s argument about nontax-
ability was at odds with its holding
that the plaintiff was entitled to
reimbursement for dividend costs
only to the extent they were not a
return of capital. Thus, the court
found that, by definition, the plain-
tiff ’s award was not intended to
make up for a loss of capital.

Solving Tax Equations 
without the IRS

The Service is not a party to private
litigation and, in fact,will always refuse
to be joined as one. Sometimes, it is
almost painful to see civil judges (who
rarely are tax specialists) slogging
through plaintiffs’ and defendants’ tax
arguments. Still, the IRS will not step
in to help, even on request.

This leaves private parties in liti-
gation to solve tax issues by them-
selves. Often, it results in civil judges
with little or no tax experience hav-
ing to decipher likely tax effects.
Ultimately, the Court of Federal
Claims in LaSalle concluded that it
would be unjust not to adjust the
plaintiff ’s award to take tax conse-
quences into account. Recognizing
that there may be some doubt on the
tax assumptions, the court stated:

It is only a possibility, and not a high one
in our view, that the award will not be

10 See Centex Corp., 55 Fed. Cl. 381 (2003). 11 Home Savings of America, F.S.B., 57 Fed. Cl. 694 (2003).
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taxed.We cannot ignore the fact that, as
a general proposition, amounts received
as damages in litigation are taxable as
income.

This is a telling comment. It ex-
pressly recognizes that the tax rules in
issue are about probability. After reach-
ing this watershed decision, the court
goes on to discuss applicable tax rates,
consolidated groups, regular tax rates,
state tax rates and even the effect of
paying the corporate alternative mini-
mum tax.There is also analysis of the
relevance of the plaintiff ’s parent
company paying no income tax in one
particular year, and how to evaluate
this issue.

All in all, LaSalle is an extraordi-
narily detailed opinion. At bottom
line, it supports the notion that a
foreseeable element of a contract
breach is tax on top of damages. Put
simply, an appropriate measure of
damages must not only include lost
payments, but also the tax effects.

Remedies 

The question whether tax benefits
or burdens should be taken into
account in damage awards is not
actually a tax question (at least not
predominantly). It is primarily a
remedies question: can one of the
items of damages constitute addi-
tional taxes? Conversely, should an
otherwise appropriate damage award
be reduced for a tax benefit being
conferred, the reduction in damages
being needed to avoid unjustly
enriching the plaintiff?

The answers to these questions
are often influenced (or even con-
trolled) by local law. These issues
emerge with surprising frequency.
As in LaSalle, such questions force
courts to cope not only with the
equitable or legal question of
whether damages should be mea-
sured in a certain way, but also with

substantive tax law. After all, in these
kinds of situations, questions nearly
always arise as to how the tax law
would be applied to a particular set-
tlement or damage award.

A good example of just how
broad this problem can be is Randall
v. Loftsgaarden.12 The plaintiffs were
limited partner investors in a motel.
The investment was marketed as a
tax shelter to provide tax losses off-
setting other income. The plaintiffs
sued to recover their investments,
alleging violations of the Federal
securities laws. The Supreme Court
held that the tax benefits achieved by
the plaintiffs should not be offset
against their recovery. However, this
case was decided based on Federal
securities laws, not on general prin-
ciples, so it does not necessarily have
universal application.

The Supreme Court analyzed the
specific language of the pertinent
securities laws (including sections of
the Securities Act of 1933 and the
Securities Exchange Act of 1934 (’34
Act)). Even in this context, however,
the opinion in this seminal case does
not provide a general rule about tax-
based damages. In fact, the Supreme
Court expressly stated that it was not
considering whether courts could
refuse to allow a rescissory recovery
under Section 10b of the ’34 Act
when the premium for expected tax
benefits represented a large portion of
the purchase price.The Court noted
that in such event, an out-of-pocket
measure of damages might yield a
significantly smaller recovery. Thus,

the Court’s suggestion is that if taxes
are central to an investment, a differ-
ent result might apply.

Litigation Trends 

It is difficult to summarize the case
law. However, there is a surprising
amount of authority, and much of it
is negative, on the prospect of recov-
ering damages for tax effects. As a
general proposition,many cases stand
for the notion that tax benefits
should not be considered in com-
puting economic-loss damages.13

For example, in one case,14 the
defendant argued that damages in a
class action for fraud should be
reduced by the claimed tax benefits
to class members arising from their
investments. The court rejected this
contention, concluding that tax ben-
efits to the plaintiffs were irrelevant
to the amount of restitution to be
awarded.

Similarly, in another case,15 a
buyer sued for breach of contract for
computer equipment and software.
The seller tried to reduce the dam-
age award, arguing that the buyer
had received investment tax credits
and depreciation, which should
reduce the amount of any damages.
The court excluded the evidence,
finding that it was inappropriate to
mitigate the damages awarded by
such tax benefits.

A similar argument was made in a
Vermont case.16 The plaintiff sued a
neighboring pig farm on a nuisance
theory; one of the damage claims

12 William C. Randall v. B.J. Loftsgaarden, 478 US 647 (1986).
13 See Peter Gabor Kalman, 914 F2d 1473 (Fed. Cir. 1990); see also John R.

