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Tax Treatment of Settlements
And Judgments

By Robert W. Wood

I've been sleepwalking, and my lips hurt. To figure
this one out (is he nuts, or does he think he is playing
“Clue”?), you’ll have to read this column. Hey, at least
it’s not in Aramaic. This time out, | want to hit five topics.

I will begin with a look at recent developments in
the tax treatment of settlements and judgments by
noting the Supreme Court’s recent decision to grant
certiorari in two attorney fee cases.

I will then turn to a discussion of consistency in
reporting clauses. As Tax Notes readers are likely
aware, those clauses are frequently used to attempt to
ensure that parties to a settlement agreement report the
settlement payments to the IRS (and state taxing au-
thorities) in an identical manner. A recent case, Polone
v. Commissioner, provides guidance as to how the IRS
might attack consistency in reporting clauses.

Next, | have to comment on Oyelola v. Commissioner,
in which the Tax Court found that amounts received
for emotional distress in a racial discrimination case
when there is no physical injury are fully taxable.

Fourth, I’'ll turn to Tamberella v. Commissioner, in
which the Tax Court found that amounts received in
employment litigation when there is no physical injury
are fully taxable.

Last, my current infatuation on the deduction side lies
with Chief Industries v. Commissioner. You will see why |
am smitten with this one, in which the Tax Court found
that settlement payments made to a company founder
are deductible, even though they were paid concurrently
with redemption payments. (Quite slick, huh?)

Certiorari Granted in Banks and Banaitis

On March 29, 2004, the Supreme Court decided to
resolve the acidic split in the appeals courts over the
tax treatment of contingent attorney fees by granting
certiorari petitions in Banaitis v. Commissioner, 3405
F.3d 1074, Doc 2003-19359, 2003 TNT 167-5 (9th Cir.
2003), petition for cert. granted 2004 U.S. LEXIS 2385
(U.S. Mar. 29, 2004) (No. 03-907), and Banks v. Commis-
sioner, 345 F.3d 373, Doc 2003-21492, 2003 TNT 190-11
(6th Cir. 2003), petition for cert. granted 2004 U.S. LEXIS
2384 (U.S. Mar. 29, 2004) (No. 03-892).

Everyone knows that the decisions, and even the
underlying rationales, of the appeals courts on this
issue are incredibly inconsistent. See Robert W. Wood
and Dominic L. Daher, “Attorneys’ Fees: Maverick Cir-
cuit Court Says, ‘Oregon Good, Calif. Bad,”” Tax Notes,
Oct. 6, 2003, p. 91; Robert W. Wood and Dominic L.
Daher, “Class Action Attorney Fees: Even Bigger Tax
Problems?” Tax Notes, Oct. 27, 2003, p. 507; Robert W.
Wood and Dominic L. Daher, “Attorney Fees: Rebel-
lious Circuit Don’t Need No Stinkin’ Lien Law,” Tax
Notes, Dec. 22, 2003, p. 1427.

The majority has held that contingent attorney fees
are gross income to both the attorney and the plaintiff.
See Alexander v. Commissioner, 72 F.3d 938, Doc 96-602,
96 TNT 1-74 (1st Cir. 1995); Raymond v. United States,
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355 F.3d 107, Doc 2004-760, 2004 TNT 10-11 (2nd Cir.
2004); O’Brien v. Commissioner, 319 F.2d 532 (3rd Cir.
1963), cert. denied 375 U.S. 930 (1963); Young v. Commis-
sioner, 240 F.3d 369, Doc 2001-5150, 2001 TNT 36-11 (4th
Cir. 2001); Kenseth v. Commissioner, 259 F.3d 881, Doc
2001-21203, 2001 TNT 154-9 (7th Cir. 2001); Bagley v.
Commissioner, 121 F.3d 393, Doc 97-23130, 97 TNT 153-8
(8th Cir. 1997), en banc reh’g denied 1997 U.S. App. LEXIS
27256 (8th Cir. 1997); Benci-Woodward v. Commissioner,
219 F.3d 941, Doc 2000-20007, 2000 TNT 144-8 (9th Cir.
2000), cert. denied 531 U.S. 1112 (2001); Coady v. Com-
missioner, 213 F.3d 1187, Doc 2000-16766, 2000 TNT 117-
9 (9th Cir. 2000), cert. denied 532 U.S. 972 (2001); Sinyard
v. Commissioner, 268 F.3d 756, Doc 2001-24862, 2001 TNT
188-11 (9th Cir. 2001), cert. denied 536 U.S. 904, (2002);
Hukkanen-Campbell v. Commissioner, 274 F.3d 1312, Doc
2001-31455, 2001 TNT 247-75 (10th Cir. 2001), cert.
denied 535 U.S. 1056 (2002); Baylin v. Commissioner, 43
F.3d 1451, Doc 95-342, 95 TNT 4-23 (Fed. Cir. 1995).

