Hodge v. Commissioner, 64 T. C. 616 (1975)

Back pay received as a settlement in an employment discrimination suit under Title
VII of the Civil Rights Act of 1964 is fully taxable as income.

Summary

In Hodge v. Commissioner, the Tax Court ruled that back pay awarded to Willie B.
Hodge in a job discrimination settlement was fully taxable income. Hodge, a truck
driver, sued his employer, Lee Way Motor Freight, Inc. , for racial discrimination in
denying him a transfer to a higher-paying position. After settling the case, Hodge
received $18,030. 90, which he claimed was partially excludable from income as
personal injury damages. The court disagreed, holding that the entire amount was
taxable back pay under Section 61 of the Internal Revenue Code, as it was
compensation for services that should have been paid earlier. The decision
emphasized the necessity of clear allocation between back pay and other damages in
settlements to avoid tax disputes.

Facts

Willie B. Hodge and other plaintiffs filed a job discrimination lawsuit against Lee
Way Motor Freight, Inc. , alleging racial discrimination in denying them transfers
from city drivers to line drivers, resulting in lost wage increases. The initial
complaint did not claim personal injuries. After a court of appeals remanded the
case, the plaintiffs settled for back pay, calculated as the difference between the
salaries of line and city drivers from July 6, 1966, to August 1, 1971. Hodge received
$18,030. 90 after expenses and attempted to exclude half as personal injury
damages on his 1971 tax return.

Procedural History

Hodge and co-plaintiffs filed a lawsuit in the U. S. District Court for the Western
District of Oklahoma, which initially granted summary judgment to Lee Way. The
Tenth Circuit reversed and remanded for back pay determination. After settlement,
Hodge reported the recovery on his tax return, leading to a deficiency determination
by the IRS. Hodge then petitioned the U. S. Tax Court, which ruled in favor of the
Commissioner of Internal Revenue.

Issue(s)

1. Whether the amount recovered by Hodge in settlement of his employment
discrimination suit constitutes back pay taxable under Section 61 of the Internal
Revenue Code.

2. Whether any portion of the settlement can be excluded from income as personal
injury damages under Section 104(a)(2) of the Internal Revenue Code.

Holding
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1. Yes, because the entire amount recovered was back pay, which is compensation
for services and thus taxable under Section 61.

2. No, because Hodge failed to prove that any part of the settlement was allocated to
personal injury damages.

Court’s Reasoning

The court applied Section 61, which defines gross income broadly to include all
income from whatever source derived, including compensation for services. The
court found that the settlement amount was calculated strictly based on the
difference in pay between the denied and held positions, indicating back pay. The
court also considered Section 104(a)(2), which excludes damages received on
account of personal injuries from income, but found no evidence that any portion of
the settlement was intended for personal injury damages. The court noted the
absence of personal injury claims in the original complaint and the lack of an
allocation between back pay and damages in the settlement agreement. The court
rejected Hodge’s argument that discrimination inherently causes personal injuries,
stating that without clear allocation, the entire settlement was taxable. The court
cited Welch v. Helvering, 290 U. S. 111 (1933), and Rule 142(a) of the Tax Court
Rules of Practice and Procedure, emphasizing that the burden of proof rested with
Hodge to show that part of the settlement was for damages.

Practical Implications

This decision clarifies that back pay awarded in employment discrimination
settlements under Title VII is fully taxable as income. It underscores the importance
of clearly allocating settlement amounts between back pay and other damages to
avoid tax disputes. Practitioners should advise clients to negotiate explicit
allocations in settlement agreements, especially when seeking to exclude portions as
personal injury damages. The ruling affects how similar cases should be analyzed,
requiring a focus on the nature of the recovery rather than the underlying cause of
action. It also impacts legal practice by necessitating detailed documentation and
negotiation of settlements to achieve desired tax outcomes. Subsequent cases, such
as Commissioner v. Schleier, 515 U. S. 323 (1995), have further refined the tax
treatment of discrimination settlements, but Hodge remains significant for its focus
on back pay.
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