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II. JUSTIFICATIONS FOR EXCLUDING PERSONAL INJURY 
DAMAGES 

 
A. The Taxation of Other Damages and the "in lieu of" Test 

 
  The ordinary rule that governs the taxation of damages received 
after trial or settlement of nonpersonal injury claims (in business tort 
and contract disputes, for example), is that "recoveries are taxable if 
they compensate for amounts that would have been taxable if 
received in due course," [FN173] but are excludable if they 
"compensate for loss of a right that would otherwise have been 
enjoyed tax-free." [FN174] As explained in the leading case on the 
issue of taxing damages, Raytheon Production Corp. v. 
Commissioner, "[t]he question to be asked is 'in lieu of what were the 
damages awarded?"' [FN175] 
 
  Application of this principle to claims that constitute "personal 
injuries" within the meaning of § 104(a)(2) would have the following 
results. Damages for lost earnings would be taxable since earnings 
are ordinarily taxed. [FN176] Punitive damages would also be taxed. 
They are intended to punish the wrongdoer and deter future 
wrongdoing. They do not compensate the plaintiff for a loss, and thus 
constitute a clear economic gain, which should be taxable as income. 
There has long been general agreement among commentators that 
such damages represent an "economic windfall," "do not compensate 
for any loss," and therefore "represent a pure accretion to wealth." 
[FN177] 
 
  In contrast, damages that compensate the victim for medical 
expenses incurred as a result of the injury would be tax-exempt. Such 
recoveries merely restore the taxpayer to the status quo that existed 
before the injury. [FN178] In other contexts, the tax treatment of 
medical care has generated controversy. [FN179] An extensive 
literature debates the deduction for unreimbursed medical expenses 
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[FN180] and the exclusion of health insurance premiums and 
benefits. [FN181] However, even critics of these provisions appear to 
favor the exclusion of personal injury damages for medical expenses. 
[FN182] 
 
  Finally, we argue that, under the "in lieu of" principle, damages that 
compensate the plaintiff for pain and suffering or emotional distress 
should also be excluded. A person who breaks a leg in an automobile 
accident may receive damages for physical and psychic discomfort. 
Similarly, a person subject to racial or gender discrimination in 
employment or housing may be entitled to an award for emotional 
distress. As the Supreme Court recognized in O'Gilvie, such 
damages compensate the victim for the loss of rights that are 
ordinarily non-market or noncommercial. Absent the injury, these 
rights would produce psychic benefits that are tax-exempt. [FN183] 
As with reimbursement for medical expenses, the purpose of such 
damages is simply to make the victim whole. 
 
  We acknowledge, however, that the "in lieu of" principle does not by 
itself definitively resolve this issue, and that the exclusion of pain and 
suffering damages is controversial. We therefore examine the 
arguments of scholars in favor of taxing such damages more closely 
below. 
 

B. Criticisms of Excluding Pain and Suffering Damages 
 
  Academic writers make four different criticisms of the exclusion of 
pain and suffering damages: (1) in similar circumstances damages 
received for the destruction of other property are taxable; (2) pain and 
suffering damages are analogous to wages; (3) the loss of utility 
compensated by pain and suffering damages should be disregarded 
for purposes of measuring income; and (4) taxpayer utility ex ante is 
greater if pain and suffering damages are taxed. [FN184] 
 

1. The Analogy to Other Property 
 
  The first criticism can be understood as a kind of extended 
syllogism: 
    (1) Under the Code, damages that compensate the taxpayer for 
the destruction of property are taxable unless (a) the basis of the 
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property at least equals the amount of damages received so that 
there is no gain realized; [FN185] or (b) the damages are used to 
replace the destroyed property with "similar" property so that the 
realized gain is entitled to nonrecognition. [FN186] 
    (2) Pain and suffering damages compensate the taxpayer for the 
destruction of emotional well-being that is a kind of human capital. 
    (3) Human capital should receive the same tax treatment as other 
property. 
    (4) Given propositions (1)-(3), above, pain and suffering damages 
should be taxable unless (a) the basis of the taxpayer's emotional 
well-being at least equals the amount of damages received so that 
there is no gain; or (b) the damages are reinvested in similar 
property. 
    (5) However, it is impossible to (a) assign any basis to a taxpayer's 
emotional well-being or (b) replace destroyed emotional well-being, 
which is a nonmarket good and therefore by definition irreplaceable. 
    (6) Therefore, given propositions (4)-(5), above, pain and suffering 
damages, which compensate for the destruction of human capital, 
should be taxable. [FN187] 
 
  a. Is human capital like other property? The fundamental problem 
with this argument is the assumption in the third step that human 
capital should receive the same tax treatment as other property. 
Although human capital might be analogized to other property, the 
Code has never attempted to treat them both in the same way. 
[FN188] In particular, appreciation in other property and in human 
capital are treated very differently. With other property, appreciation is 
generally taxed on the occasion of a realization event, usually a sale 
or exchange, [FN189] although increasingly even unrealized 
appreciation may be taxed. [FN190] 
 
