
Understanding the Personal Injury Tax Exclusion
for Mesothelioma Compensation
Mesothelioma settlements and verdicts often involve substantial sums of money. For
someone diagnosed with this asbestos-related cancer, the compensation can feel like a lifeline
for medical bills, lost income, and pain and suffering. But there is a question that almost
always follows: will the IRS take a cut? The answer depends heavily on how the settlement is
structured and what kind of damages it covers. This is where the personal injury tax exclusion
comes into play.

Under Internal Revenue Code Section 104, the IRS generally does not tax compensation
received for personal physical injuries or physical sickness. That rule is straightforward on its
face, but mesothelioma claims rarely fit into a neat box. They often include multiple types of
damages, some of which are tax-free and some of which are not. Knowing which is which can
save someone tens of thousands of dollars, or more.

How the Tax Code Treats Personal Injury Compensation
The core idea behind the personal injury tax exclusion is that money meant to make you
"whole" after a physical injury should not be treated as income. If you lose a limb in an accident
and receive damages for that loss, the IRS does not consider that a profit. It is a replacement
for something you cannot replace. The same logic applies to mesothelioma. The disease itself
is a physical injury, and compensation for the physical harm is excluded from gross income.

But here is where it gets tricky. A mesothelioma settlement often includes amounts for lost
wages, medical expenses, pain and suffering, and sometimes punitive damages. Lost wages
are generally taxable because they replace income you would have earned. Medical expenses
are tax-free if they are part of the personal injury award, but if you deduct them separately on
your taxes, there can be complications. Punitive damages are almost always taxable, even if
they come out of a personal injury lawsuit.

The IRS looks at the origin of the claim. If the claim arises from a personal physical injury, the
compensation is tax-free. But if part of the settlement is explicitly allocated to lost profits or
business income, that part is taxable. The allocation matters, and it must be spelled out in the
settlement agreement.

Mesothelioma Settlements Are Not Simple Personal Injury Cases
Mesothelioma lawsuits are filed against companies that manufactured or distributed
asbestos-containing products. Because the disease can take decades to appear, the legal

https://mesolawyerpa.com/compensation/taxes/


claims often involve complex questions of exposure, causation, and state law. But from a tax
perspective, the key issue is that the plaintiff is seeking compensation for a physical injury.
That triggers the personal injury tax exclusion.

However, many mesothelioma plaintiffs also claim lost earning capacity. Asbestos exposure
may have forced them to retire early or take lower-paying work. That part of the settlement
compensates for lost income, and the IRS treats it like wages. If the settlement agreement
does not clearly separate the lost wages from the physical injury damages, the IRS may argue
that the entire amount is taxable. That is a risk no one wants to take.

Another complication is that some mesothelioma cases are brought under state workers'
compensation systems. Workers' comp benefits are generally tax-free, but they are also usually
smaller than what a civil lawsuit might provide. And if a plaintiff receives both workers' comp
and a civil settlement, the tax treatment can get messy.

What the Personal Injury Tax Exclusion Covers
The personal injury tax exclusion covers compensation for physical harm, including pain and
suffering, emotional distress that results from the physical injury, and medical costs. It does
not cover punitive damages, interest on the award, or amounts allocated to lost wages. The
exclusion applies regardless of whether the settlement is paid in a lump sum or over time.

One nuance worth understanding is that emotional distress not tied to a physical injury is
taxable. But in a mesothelioma case, the emotional distress usually flows directly from the
physical disease. The IRS has ruled that if the distress is secondary to the physical injury, it is
covered by the exclusion. That is an important distinction because many settlement
agreements include a separate line item for emotional distress. If the agreement says
"emotional distress" without linking it to the physical injury, the IRS might question whether it
qualifies for the exclusion.

To be safe, the settlement language should be clear. It should say something like "damages for
personal physical injury and related emotional distress." Vague language invites audit risk.

Punitive Damages and Interest
Punitive damages are a different animal. They are not meant to compensate the plaintiff for a
loss. They are meant to punish the defendant and deter similar conduct. Because of that, the
IRS treats punitive damages as taxable income, even in a personal injury case. If your
mesothelioma verdict includes a punitive damages award, you will owe tax on that portion.

Interest on the award is also taxable. If the case takes years to resolve and the court adds
prejudgment interest, that interest is treated as investment income, not personal injury



compensation. Some plaintiffs are caught off guard by this. They assume the entire check is
tax-free because the underlying claim is a personal injury. But interest and punitive damages
fall outside the personal injury tax exclusion.

Structuring the Settlement to Maximize the Exclusion
Because the tax treatment depends on how the settlement is allocated, the negotiation stage
is critical. A well-drafted settlement agreement can allocate most of the money to physical
injury damages and minimize amounts for lost wages, punitive damages, and interest. That is
perfectly legal as long as the allocation reflects the true nature of the claim.

But there are limits. If the allocation seems artificial or disproportionate, the IRS can challenge
it. For example, if a plaintiff had a high income before diagnosis and the settlement allocates
almost nothing to lost wages, the IRS might argue that the allocation is unreasonable. The best
approach is to work with a tax professional who understands both personal injury law and the
Internal Revenue Code. Many attorneys who handle mesothelioma cases are excellent
litigators but do not specialize in tax. A tax advisor can help ensure the settlement agreement
is structured to take full advantage of the personal injury tax exclusion.

State Tax Considerations in Pennsylvania
Pennsylvania does not tax personal injury settlements at the state level. The state follows the
federal treatment, so if the compensation is excluded from federal income, it is also excluded
from Pennsylvania state income tax. That is a clean rule, but it does not eliminate the need for
careful documentation. The IRS still expects to see a settlement agreement that clearly
identifies the tax-free portions.

Another Pennsylvania-specific point is that the state does not have a separate tax on punitive
damages. If punitive damages are taxable at the federal level, they are also taxable at the state
level, but Pennsylvania's flat income tax rate is lower than the top federal rate. Still, the tax bill
on a large punitive award can be significant.

Common Mistakes People Make
One of the most common mistakes is assuming that because the settlement is called a
"personal injury" settlement, every dollar is tax-free. That is not true. The IRS looks at the
specific components of the award, not just the label on the check.

Another mistake is failing to report the settlement on the tax return at all. Even tax-free income
must be reported. The IRS requires taxpayers to disclose the amount of tax-exempt interest
and personal injury compensation. If you do not report it, the IRS may assume it is taxable and
send a notice. Reporting it correctly avoids that hassle.



A third mistake is deducting medical expenses that were already covered by the settlement. If
the settlement includes a specific amount for medical costs, you cannot also deduct those
costs as medical expenses on your tax return. That would be double-dipping, and the IRS
frowns on it.

Final Thoughts on the Personal Injury Tax Exclusion
The personal injury tax exclusion is a powerful provision for people with mesothelioma. It
ensures that compensation for physical harm is not eroded by federal income tax. But it is not
automatic. The exclusion applies only to the portions of a settlement that are properly
allocated to physical injury and related emotional distress. Lost wages, punitive damages, and
interest do not qualify.

Anyone receiving a mesothelioma settlement should review the allocation carefully before
signing the agreement. A small change in language can have a large impact on the after-tax
amount. And because tax law can shift, it is wise to consult a professional who stays current
on IRS rulings and court decisions. The personal injury tax exclusion is not new, but its
application to complex asbestos cases continues to evolve. Staying informed is the best way
to keep more of what the settlement is meant to provide.


