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		Abstract

		Disability benefits generally fall into two general categories for tax purposes: (1) those benefits taxable or nontaxable depending on their source of funding (sourced disability benefits) and (2) those nontaxable regardless of their source of funding. The latter nontaxable category includes disability benefits (a) under workers' compensation acts, (b) for disfigurement or loss of limbs or bodily function, (c), for injuries caused by terrorists or the military, (d) for combat-related injuries, and (e) under judgments or settlements for wrongful injury or sickness. This Article discusses the taxation of each these types of disability benefits in depth.    

Sourced disability benefits are taxable to the extent funded by an employer. The percentage of disability payments includable under a group insurance policy or a funded uninsured plan is generally the same as the percentage of the total contributions made by the employer during a specified period of years. The Article explores the considerable uncertainty regarding identification of the particular policy years used to compute the includable percentage of payments under an individual or group insurance policy, and the potential consequences of that uncertainty.    

The Article also discusses how to restructure an employee disability plan so that is more advantageous for both employer and employees. In addition, the Article identifies situations in which a taxpayer has a choice between disability benefits and retirement benefits and discusses the tax consequences of that choice. It explains how to (1) find the most tax-advantageous way to allocate damages in the settlement of a disability dispute or (2) structure the settlement to eliminate tax on the income element in periodic payments. The Article discusses the conversion of military retired pay to nontaxable military disability benefits or nontaxable veteran's benefits, and the feasibility of retroactively making workers' compensation or military pay nontaxable. 
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