The minority has held that contingent attorney fees
are not gross income to the plaintiff; instead, they are
merely taxable to the attorney. See Cotnam v. Commis-
sioner, 263 F.2d 119 (5th Cir. 1959); Estate of Clarks v.
United States, 202 F.3d 854, Doc 2000-1776, 2000 TNT
10-21 (6th Cir. 2000); Davis v. Commissioner, 210 F.3d
1346, Doc 2000-12246, 2000 TNT 86-7 (11th Cir. 2000);
Srivastava v. Commissioner, 220 F.3d 353, Doc 2000-
20090, 2000 TNT 145-9 (5th Cir. 2000); Banaitis, supra;
Banks, supra.

Before granting certiorari in Banks and Banaitis, the
Supreme Court declined to resolve the attorney fee
issue on five prior occasions. Yes, five. See O’Brien v.
Commissioner, supra; Benci-Woodward v. Commissioner,
supra; Coady v. Commissioner, supra; Sinyard v. Commis-
sioner, supra; Hukkanen-Campbell v. Commissioner, supra.

It is unclear (to me at least) why the Supreme Court
has finally decided to resolve this issue. One thing is
for sure, I hope the Court sides with taxpayers. Despite
that hope, | predict that the Court will side with the
majority and hold that contingent attorney fees are
taxable to both the plaintiff and the attorney. Sheepish-
ly, I have to admit that my track record in predicting
Supreme Court decisions in the damage awards area
is less than stellar.

In 1992 | predicted that the Supreme Court in United
States v. Burke, 504 U.S. 229, Doc 92-4594, 92 TNT 110-1
(1992), would find sex discrimination recoveries to be
nontaxable. Of course, | was wrong about Burke. In
1995 | predicted that the Supreme Court in Commis-
sioner v. Schleier, 515 U.S. 323, Doc 95-5972, 95 TNT 116-8
(1995), would find age discrimination recoveries to be
nontaxable. | was also wrong about Schleier. Honestly,
I hope | am wrong about my prediction in Banks and
Banaitis too!

It will likely be quite a long while before the Court’s
decisions in Banks and Banaitis are handed down. Some
tax practitioners (and clients) will be on the edge of
their seats until then. Who knows, maybe 2005 will
turn out to be like 1996, in at least one sense.

In 1996, within a matter of months, both Congress
(by amending section 104) and the Supreme Court
(through its decision in O’Gilvie v. United States, 519
U.S. 79, Doc 96-31894, 96 TNT 240-1 (1996)) recognized
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that punitive damages constitute taxable income. Per-
haps Congress will decide to provide us with a legis-
lative solution while we are waiting for the Court’s
decisions in Banks and Banaitis.

Consistency in Tax Reporting Clauses

Consistency in tax reporting clauses is part of just
about every settlement agreement. The basic idea be-
hind them is to get everybody involved in the settle-
ment to report it to the IRS in an identical manner. From
time to time, most of us have been involved in a set-
tlement in which the parties fail to follow through. That
can dramatically increase audit risk. Few things get the
IRS moving more quickly than inconsistent reporting.

There are various ways to encourage a defendant to
report a settlement in a specific way — which should
be consistent with the settlement agreement. The most
effective way to achieve that result is to include a con-
sistency in tax reporting clauses in the settlement docu-
ments. Those clauses essentially require the parties to
report the settlement consistently to the IRS (and other
taxing authorities). If you are a plaintiff, the last thing
you want is the defendant issuing you a Form 1099 or
W-2 you were not expecting.

Frequently, settlement documents will also contain
some type of tax indemnity clause that essentially
punishes the breaching party for prohibited conduct.
The basic idea is that if the other side costs you extra
money in taxes by engaging in prohibited conduct, it
will cover the extra amount (plus interest and penal-
ties, and perhaps attorney fees). That may make the
other side think twice before breaching the consistency
in tax reporting provision, though it may not prevent
inconsistent reporting.