  In contrast, appreciation in human capital is virtually never taxed. 
The failure to tax such appreciation might be explained in part by the 
absence of a realization event. However, even if we decided to tax 
unrealized appreciation in other property, [FN191] there are strong 
objections to taxing unrealized appreciation in human capital, which 
by definition represents an increase in an individual's future earning 
capacity. [FN192] Individuals may have capacities that they choose 
for reasons of their own not to exercise. An individual with the 
capacity to make a fortune as an investment banker may decide 



 4 

instead to become a school teacher. Thus, a tax on unrealized 
appreciation in human capital (the school teacher's capacity to be an 
investment banker) would violate "widely accepted concepts of 
individual liberty because it would disregard such personal choices as 
which career to pursue, the amount of time to devote to work as 
opposed to leisure, and so on." [FN193] 
 
  Similar reasoning supports the exclusion of pain and suffering 
damages. The personal injury victim does not choose to be injured. 
The destruction of her human capital (such as emotional well-being) 
occurs against her will. The victim presumably would have preferred 
to retain her human capital intact rather than to receive cash 
compensation. Therefore, to tax her on appreciation in human capital 
that ordinarily is not the subject of taxation and that she did not 
choose to realize in cash form would violate individual liberty. 
 
  b. Even if human capital is like other property. Even if we accepted 
the proposition that damages for the destruction of human capital 
should be subject to the same tax rules as damages for the 
destruction of other property, the impossibility of assigning a basis to 
the destroyed emotional well-being may argue for exclusion rather 
than taxation of damages. 
 
  The starting point for determining the basis should be the total 
amount spent on the taxpayer's support since birth. A taxpayer is 
unlikely to have records of the total amount spent. Even if she did, it 
seems impossible to determine what fraction of that total to apportion 
to the emotional well-being destroyed in a particular case. The 
apportionment problems are especially daunting and probably 
impossible to resolve. Even if it is known, for example, that $1 million 
has been spent to support a taxpayer since birth, what fraction should 
be apportioned as the basis of the destroyed emotional well-being for 
which pain and suffering damages compensate? [FN194] 
 
  In the case of other property, such difficulties of apportionment may 
be resolved in the taxpayer's favor. For example, if it is impossible to 
apportion a fraction of the entire basis of property to the sale or 
destruction of only part, the taxpayer may use up to the entire basis 
of the property to offset the amount received for the partial sale or 
destruction. Thus, Inaja Land Co. v. Commissioner held that 
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damages for the partial destruction of real property could be offset by 
the property's total basis because it was impossible to determine 
what fraction of that basis to apportion to the part destroyed. [FN195] 
Since the basis of the entire property was $60,000 and the damages 
were $50,000, the taxpayer reported no gain. Because it is 
reasonable to assume that pain and suffering damages will seldom 
exceed the total expended on the taxpayer's support since birth (even 
though it is unlikely that records documenting that total are available), 
[FN196] perhaps such damages should ordinarily be exempt from tax 
under the Inaja principle. 
 
  Even if such damages exceed the total expended, we question the 
assertion that it is impossible to replace destroyed emotional 
well-being because it is a nonmarket good. The tax law does not treat 
unique material objects as irreplaceable, but merely requires that the 
destroyed property be replaced with "similar" property in order for 
damages in excess of basis to be entitled to nonrecognition. For 
example, a painting by Vincent Van Gogh is unique and thus literally 
irreplaceable. However, if such a painting is destroyed and replaced 
with a different painting (for example, a Jackson Pollack), damages in 
excess of basis will be treated as exempt from tax because the 
destroyed painting is replaced with "similar" property. [FN197] 
 
  The injury victim who receives pain and suffering damages cannot, 
of course, directly purchase emotional well-being to replace what has 
been destroyed. However, the victim will presumably spend the 
damages in whatever way makes her most happy and therefore will 
best restore her lost sense of well- being. In other words, pain and 
suffering damages for destroyed emotional well- being can be 
regarded as spent on "similar" property. Therefore, if emotional 
well-being is considered a kind of human capital and if human capital 
should be treated like other property, then pain and suffering 
damages spent to replace destroyed emotional well-being should be 
exempt from tax. 
 

