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U.S. COURT OF APPEALS FOR THE D.C. CIRCUIT DECLARES TAXATION OF 

EMOTIONAL DISTRESS AWARDS UNCONSTITUTIONAL 

 
In a decision hailed by some as one of the most significant employment law decisions in the past 
decade, the U.S. Court of Appeals for the  D.C. Circuit ruled recently that the federal government 
may not tax damages awards for emotional distress or loss of reputation unrelated to lost wages or 
earnings.  On August 22, 2006, in Murphy v. IRS  (05-5139), a three judge panel ruled that 
Section 104(a)(2) of the Internal Revenue Code was unconstitutional because such awards are not 
“income” within the meaning of the 16 th Amendment.   
 

The taxpayer, Marrita Murphy, filed a complaint wit h the Department of Labor alleging that 
her former employer, the New York Air National Guar d (NYANG), had violated several 
whistleblower statutes when it blacklisted her and provided unfavorable job references to 
prospective employers because she had complained to state authorities about environmental 
hazards at a NYANG airbase.  The Secretary of Labor determined the NYANG had unlawfully 
discriminated and retaliated against Murphy, ordered the personnel department to remove any 
adverse employment references in her file, and remanded the case to an Administrative Law Judge 
(ALJ) to make findings on compensatory damages.   

 
On remand, Murphy presented evidence that she had suffered mental and physical injuries 

as a result of the blacklisting.  A physician testified that she suffered anxiety, shortness of breath, 
dizziness, and bruxism, or teeth grinding associated with stress, that could result in permanent tooth 
damage.  The ALJ recommended $70,000 in compensatory damages, of which $45,000 was for 
“emotional distress or mental anguish” and $25,000 for “injury to professional reputation.”  There 
was no award for lost wages or diminished earning capacity.  The Department of Labor 
Administrative Review Board affirmed the findings and recommendations.  On her tax return, 
Murphy reported the entire $70,000 as “gross income” and paid $20,665 in taxes.  Murphy later 
filed an amended return seeking a refund based upon Section 104(a)(2) of the Internal Revenue 
Code, but the IRS rejected her request.  Murphy then sued the IRS in federal court alleging that she 
had, in fact, suffered physical injuries and that, in the alternative, the Code was unconstitutional.  
The district court rejected her claims.  Murphy appealed. 

 
On appeal, the D.C. Circuit Court, in a decision dr afted by Chief Justice Ginsburg, 

rejected Murphy’s argument that her damages were awarded for “physical injuries” which would 
have excluded them from income under the terms of the statute, as amended in 1994.  The Court 
stated that even though she clearly had physical manifestations of emotional distress, the ALJ had 
explicitly stated that the award was for “mental pain and anguish” and “for injury to professional 
reputation.”  The Court agreed with Murphy’s alternative argument, however, that damages for 



 

emotional distress and loss of reputation were not “income” under the 16 th Amendment to the 
Constitution.  The Court said that the damages were awarded to make her emotionally and 
reputationally “whole” and not to compensate her for lost wages or earnings of any kind. 

 
 This decision presents an economic opportunity for employers, who may be able to settle 
employment disputes more inexpensively by categorizing payments as emotional distress damages.  
The case may also impact claims for defamation, intentional and negligent infliction of emotional 
distress, false imprisonment and invasion of privacy.  On the flip side, employment attorneys 
advising plaintiffs who receive awards for emotional distress damages should advise clients to 
consider paying the tax and then make a request for a refund.  Alternatively, taxpayers may 
choose not to pay a tax without fear of penalty on grounds that they are doing so with “substantial 
authority” for their position.  The Murphy decision has caused confusion, however, because many 
scholars and practitioners have questioned the Court’s reasoning on both tax and constitutional 
grounds and predict that the decision will be overturned by the full bench of the Circuit Court, or 
possibly by the United States Supreme Court.  As of this writing, no application for en banc 
hearing or petition for writ of certiorari  had been filed, but the period for such filings has yet to 
expire.  Even if the case is ultimately overturned, the decision may have lasting impact as it could 
spark Congress and/or the IRS to make changes in the law.  
 

If you have questions about any issues raised by the Murphy decision, please contact the 
author of this Alert, Jeffrey A. Dretler, a partner in the Employment Group at Prince, Lobel, Glovsky 
and Tye LLP, at 617-456-8130, or Richard D. Glovsky, Chair of the Employment Group, at 617-
456-8012.  More information can also be found at www.plgt.com.   
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