DePalma v. Westland Software House, 225 Cal.App.3d 1534 (1990).

14 Paul Danzig v. Jack Greenberg & Assoc., 161 Cal.App.3d 1128 (1984), cert. den.
15 DePalma, note 13 supra.
16 Victor Coty v. Ramsey Associates, Inc., 546 A2d 196 (VT 1988), cert. den.

Plaintiffs commonly ask for 
a tax gross-up based on one
position, but take a different

return reporting position.
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was for air conditioners the plaintiff
installed to try to mitigate the nox-
ious odor.The defendant replied that
the cost of the air conditioners had
to be reduced by depreciation bene-
fits.The court disagreed, finding the
tax consequences to be irrelevant.

Hanover Shoe
Another classic argument in this

context is presented by Hanover Shoe,
Inc.,17 an antitrust case. The defen-
dant argued that the plaintiff should
recover damages only after deduct-
ing taxes that it would have had to
pay absent the violation. In other
words, the plaintiff was suing for lost
profits; the defendant argued that the
lost profits had to be computed after
tax. Had the antitrust violation not
occurred, the defendant argued, the
plaintiff would have received profits
that would have been taxable.
Although this argument may seem
vapid (after all, the damage award
would also be taxable when received,
thus making the plaintiff worse off ),
the lower court agreed with the
defendant.

The Supreme Court reversed,
holding that the award should not be
reduced for taxes. The Court stated
the obvious proposition that because
the plaintiff would be taxed when it
recovered damages, reducing the
actual damages for taxes would be
deducting tax twice.Yet, it also made
a more sophisticated observation:“[i]t
is true that accounting for taxes in the
year when damages are received
rather than the year when profits
were lost can change the amount of
taxes the revenue service collects.”

The Court also noted that the
SOL often bars the IRS from
recomputing tax in earlier years.
Besides, said the Court, the “rough
result” of not taking taxes into
account for the year of injury, but
taxing the recovery when it is
received, seems the most satisfactory
outcome.

Example 2: Plaintiff A wins an antitrust
suit against D and is awarded $1 million.
D argues on appeal that because the $1
million represents A’s lost profits, the
award should actually be $650,000 (the
after-tax profits A would have after pay-
ing $350,000 in tax).

Under Hanover Shoe, a court
should reject D’s argument. Because
the damage award is taxable, award-
ing only $650,000 to A would be, in
essence, double-taxing him. For A to
obtain $650,000 after tax, he must
receive $1 million pre-tax. If the tax
effect were built into the award, as D
suggests, and the award is taxable, A
would again be double-taxed and
end up with a mere $422,500
($650,000 � 65%) after tax.

The approach laid down in
Hanover Shoe seems to be followed in
the vast majority of cases.18 The
Hanover Shoe theory is that there
should not be a double deduction of
taxes, and that the plaintiff needs to
be restored to the position it would
have occupied prior to the suit.
However, underlying Hanover Shoe is
the notion that the considerable
uncertainties in the tax rules are part
of the reason not to deal with this
subject. The Supreme Court noted
that the proper tax liability ultimately
depends on a plethora of factors.Tax
determinations under the system are
hardly simple.

Some courts have said that the
fact that current tax rates are higher
than the prevailing tax rates for the
year in which the losses occurred,
should be disregarded.19 However, it
is questionable whether this author-

ity is applicable today, in light of the
cases discussed above. The recent
cases suggest that there is a kind of
tax damages rebirth afoot. The tax
effect of a case is important; some
courts seem increasingly willing to
consider taxes in determining how
to make a plaintiff whole.

Conclusion

Like many remedies questions,
whether a plaintiff or defendant will
be successful in having its version of
the tax effect adopted by a court is
likely to vary substantially depending
on the jurisdiction, venue and applic-
able law. At a minimum, these tax
effects should be evaluated in every
case, because the tax questions repre-
sent a central economic issue.

Of course, there may occasional-
ly be tactical reasons not to raise such
matters. For example, a defendant
may forgo arguing for discounting a
plaintiff ’s damages to take into
account tax benefits that the plaintiff
received from a bad investment, if
the plaintiff has not raised tax issues;
the defendant may be worried that
the benefits to be achieved from the
tax argument will be more than out-
weighed by the risk that the plaintiff
will raise bigger tax issues in res-
ponse. In effect, the defendant may
not want to “open the door” to such
issues.

But such circumstances aside, ask-
ing a court to take into account the
realities of the tax effect on the case
will rarely be detrimental.

TTA

17 Hanover Shoe, Inc., 392 US 481 (1968).
18 See, e.g., Orchard Container Corp. v. Edgar L. Orchard, 601 SW2d 299 

(MO 1990).
19 See, e.g., McLaughlin v. Union–Leader Corp., 127 A2d 269 (1956), cert. den.

The answers to damage 
computation questions are 

often influenced or controlled 
by local law.