2. The Analogy to Wages 
 
  A second criticism addresses the claim that pain and suffering 
damages should be excluded because they replace a right that would 
ordinarily not produce taxable income. This claim is said to be without 
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merit because taxable wages substitute for leisure, yet leisure does 
not produce taxable income. Pain and suffering damages, the 
argument asserts, are no different from taxable wages, in that they 
replace or are "in lieu of" rights that would be enjoyed without 
producing taxable income. [FN198] 
 
  The analogy is flawed, however, because the individual wage earner 
makes a voluntary decision to enter the labor market and to work, 
whereas the personal injury victim does not voluntarily consent to sell 
his or her emotional well- being in return for a cash payment. One 
observer has characterized the tax law's distinction between the 
voluntary conversion of leisure into wages and the involuntary 
conversion of emotional well-being into pain and suffering damages 
as "a political recognition of a basic human resistance to 
commoditization," [FN199] or in other words, as confirming society's 
recognition of the importance of individual autonomy. Thus, as noted 
above, pain and suffering damages should be excluded precisely 
because the taxpayer's emotional well-being is damaged or 
destroyed without the taxpayer's having exercised voluntary choice. 
[FN200] 
 

3. The Irrelevance of Utility 
 
  A third criticism is that pain and suffering damages should be 
excluded only if in measuring income we take account of each 
taxpayer's utility rather than the taxpayer's actual economic receipts. 
[FN201] While it may be true, the criticism continues, that pain and 
suffering damages make the taxpayer no better off in terms of utility 
than if no accident had occurred, the taxpayer has additional cash, 
which should increase taxable income whatever the net effect on 
utility. [FN202] 
 
  This third criticism constitutes an assertion that in defining taxable 
income, we should count only economic receipts and not attempt to 
take account of a taxpayer's utility in any other way. In many 
instances, this is what the tax law does. Two individuals may 
purchase the same model automobile, drive under the same 
conditions, and provide the same level of maintenance. Yet one 
automobile may last for 100,000 miles, and the other for 200,000 
miles. The individual whose car lasts 200,000 miles obviously has 
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more utility. However, due to the administrative difficulty, the income 
tax does not generally try to account for differences in individual utility 
that result from variations in the quality of the same product. [FN203] 
 
  Nevertheless, one could also reasonably conclude that in other 
situations utility should be taken into account. The fact is that the tax 
system sometimes ignores cash receipts when it is thought that the 
taxpayer is made no better off in terms of utility. [FN204] For 
example, the tax law excludes reimbursement of medical expenses, 
whether by insurance or by a tortfeasor. [FN205] The rationale for 
exclusion is that cash received merely restores the taxpayer in terms 
of utility to the status quo that existed before she became sick or 
injured and therefore should not result in taxable income. If the net 
effect on utility justifies excluding medical expense reimbursement, 
then it could also justify excluding pain and suffering damages, which 
serve the similar objective of restoring the taxpayer, in terms of utility, 
to the status quo before the injury. [FN206] 
 

4. The Relevance of Utility 
 
  Professor Thomas Griffith suggests that, instead of the "in lieu of" 
principle, a different criterion, individual utility ex ante, might 
determine the tax treatment of pain and suffering damages. [FN207] 
He develops a mathematical model to determine under which rule, 
exclusion or taxation, individual utility ex ante is higher. The model 
makes four assumptions: (1) government tax revenues remain 
constant; (2) the marginal utility of money diminishes; (3) each 
individual has an equal chance of being injured; and (4) utility is a 
function of after-tax dollar receipts, without any deduction for pain and 
suffering. [FN208] 
 
