Brooks v. Commissioner, 94 T. C. 625 (1990)

Interest awarded on damages from a malpractice lawsuit is taxable income, even if
the damages themselves might be excludable under certain conditions.

Summary

In Brooks v. Commissioner, the Tax Court ruled that interest awarded on a
malpractice lawsuit judgment is taxable income. Brooks received a malpractice
settlement of $525,000, reduced to $605,685. 03 after adjustments, with additional
interest of $162,538. 28. The court held that while damages for personal injuries
might be excludable from gross income under certain circumstances, interest on
those damages is taxable. The decision clarifies that interest, which compensates for
delay in payment, is distinct from the damages themselves and thus subject to
taxation.

Facts

Brooks was injured in a bicycle accident in 1975 and settled his personal injury
claim for $160,000 on the advice of his attorney, Irving Fishman. Brooks later sued
Fishman for malpractice, alleging negligence in handling the settlement. The jury
awarded Brooks $525,000 in damages, which was reduced to $605,685. 03 after
accounting for contributory fault, medical expenses, and the settlement amount
received. Additionally, Brooks was awarded $162,538. 28 in interest from January
27,1984, to April 1, 1986. Brooks did not report this interest on his 1986 tax return,
leading to a tax deficiency assessed by the IRS.

Procedural History

Brooks filed a motion for summary judgment in the Tax Court, while the
Commissioner filed a motion for partial summary judgment. The Tax Court granted
the Commissioner’s motion for partial summary judgment and denied Brooks’
motion, ruling that the interest income was taxable.

Issue(s)
1. Whether interest awarded on a malpractice lawsuit judgment is taxable income.
Holding

1. Yes, because interest awarded on a judgment, even if the judgment itself pertains
to damages that might be excludable, is considered taxable income under section
61(a)(4) of the Internal Revenue Code.

Court’s Reasoning

The court relied on section 61 of the Internal Revenue Code, which defines gross
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income to include “all income from whatever source derived” unless otherwise
provided. Interest is specifically included in gross income under section 61(a)(4).
The court cited Wheeler v. Commissioner, which established that interest awarded
on a judgment is taxable, regardless of the tax treatment of the underlying damages.
The court distinguished between damages and interest, noting that interest
compensates for the delay in receiving payment and thus is taxable. The court
rejected Brooks’ argument that the interest should be treated as an element of
damages, citing that under Massachusetts law, interest is not considered part of the
damages awarded for personal injuries but rather as compensation for delay.

Practical Implications

This decision impacts how attorneys and clients handle the tax implications of
interest on legal judgments. Practitioners should advise clients that interest
awarded on judgments, even those stemming from potentially excludable damages
like personal injury, is taxable income. This ruling reinforces the distinction between
damages and interest in tax law, requiring careful tax planning and reporting. For
businesses and individuals involved in litigation, understanding this tax treatment is
crucial for financial planning and compliance. Subsequent cases, such as
Tiefenbrunn v. Commissioner and Smith v. Commissioner, have followed this
precedent, solidifying the rule that interest on judgments is taxable.
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