It may be that a provision like that sometimes is not
even enforceable. | use the word “may” since | think that
is a debatable point. It appears improbable that a court
would make a defendant cover the extra amount of taxes
that a plaintiff incurred because the defendant attempted
to comply with the tax laws. Even so, most of the tax
indemnity clauses are simply never enforced, so their
enforceability is never tested. Indeed, only once in my 25
years of practice as a tax lawyer have | seen a tax indem-
nity clause (in a settlement context) enforced. Hence, I've
never worried too much about this topic.

If the IRS discovers that you employed a consistency
in tax reporting provision, | suppose it could assert that
the settlement was motivated purely (or partly) by tax
considerations. The IRS could conceivably increase its
level of scrutiny of the settlement documents because
of the provision, although | believe that is unlikely.

In any case, the Tax Court recently addressed some
of those issues in Polone v. Commissioner, T.C. Memo.
2003-339, Doc 2003-26585, 2003 TNT 242-8. In that case,
Polone, a hotshot talent agent for Hollywood
celebrities, was fired by his talent agency. To ice it off,
the talent agency allegedly leaked the news of Polone’s
termination to the press. Not surprisingly, the leak
resulted in a field day for the press. Polone was not
pleased by the turn of events. He promptly filed suit
against his former employer. The parties settled the
matter for $6 million, of which $4 million was related
to a defamation claim and $2 million was related to a
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breach of contract claim. As you might guess, the set-
tlement agreement contained a consistency-in-tax-
reporting clause.

Under the pre-1996 incarnation of section 104(a)(2),
claimants were generally allowed to exclude tort
recoveries from gross income to the extent they were
received on account of personal injuries (such as
defamation), but even then claimants were still taxable
on contract recoveries.

The IRS contended that, because the settlement
documents contained a consistency-in-tax-reporting
clause and a tax indemnity provision, the negotiations
between the parties were not at arm’s length. Accord-
ingly, the IRS attempted to reallocate the taxable and
nontaxable portions of Polone’s settlement. The Tax
Court sided with the taxpayer. It found that the provi-
sions did not alter or impede the arm’s-length nature
of the negotiations between the parties. Hence, it
respected the allocations of the parties contained in the
settlement documents. (For a hot tip on this point, see
the last few paragraphs of this column.)

Ultimately, the express language of a settlement
agreement is vitally important to any later disagree-
ment with the IRS. See McKay v. Commissioner, 102 T.C.
465, Doc 94-3399, 94 TNT 60-9 (1994), vacated and
remanded on other grounds 84 F.3d 433, Doc 96-13888, 96
TNT 92-7 (5th Cir. 1996). Ergo, the next time you go to
sign settlement documents, you might want to take a
long, hard look at the consistency-in-tax-reporting and
tax indemnity provisions. As Alfred E. Newman says,
“What, me worry?”

Damages for Just Emotional Held Taxable

Oyelola v. Commissioner, T.C. Summ. Op. 2004-28,
Doc 2004-5381, 2004 TNT 50-17, started out as a run-of-
the-mill employment case. Oyelola began working for
Connecticut Mutual Life Insurance Co. in December
1989. In May 1996 Oyelola filed a racial discrimination
complaint against his employer with the Connecticut
Commission on Human Rights and Opportunities. But
it was dismissed as untimely because it was not filed
within 180 days of the alleged discrimination, as re-
quired by applicable Connecticut law.

Shortly thereafter, Connecticut Mutual Life In-
surance Co. and Massachusetts Mutual Life Insurance
Co. merged. Oyelola continued working for the sur-
viving entity, Massachusetts Mutual Life Insurance
Co. In 1998 Oyelola sued Mass. Mutual under Title VII
for alleged discrimination based on race, color, an-
cestry, and national origin. The suit was settled a few
months later.

The settlement agreement stated that it was in-
tended “to resolve any and all differences that may
now exist, or may arise in the future as a result of any
act that has heretofore occurred, under state or federal
law regarding employment with and separation from
the Company.” The settlement agreement also pro-
vided that Mass. Mutual would pay Oyelola, among
other amounts, $30,000 for emotional distress and
$90,000 as compensation for lost wages.