  With revenues held constant, if pain and suffering damages are 
excluded, each individual pays relatively less in taxes if injured, but 
more if not injured. Thus, each individual has relatively more after-tax 
dollars if injured, but fewer after-tax dollars if not injured. [FN209] 
Conversely, if pain and suffering damages are taxed, each individual 
pays relatively more in taxes if injured, but less if not injured. Thus, 
each individual has relatively fewer after-tax dollars if injured, but 
more after-tax dollars if not injured. [FN210] 
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  Whether pain and suffering damages are taxable or excludable, the 
expected after-tax outcome (the weighted average of possible 
outcomes) is the same because each individual has the same chance 
of being injured. [FN211] However, there is greater variation in 
possible after-tax dollar outcomes when pain and suffering damages 
are excluded than when they are taxed. [FN212] Given the 
assumption of the diminishing marginal utility of money, if alternative 
tax rules produce the same expected after-tax outcomes, the rule 
with less variation in possible outcomes maximizes individual utility ex 
ante. [FN213] Therefore, the model demonstrates that taxation of 
pain and suffering damages produces greater individual utility ex ante 
because, for the same expected after-tax outcome, there is less 
variation in possible outcomes. [FN214] 
 
  The model appears to imply, in addition, that damages for medical 
expenses should be taxed rather than excluded. Professor Griffith 
avoids this result by making an additional assumption: that utility is a 
function of an injured individual's after-tax dollars, reduced by the 
amount of damages for medical expenses. [FN215] Again, the 
expected after-tax outcome is the same whether the damages are 
excluded or taxed. [FN216] However, because individual utility is a 
function of after-tax dollars, reduced by medical expenses, exclusion 
produces less variation in possible outcomes than taxation and 
therefore greater utility ex ante. [FN217] 
 
  In other words, the model concludes that damages for pain and 
suffering should be taxed (but that damages for medical expenses 
should be excluded) only by assuming that individual utility is a 
function of after-tax dollars, without any reduction for pain and 
suffering damages (but with a reduction for damages for medical 
expenses). On the other hand, the model would conclude that pain 
and suffering damages should be excluded if it assumed that 
individual utility is a function of after-tax dollars, reduced by pain and 
suffering damages. [FN218] 
 
  The critical question is why utility is assumed to be a function of 
after-tax income, excluding damages for medical expenses but 
including damages for pain and suffering. The rationale for asserting 
that individual utility is a function of after-tax dollars, reduced by 
damages for medical expenses, is that such damages simply restore 
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the personal injury victim to the status quo before the injury and do 
not make the victim better off. However, the rationale applies to pain 
and suffering damages as well. Just as medical expenses are 
incurred to restore physical or mental health, so pain and suffering 
damages are intended to restore emotional well-being and not to 
make the victim better off. If pain and suffering damages did more, 
that is, if they made an individual better off in terms of utility than 
before the injury, there would be no reason to award them as 
compensation. 
 
  This description of the objective of pain and suffering damages 
helps clarify the issue. Since the objective is restoration of the status 
quo before the accident, it is more plausible to calculate individual 
utility by assuming that pain and suffering damages do no more than 
make the victim whole. This calculation requires assuming that utility 
is a function of after-tax dollars, reduced by (rather than including) the 
amount of pain and suffering damages. 
 
  Professor Griffith's model employs a novel and provocative 
approach to the resolution of income tax issues. However, because it 
adopts an implausible assumption regarding pain and suffering 
damages, we find it unpersuasive as a basis for concluding that pain 
and suffering damages should be taxed. If anything, under a more 
plausible assumption, the model supports exclusion. 
 

5. Observations 
 
  We recognize that the decision whether to tax or exclude pain and 
suffering damages calls for a value judgment about which reasonable 
people may disagree. On balance, we favor exemption because such 
damages, like reimbursement for medical expenses, make the 
plaintiff no better off and simply restore the pre-accident status quo.  
 

FN173. BITTKER & LOKKEN, supra note 24, ¶ 13.1.4, at 
13-10. 

 
FN174. Id. ¶ 5.6, at 5-43. See also the statement of the 
Supreme Court in O'Gilvie that damages that substitute for a 
"normally untaxed personal ... quality, good, or asset" (such as 
for pain and suffering and other emotional distress) should not 
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be subject to income taxation. 117 S. Ct. at 456. 
 

FN175. Raytheon Prod. Corp. v. Commissioner, 144 F.2d 110, 
113 (1st Cir. 1944). As noted above, in O'Gilvie the Supreme 
Court interpreted the human capital rationale of the 1918 
Attorney General Opinion on accident insurance proceeds to 
incorporate the "in lieu of" test. 

