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Introduction

When we think about a damages award arising from litigation,
we think of barristers, lawyers, witnesses, accounting experts
and so forth, but often overlooked is the Australian Taxation
Office and the tax that may be assessed on a damages award.
The questions that immediately come to mind are:
•

Is the damages award calculated on an after-tax or before-tax basis?

•

Is the damages award taxable?

•

If so, what is the appropriate tax treatment on the damages award?

The process of allowing for taxes that may be assessed on a damages award is complex and depends
on many factors including the nature of the claim, the heads of damages awarded and the plaintiff’s tax
position, to name a few.
In this issue of Damages Matters, Connie Lee, Associate Director in our Sydney Office, discusses one
aspect of this issue: relevant considerations when deciding whether to gross-up or not to gross-up for tax
on the calculated damages.
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Taxation on damages

In determining the amount of damages to be awarded to the plaintiff, courts may take into account the
effect of taxation on that award. The treatment of taxes in these circumstances often depends on factors
such as:
•

the nature and basis of the claim. For example, in personal injury matters, damages awarded are
usually treated as capital in nature and exempt from Capital Gains Tax1

•

the extent to which the plaintiff would have had to pay tax on the profits they were deprived of for
contractual dispute matters

•

whether the receipt of damages constitutes assessable income - for example, as ordinary or statutory
income2

•

the plaintiff’s particular tax position.

Where the courts are satisfied that a tax liability will likely be incurred in relation to contractual disputes,
and there is sufficient information to assess that tax liability, courts may consider the plaintiff’s tax liability,
if the contract had been performed, in the damages award. In doing so, the courts are giving effect to the
principle that a plaintiff should be put in the position he or she would have been, had the contract been
performed3. However, in the event that the courts do not consider the plaintiff’s tax liability if the contract
had been performed then a risk arises that the damages award may not accurately compensate a
plaintiff’s loss once the incidence of tax is taken into account.
The following example explores how grossing up can impact a damages award under various
circumstances, including whether the damages have been calculated on a pre-tax or post-tax basis, and
whether the award is taxable.

3

3

Example of the impact of taxes on a
damages award

The quantification of damages for economic loss often requires consideration of the tax implications of a
damages award. These issues are complex and best addressed with the advice of taxation and forensic
accounting experts. Despite (or maybe because of!) the complexities and uncertainties, the tax
implications of a damages award are often overlooked while negotiating the litigation labyrinth.
As an example of the potential impact of taxes on a damages award, and specifically whether a claim for
damages should be ‘grossed-up’ to compensate for taxes payable on that sum, we assume a plaintiff
suing for loss of profits as a result of breach of contract by the defendant4. We further assume that
absent the breach, the plaintiff would have made after-tax profit of $705 (the plaintiff’s ‘but for’ profits).
In the table below, we simplify the treatment of taxes for the purposes of demonstrating the various
outcomes that can arise depending on whether, and to what extent, damages are grossed-up to
compensate a plaintiff for taxes that may be assessed on that award. As such, our example does not
deal with many other issues faced by forensic accountants when assessing damages, including whether
the loss should be assessed on a pre-tax or post-tax basis6.
Accordingly, the possible damages calculations with respect to the treatment of taxes can be presented
as follows7:

Figure 1: Different method of assessing tax on damages

Profit before tax
Tax on profit (30%)
Post-tax profit
Gross-up for tax payable on
damages award
Damages award

Method 1:
Pre-tax profit and no
gross-up for tax
$

Method 2:
Post-tax profit and no
gross-up for tax
$

Method 3:
Post-tax profit with
gross-up for tax
$

100

100

100

0

(30)

(30)

100

70

70

0

0

30

100

70

100

Now assume that the plaintiff is successful in court and awarded the above amount of damages, but that
this damages amount is later deemed to be non-assessable by the Australian Taxation Office.

Figure 2: Plantiff’s position if damages award is not assessable

Damages award (Figure 1)
Tax payable on award
Plantiff’s position
Plantiff’s position compared
to $70 ‘but for’ profit

Method 1:
Pre-tax profit and no
gross-up for tax
$

Method 2:
Post-tax profit and no
gross-up for tax
$

Method 3:
Post-tax profit with
gross-up for tax
$

100

70

100

0

0

0

100

70

100

Over compensation
by $30

Full compensation

Over compensation
by $30

The above suggests that Method 2 would correctly compensate the plaintiff for the loss of ‘but for’ profits.

On the other hand, if we assume that the damages award is later deemed to be taxable by the Australian
Taxation Office, then the plaintiff’s ultimate position in each situation is as follows:

Figure 3: Plantiff’s position if damages award is taxed at 30%
Method 1:
Pre-tax profit and no
gross-up for tax
$

Method 2:
Post-tax profit and no
gross-up for tax
$

Method 3:
Post-tax profit with
gross-up for tax
$

Damages award (Figure 1)

100

70

100

Tax payable on award at 30%8

(30)

(21)

(30)

70

49

70

Full compensation9 Under compensation
by $21

Full compensation

Plantiff’s position
Plantiff’s position compared
to $70 ‘but for’ profit

As the example above shows, the plaintiff’s overall position can change dramatically depending on the
tax treatment of the damages award.
Hence, whether the assessment has been prepared on a pre-tax or post-tax basis is a relevant
consideration as to whether it is appropriate to gross-up a damages award. Unfortunately, no one has a
crystal ball that can foresee what will happen after reporting the damages award for tax purposes.
The scenarios presented above demonstrate that the treatment of taxes in estimating the ‘but-for’ profits
and the taxation treatment of the damages award can significantly alter what the plaintiff will receive at
the end of the day. These issues are difficult to deal with, and unfortunately they are not fully considered
until near the end of the litigation (or when your client receives their tax assessment). The extent to which
an enquiry into these matters is warranted may of course depend on the quantum in dispute.
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Case examples of the need to establish a
tax liability

Whether damages awards should be grossed-up for tax depends on the facts of each case, and the
individual circumstances of the plaintiff. The two cases below demonstrate the need to submit sufficient
evidence to support a ‘gross-up’ of an award of damages:
Case

Tomasetti v Brailey10

Salvatore Coco v Westpac Corporation11

Summary of facts

The plaintiff relied on advice from an
accountant to invest in agricultural
managed investment schemes which
reduced the plaintiff’s taxable income.
The value of the investments fell
following the GFC. The plaintiff
commenced proceedings against the
accountant to recover the losses.