On his 1998 tax return, Oyelola did not report the
$30,000 emotional distress recovery. In 2002 the IRS ex-
pressed its dissatisfaction with Oyelola’s failure to report
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that amount as gross income by issuing a notice of
deficiency. The matter ended up before the Tax Court,
which dismissed Oyelola’s claim that the amount he
received for emotional distress was excludable under
section 104(a)(2). Citing Commissioner v. Glenshaw
Glass, 348 U.S. 426, 429-431 (1955), the Tax Court noted
that section 61 provides that gross income is income
from whatever source derived (unless specifically ex-
cepted).

Oyelola alleged that as a result of the racial dis-
crimination, he suffered severe emotional distress,
which caused him to sleepwalk into a wall and sustain
injury to his lips (that would have sounded more
ludicrous had not Barry Manilow recently claimed to
have broken his nose in the same manner). The Tax
Court attempted to ascertain the validity of Oyelola’s
claim by applying the Schleier test. Schleier requires that
for a recovery to be excludable under section 104(a)(2)
it must be based on tort or tort-type rights and the
damages must be received “on account of personal
injuries or sickness.” Citing Venable v. Commissioner,
T.C. Memo. 2003-240, Doc 2003-18653, 2003 TNT 157-5,
the Tax Court noted that the Schleier test has since been
extended to apply to the post-1996 incarnation of sec-
tion 104, with the corresponding second prong now
requiring proof that the personal injuries or sickness
for which the damages were received were physical
personal injuries or physical sickness.

While the Tax Court found that Oyelola satisfied the
first prong of Schleier, Oyelola was not as successful in
convincing the court that he also satisfied its second
prong. Oyelola contended that despite the clear lan-
guage of the settlement agreement that the $30,000 had
been received for emotional distress, it was actually
received on account of physical injury (the injury to
his lips). The Tax Court was not persuaded by that
argument. It noted that the ongoing racial discrimina-
tion, not the alleged physical injury to Oyelola’s lips,
was the primary source of Oyelola’s emotional distress.
Accordingly, the $30,000 that was paid for emotional
distress was found to be taxable.

Absent Physical Injury, Recovery Is Taxable

In Tamberella v. Commissioner, T.C. Memo. 2004-47,
Doc 2004-4540, 2004 TNT 43-12, the Tax Court found
that an amount received in an employment recovery
was not excludable under section 104(a)(2) when it was
not paid on account of personal physical injuries.

From 1994-1996 Tamberella worked as a bus contractor
for ATC-Vacom. Sometime in 1996 Tamberella invited his
boss to come live with him, his live-in girlfriend, and her
two kids. After about two months, Tamberella’s boss left
Tamberella’s home, along with Tamberella’s former live-
in girlfriend and her children. Needless to say, Tamberella
was not happy with that turn of events.

Shortly thereafter, Tamberella was diagnosed with
high blood pressure and mental illness. Tamberella was
terminated from his employment with ATC-Vacom in
1996 and filed suit alleging negligence, breach of con-
tract, breach of public policy, and wrongful discharge.
The case was submitted to nonbinding arbitration and
in 1997 Tamberella and ATC-Vacom entered into a set-
tlement agreement.
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Under the settlement agreement, Tamberella was
paid roughly $25,000 in back wages and about $89,000
in settlement of his various claims against ATC-Vacom.
While nobody, not even Tamberella, contested the
taxability of the $25,000 payment for back wages, there
was a clear difference of opinion as to how the $89,000
payment should be treated for tax purposes. The set-
tlement agreement went as far as to state that ATC-
Vacom would report that payment on Form 1099 and
that some or all of it might be taxable.

Not surprisingly, ATC-Vacom reported the entire
amount on Form 1099-MISC as nonemployee compen-
sation. Tamberella did not report any portion of that
amount on his 1997 tax return. When guestioned about
his rationale for that exclusion, Tamberella asserted
that the amount was excludable from his gross income
because it constituted proceeds from a lawsuit settle-
ment received from a former employer for medical
conditions of a permanent and debilitating nature.