 
FN176. See I.R.C. § 61(a)(1) (1994). We assume that the 
amount of compensation for lost wages is computed on a 
before-tax basis. As part of such a computation, the present 
value of any future earnings (front pay) should be calculated 
using an after-tax interest rate. On the other hand, if damages 
for lost earnings are calculated on an after-tax basis, then an 
implicit tax has already been imposed and exclusion is 
appropriate in order to avoid taxing the earnings twice. See 
Dodge, supra note 35; Heen, supra note 35. 

 
FN177. Dodge, supra note 35, at 180. See also Kahn, supra 
note 35, who states: 
[O]ne of the roles of punitive damages is to compensate the 
victim for harm whose existence the victim is unable to 
demonstrate. However, even if punitive damages do play such 
a compensatory role, it is a minor feature that pales to 
insignificance when compared to their principal role--to punish. 
Id. at 359. See also Paul C. Feinberg, Federal Income Taxation 
of Punitive Damages Awarded in Personal Injury Actions, 42 
CASE W. RES. L. REV. 339 (1992); James Serven, The 
Taxation of Punitive Damages: Horton Lays an Egg?, 72 
DENV. U. L. REV. 215 (1995). 

 
FN178. See William D. Andrews, Personal Deductions in an 
Ideal Income Tax, 86 HARV. L. REV. 309, 335-37 (1972); 
Dodge, supra note 35, at 145; Morris, supra note 35, at 748-49. 
See also infra note 180. 

 
FN179. See Andrews, supra note 178; Laura E. Cunningham, 
National Health Insurance and the Medical Deduction, 50 TAX 
L. REV. 237 (1995); Griffith, supra note 35; Thomas D. Griffith, 
Theories of Personal Deductions in the Income Tax, 40 
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HASTINGS L.J. 343 (1989); Louis Kaplow, The Income Tax as 
Insurance: The Casualty Loss and Medical Expense 
Deductions and the Exclusion of Medical Insurance Premiums, 
79 CAL. L. REV. 1485 (1991); Mark G. Kelman, Personal 
Deductions Revisited: Why They Fit Poorly in an "Ideal" Income 
Tax and Why They  Fit Worse in a Far from Ideal World, 31 
STAN L. REV. 831 (1979). 

 
FN180. I.R.C. § 213(a) (1994). 

 
FN181. I.R.C. §§ 104(a)(3), 105(b), 106 (1994). 

 
FN182. See, e.g., Cunningham, supra note 179, who favors 
excluding from the income tax base only "essential" or 
"baseline" medical costs and taxing all other medical expenses: 
Where a plaintiff is compensated for baseline medical 
expenses, the exclusion of that recovery is consistent with the 
general proposition that those expenses should be excluded 
from the tax base. But extending the exclusion to an injured 
plaintiff who is reimbursed by a tortfeasor for "excess medicals" 
is more difficult although I believe ultimately correct. Consider 
an automobile accident victim who needs cosmetic surgery to 
restore her pre-injury appearance. Assume the expense is not 
covered by baseline insurance, and the plaintiff has not 
purchased supplementary insurance. If the plaintiff pays the 
cost of the surgery herself, the arguments offered in this Article 
would deny her a deduction. If she recovers the cost of the 
surgery from the tortfeasor, it might appear that consistency 
would require the victim to include the recovered amount in 
income. To allow an exclusion  when the tortfeasor bears 
the expense would have the effect of giving her a deduction. 
Yet this result seems unduly harsh, as it treats the injured 
plaintiff more harshly than had she not incurred the injury. 
Id. at 262. 
See also Kaplow, supra note 179, n.64 at 1500; Kelman, supra 
note 179, at 842. Kaplow criticizes the deduction for medical 
expenses and also the exclusion of medical insurance 
proceeds while medical insurance premiums are themselves 
also excludable. However, he states that because his argument 
"depends on the prior payment of an insurance premium, it is 
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inapplicable to tort ... recoveries under § 104(a)(2)." Id. Kelman 
generally opposes a deduction for medical expenses yet would 
continue to allow personal injury victims to exclude damages for 
medical expenses. He argues that medical expenses are 
generally indistinguishable from other voluntary personal 
consumption expenditures, but that the medical expenses of a 
personal injury victim are different because they are 
involuntarily incurred. 