Based on advice from the defendants,
the plaintiff invested $10 million into a
structured financial product that
purported to guarantee the plaintiff’s
capital. The advice was found to be
incorrect providing the plaintiff with a
right to damages.

Total damages claimed

Excess of $4 million
(no breakdown of components).

Excess of $5 million
(with about $1.4 million for tax payable
on the award).

Experts’ position on
damages calculation

Both experts agreed that damages
should be calculated on an after-tax
basis.

Not addressed.

Experts’ position on
the tax treatment of the
damages award

Both experts agreed that the damages
award may be subject to taxation but
could not agree as to the appropriate
tax treatment.

Both experts agreed that the tax
payable on the award was about
$1.4 million.

Whether damages was
“grossed-up” for tax

Judge agreed that any damages should
be grossed-up. However, the plaintiff
was unsuccessful in establishing a right
to damages and as a result no award
was made.

Despite the experts’ agreement, no
gross-up of damages was applied on
the damages awarded by the Judge.

Rationale for decision
on gross-up

Judge accepted the plaintiff’s evidence
that any damages award would be
regarded as assessable statutory
income.

Judge was not satisfied that the
evidence presented to the court
demonstrated that the plaintiff would be
liable for taxes on any damages
awarded.

It would appear from the Salvatore Coco case that a plaintiff is more likely to succeed in obtaining a grossedup damages award if it was able to prove that it is more likely than not that a tax liability will be incurred on the
damages award. Is it then necessary to determine how to quantify a tax liability that may, or may not,
materialise until the future? The answer to this question will likely require advice from a taxation and forensic
accounting expert.
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The courts’ pragmatic approach

In other instances, courts have responded in a pragmatic manner holding that the issue of grossing up
for taxes should be dealt with when, or if the need arises. This approach opts to avoid pre-emptively
addressing taxation issues on a “what if” basis in preference to resolving them after the fact. In a recent
case in the New South Wales Supreme Court, BestCare Foods v Origin Energy [2012] NSWSC 574
(31 May 2012), in relation to the issue of gross-up for taxation, McDougall J considered:
It seems to me that for the Court to allow, as a component of damages, a sum representing BestCare’s
potential tax liability on the net receipts, the Court would be required to consider in detail each element
of the assessment, and its possible tax treatment. In circumstances where (as was common ground)
BestCare was entitled to receive damages on a net basis, and thus was entitled to be indemnified
against any liability to tax on any component of those damages, it is I think clear that the just, quick and
cheap way of dealing with the dispute is to make a declaration as to entitlement to indemnity.
That outcome is ‘just’ because the liability of Origin will be only such liability as is actually brought
home to BestCare, and not some liability determined by the Court as the likely amount of any taxation
impost.
McDougall J’s approach could be considered as a pragmatic response by the judiciary as it defers
potential tax implications that may, or may not, arise from a damages award in the future and only
addresses the tax issues when necessary to do so. However, it is not clear from the decision how the
court would address the issue of taxes if it subsequently becomes relevant to dealing with the indemnity.
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Conclusion

The decision to gross-up or not gross-up a damages calculation to account for a plaintiff’s potential tax
liability may have a material impact on whether the damages ultimately received appropriately
compensate the plaintiff for their loss. The factors which inform this decision are difficult to evaluate at
the time of trial causing courts to adopt different responses to the issue.
Given the extent to which a tax gross-up can affect the quantum of a damages award, it is worthwhile for
litigants to review and address the tax issues in the early stages of a matter so as to avoid any surprises.

Endnotes
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1.

See section 118 - 37 of the Income Tax Assessment Act
1997.

2.

For example, see sections 6 - 5 and 15 - 30 of the
Income Tax Assessment Act 1997.

3.

Cullen v Trappell (1980) 146 CLR 1.

4.

The treatment of taxes differs depending on the cause
of action. For example, had we assumed the basis of
the award of damages was a personal injury claim, the
example would differ to that demonstrated here because
the damages award would be regarded as capital in
nature.

5.

$100 of pre-tax profit, less $30 of tax. Note that these
‘post-tax’ profits are those estimated that would have
been earned after deduction of income/company tax
on those profits. This is to be distinguished from the tax
potentially payable on an award of damages.

6.

For example, the appropriate pre or post-tax discount
rate to apply when performing a valuation based on the
discounted cashflow approach.

7.

Figures are for illustrative purposes only and do not
reflect a real calculation.

8.

Assumption that damages are taxed at the corporate tax
rate.

9.

While Method 1 results in ‘full compensation’, other
considerations, outside the scope of this article, may
mean that it is not an appropriate approach.

10. Tomasetti v Brailey [2011] NSWCA 1466
(17 November 2011).
11. Salvatore Coco v Westpac Banking Corporation [2012]
NSWSC 565 (25 May 2012).
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