The Tax Court, citing United States v. Burke, supra,
noted that the nature of the claim underlying the settle-
ment payment is the focus for determining whether
damages are excludable under section 104(a)(2). The Tax
Court then attempted to ascertain the validity of
Tamberella’s claim by applying the Schleier test. Of
course, Schleier requires that for a recovery to be ex-
cludable under section 104(a)(2) it must be based on tort
or tort-type rights and the damages must be received “on
account of personal injuries or sickness.” Citing Prasil v.
Commissioner, T.C. Memo. 2003-100, Doc 2003-9085, 2003
TNT 69-39, the Tax Court noted that the Schleier test has
since been extended to apply to the post-1996 incarnation
of section 104, with the corresponding second prong now
requiring proof that the personal injuries or sickness for
which the damages were received were physical personal
injuries or physical sickness.

The Tax Court found that some of Tamberella’s
claims may satisfy the first prong of the Schleier test.
However, Tamberella was not as successful in convinc-
ing the court that he also satisfied the second prong of
Schleier. The Tax Court found that a review of the set-
tlement agreement could not support Tamberella’s con-
tention that the amount was paid on account of per-
sonal physical injuries.

As a matter of fact, there was no evidence to support
that claim other than Tamberella’s own testimony that
he “was physically injured” by ATC-Vacom. The Tax
Court was not persuaded by his testimony and cited
Shea v. Commissioner, 112 T.C. 183 (1999), and Tokarski
v. Commissioner, 87 T.C. 74 (1986), as not requiring it to
accept a taxpayer’s “self-serving, unverified, and un-
documented testimony.” Because Tamberella failed to
prove that any portion of the roughly $89,000 had been
recovered on account of personal physical injuries, the
Tax Court found the entire amount to be taxable.

Settlement Payment to Co. Founder Is Deductible

Now, here is my favorite of this column. In Chief
Industries v. Commissioner, T.C. Memo. 2004-45, Doc
2004-4436, 2004 TNT 42-11, a corporation was per-
mitted to deduct settlement payments it made to its
founder to cancel his employment agreement and
quash future attacks on the business. The deduction
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was permitted even though the amounts were autho-
rized by a settlement agreement that also included a
substantial payment to redeem the founder’s stock.

Eihusen founded Chief Industries in 1954. In 1987
Eihusen voluntarily stepped down as Chief’s presi-
dent, and his son took over as president. Even so,
Eihusen stayed on as Chief’s CEO and a member of its
board of directors. In 1993 Eihusen and Chief In-
dustries inked an employment deal that named
Eihusen chairman of the board emeritus.

In 1995, without Eihusen’s knowledge or consent,
Chief Industries agreed to acquire another company.
When Eihusen learned of the planned acquisition, he
was furious. Eihusen sued the members of the board
for breach of fiduciary duty. Eihusen went as far as to
ask the court to nullify the acquisition agreement.

In 1996 Eihusen and Chief Industries settled the law-
suit. In the settlement agreement, Chief Industries (and
Eihusen’s son) agreed to purchase all of Eihusen’s
stock for roughly $37 million. The settlement agree-
ment also provided that Chief Industries would pay
Eihusen roughly $3 million to settle other claims
Eihusen had against Chief and to terminate Eihusen’s
employment contract. Predictably, Chief Industries
deducted the roughly $3 million payment as a section
162(a) business expense.

The IRS did not agree with Chief’s characterization
of the $3 million payment. The IRS asserted that the
payment had been made in connection with the reac-
quisition of stock and that its deduction was therefore
barred by section 162(k)(1). The Tax Court found for
Chief Industries. It held that the entire $3 million pay-
ment was paid to cancel Eihusen’s employment agree-
ment and to defend against further attacks on the busi-
ness, both of which constituted ordinary and necessary
business expenses for purposes of section 162(a).

Ultimately, the Tax Court dismissed the Service’s
claim that the $3 million payment had been made in
connection with the reacquisition of Eihusen’s stock
and was therefore nondeductible under section
162(k)(1). The Tax Court held that the payment of $37
million and $3 million amounts at the same time, and
by way of the same settlement instrument, did not
conclusively establish that the $3 million was paid as
part of the redemption. Accordingly, the Tax Court
found the $3 million payment to be deductible under
section 162(a) and not barred by section 162(k)(1). You
see, reasonable expense allocations — something I've
long preached about on street corners and in dingy Left
Coast coffee houses — truly can work.

Robert W. Wood practices law with Robert W.
Wood, PC, in San Francisco (http://www.
rwwpc.com). He is the author of 28 books, includ-
ing Taxation of Damage Awards and Settlement Pay-
ments (published by Tax Institute and available at
Amazon.com).
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