 
FN183. In O'Gilvie, the Supreme Court referred to "damages 
that aim to substitute for a victim's physical or personal 
well-being--personal assets that the Government does not tax 
and would not have taxed had the victim not lost them," and 
implied that such damages "substitute for [a] normally untaxed 
personal ... quality, good or 'asset."' 117 S. Ct. at 456. See also 
Bernard  Wolfman, Current Issues of Federal Tax Policy, 16 
U. ARK. LITTLE ROCK L.J. 543 (1994): 
Recoveries for physical and mental injury seek to help a person 
back into the position of well being enjoyed by that person prior 
to the injury. Since one's well being, one's happy psyche, is not 
taxed, it is not unreasonable ... to exclude from taxation the 
sums recovered for the purpose of restoring the person to his or 
her well-being ante. 
Id. at 549. 

 
FN184. See Dodge, supra note 35; Cochran, supra note 35; 
Griffith, supra note 35. 

 
FN185. See I.R.C. § 1001(a) (1994). 

 
FN186. I.R.C. § 1033(a)(2) (1994). 

 
FN187. See, e.g., Cochran, supra note 35: 
[A] return of capital is excluded from gross income only to the 
extent of the taxpayer's basis in the capital. A taxpayer's basis 
in property is generally the amount paid for the property. Any 
receipt in excess of the taxpayer's basis constitutes a taxable 
gain .... However, in the personal  injury context, a taxpayer's 
basis is zero because a taxpayer does not pay for his limbs or 
organs. The recipient of a personal injury damages award is 
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being "made whole" in the same sense that a taxpayer selling 
her stock for $150 is being made whole--by receiving the full 
value of what is given up. Like the taxpayer selling her stock, 
the personal injury plaintiff should be allowed to exclude only 
that portion of the award that represents recovery of an actual 
investment of capital. If the taxpayer's basis in the 'capital' 
cannot be established, no part of the award can be accurately 
called a return of capital. 
Id. at 45-46. The author continues: 
Section 104(a)(2) might appear analogous to section 1033, but 
there are ... important differences .... [I]n order to qualify ... 
under section 1033, the taxpayer must invest the compensation 
for the destroyed property in replacement property .... [T]he 
[section 104(a)(2)] exclusion is not dependent on the taxpayer's 
use of the award; she may spend the money any way she likes. 
Id. at 47. 
See also Dodge, supra note 35: 
Section 104 currently excludes damages for pain and suffering 
.... Conceptually, the damages represent a conversion of some 
nonmaterial benefit, such as lost "normality," peace of mind, or 
dignity into cash.... Since no  "basis" exists in any recovery of 
this type, such damages seemingly should be fully includible as 
pure accessions to material wealth. 
Id. at 182. 

 
FN188. For example, the costs of improving or constructing 
income-producing property are generally deductible (either 
immediately in full or over time through depreciation). See 
I.R.C. §§ 162(a), 167(a) (1994). However, the costs of 
improving human capital, such as most individual educational 
expenses, are not. See Treas. Reg. § 1.162-5 (1994). 
Moreover, when an individual dies, life insurance proceeds, 
which replace the lost human capital, are fully excludable, 
without a showing that basis at least equals the amount 
realized from insurance. See I.R.C. § 101(a)(1) (1994). In the 
case of term insurance, the exclusion of mortality gains might 
be justified as compensating for the Code's failure to allow a 
deduction for mortality losses. However, both gains and losses 
on investments in nonhuman capital are generally taken into 
account. Thus, this possible justification for the exclusion of 
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term insurance proceeds simply underlines the point that the 
Code generally treats human and nonhuman capital very 
differently. 

 
FN189. Treas. Reg. § 1.61-6(a) (1994). 

 
FN190. I.R.C. §§ 475, 1256, 1272 (1994). 

 
FN191. See, e.g., David J. Shakow, Taxation Without 
Realization: A Proposal for Accrual Taxation, 134 U. PA. L. 
REV. 1111 (1986). 

 
FN192. However, for a proposal that such a tax be considered, 
see Louis Kaplow, Human Capital Under an Ideal Income Tax, 
80 VA. L. REV. 1477 (1994). 

 
FN193. Alvin C. Warren, Would a Consumption Tax Be Fairer 
than an Income Tax?, 89 YALE L.J. 1081, 1114 (1980). 

 
FN194. Treas. Reg. § 1.61-6(a) generally requires 
apportionment of basis. The example involving human capital 
raises two different kinds of apportionment problems. First, 
there is the difficulty of determining the degree to which the 
total amount spent supports current as opposed to future 
activities. In the area of nonhuman capital, making the 
distinction is difficult enough. See, e.g., Encyclopaedia 
Britannica v. Commissioner, 685 F.2d 212 (7th Cir. 1982). In 
the area of human capital, the problem appears even more 
intractable. Suppose an individual spends money on food. The 
food provides energy that is consumed currently but also may 
build organic structures that last through a person's entire life. 
Or suppose a person takes a trip to Europe. The  
experience may provide not only enjoyment in the year when 
the trip is taken but also lifetime memories. Is it possible to 
determine how much of the expenditure for food or a European 
trip should be considered a current expense and how much 
should be considered a capital expenditure? Second, even if 
the amount allocable to capital as opposed to current 
expenditures can be determined, there is the further problem of 
determining what fraction of total expenditures for human 
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capital to allocate to the emotional well-being destroyed in a 
particular case. 

 
FN195. 9 T.C. 727, 735-36 (1947). In Inaja, pollution emitted by 
the City of Los Angeles severely damaged the plaintiff's 
waterfront property. As a formal matter, the plaintiff sold the 
City of Los Angeles a permanent easement to pollute the 
property. In reality, the sales price represented damages for the 
destruction of the property attributable to past, continuing, and 
future pollution. Id. 

 
FN196. Of course, the assumption might not be reasonable in 
the case of young children on whose support relatively little will 
have been spent since birth. However, the nontaxation of pain 
and suffering damages in such cases can be defended by 
analogy to I.R.C. § 1033(a)(2) (1994). See infra text 
accompanying note 197. 

 
FN197. See I.R.C. § 1033(a)(2) (1994). 

 
FN198. See Dodge, supra note 35: 
A variation of the "substitute for" argument is that recoveries for 
noneconomic harms are mere restorations of a status quo 
which, in itself, would have been nontaxable .... [This argument] 
is essentially the same as arguing that wages, which involve a 
conversion of leisure to labor, should be excluded. This 
argument actually cuts in favor of includibility; noneconomic 
damages are like wages for a miserable job. 
Id. at 183. 

 
FN199. Kelman, supra note 179, at 842. 

 
FN200. See Daniel I. Halperin, Valuing Personal Consumption: 
Cost Versus Value and the Impact of Insurance, 1 FLA. TAX 
REV. 1, 44 (1992) (pain and suffering damages should be 
excluded). 

 
FN201. See Dodge, supra note 35: 
We are left with the question of whether the core concept of 
"income" is ultimately tied to that of "utility." In practice ... the 
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concept of income is not systematically tied to subjective utility, 
as opposed to changes in  objective net wealth .... Amounts 
includible are measured by market transactions, not subjective 
worth .... 
It is not obvious that the income tax base, as opposed to 
government policy in general, should be tied to utility in any 
normative sense, though influential commentators operating out 
of the tradition of Utilitarian welfare economics have made the 
connection. Though ... virtually all items considered to be gross 
income potentially yield utility to the taxpayer ... it does not 
logically follow that the tax base should be equated with utility. 
The tax base should be equated with material resources .... 
These concepts of the tax base are objective in principle .... 
Id. at 185-86. 

 
FN202. Id. 

 
FN203. See generally Halperin, supra note 200, at 2-3 (the 
income tax generally ignores differences in utility resulting from 
random differences in quality of consumer goods and services). 

 
FN204. See id. at 28-45. See also I.R.C. § 123 (1994). 

 
FN205. See I.R.C. §§ 104(a)(2)-(3), 105(b) (1994). 

 
FN206. See Halperin, supra note 200, at 41: "[I]t seems unfair 
for a person who is no better off than he would have been had 
he not been injured or suffered a loss to bear a larger tax 
burden. Thus upon comparison to the uninjured, exemption 
seems required so as not to tax the injured more heavily." 

 
FN207. Griffith, supra note 35. 

 
FN208. Id. at 1118-23. 

 
FN209. Id. at 1131-33. 

 
FN210. Id. 

 
FN211. Id. 
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FN212. Id. 

 
FN213. Id. 

 
FN214. Id. The following numerical example illustrates the 
workings of the  model. Assume a society with two taxpayers, 
each with before-tax earnings of $1,000. Further assume that 
government must raise $220 in revenues, that one of the two 
individuals will be injured and receive $200 in damages for pain 
and suffering, and that each individual's chance of being injured 
is 50%. 
If pain and suffering damages are excluded, a tax rate of 11% 
on the remaining $2,000 of earnings will raise the required $220 
in revenues. Each individual will pay $110 in taxes. If injured, 
an individual will have before- tax receipts of $1,200 (only 
$1,000 of which are taxed) and after-tax receipts of $1,090. If 
uninjured, an individual will have before-tax receipts of $1,000 
(all of which are taxed) and after-tax receipts of $890. Since 
there is a 50% probability of being injured, the expected 
after-tax outcome (defined as the weighted average of the 
possible outcomes) is $990. 
If pain and suffering damages are taxed, a tax rate of 10% on 
total receipts of $2,200 will raise the required $220 in revenues. 
If injured, an individual will have before-tax receipts of $1,200 
(all of which are taxed) and after-tax receipts of $1,080. If 
uninjured, an individual will have before tax receipts of $1,000 
(all of which are taxed) and after-tax receipts of $900. Since 
there is a 50% probability of being injured, the expected 
after-tax outcome is $990. 
Notice that whether pain and suffering damages are excluded 
or taxed, the expected after-tax outcome is $990. However, the 
variation in possible outcomes is $100 above or below the 
expected outcome under exclusion but $90 above or  
below the expected outcome under taxation. Thus, possible 
outcomes vary less under the taxation rule. 

 
FN215. Id. at 1127-28. 

 
FN216. Id. at 1131-33. 



 18 

 
FN217. Id. This point can also be illustrated using the numerical 
example from supra note 214, but treating the $200 in damages 
as reimbursement of medical expenses rather than as damages 
for pain and suffering. 
If damages for medical expenses are excluded for tax 
purposes, a tax rate of 11% on the earnings of $2,000 will raise 
the required $220 in revenues. If injured, an individual will have 
after-tax receipts of $1,090 and if uninjured, after-tax receipts of 
$890. In this case, however, utility is assumed to be a function 
of receipts, after taxes and after deducting the amount of 
medical expenses. Thus, for purposes of determining utility, if 
injured, an individual will have after-tax receipts of $890, and if 
uninjured, will also have after- tax receipts of $890. Thus, the 
expected outcome is $890, and there is no variation in possible 
outcomes. 
If damages for medical expenses are taxed, a tax rate of 10% 
on total receipts of $2,200 will raise the required $220 in 
revenues. If injured, an  individual will have before-tax receipts 
of $1,200 (all of which are taxed) and after-tax receipts of 
$1,080. However, for purposes of determining utility, if injured, 
an individual is treated as having only $880, which equals 
receipts after taxes and after damages for medical expenses. If 
uninjured, an individual will have before-tax receipts of $1,000 
(all of which are taxed) and after-tax receipts of $900. Since 
there is a 50% probability of being injured, the expected 
after-tax receipts (for purposes of determining utility) are $890. 
Notice that whether damages for medical expenses are taxed 
or excluded, the expected outcome is $890. However, under 
the exclusion rule, there is no variation at all, whereas under 
the taxation rule, receipts after taxes and after medical 
expenses may vary by $10 above or below the expected 
average amount. 

 
FN218. Another problem with his model, which Professor 
Griffith recognizes, is that individual utility ex ante is maximized 
when pain and suffering damages are taxed not at the same 
rate as the taxpayer's other income, but at a confiscatory rate of 
tax of 100%. If an individual is not injured, she receives no pain 
and suffering damages. If an individual is injured, she receives 
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such damages but they are taxed entirely away. Thus, with this 
100% rate, the expected average after-tax outcome is the same 
as under either exclusion or taxation at the individual's usual 
rate, but there is no variation whatsoever  in possible 
outcomes. 
This point can be illustrated using the numerical example from 
supra note 214. The confiscatory 100% tax raises $200 of 
government revenues by taxing the entire amount of pain and 
suffering damages. A tax rate of 1% on the $2,000 of earnings 
will raise the additional $20 required in government revenues. 
Whether injured or not, each individual can expect after-tax 
receipts of $990, which are certain and will not vary. 
Confiscatory taxation therefore maximizes individual utility ex 
ante, given the assumption of diminishing marginal utility. 
This assumption may be unrealistic for some purposes even if 
generally reasonable. The expected outcome ex ante of 
purchasing a lottery ticket is usually much lower than the 
certain level of consumption that would result without the lottery 
ticket's purchase. Professor Griffith notes that taxpayers should 
prefer taxation of pain and suffering damages because "a fixed 
level of consumption will generate greater utility than a lottery 
with the same expected value." Id. at 1132. Individuals 
nevertheless do play the lottery. They may also prefer 
exempting pain and suffering damages from taxation. 

 
 
 


