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‘AFTER THE SETTLEMENT

Be ready for
post-settiement
tax issues

ROBERT W. WooOD

. any trial lawyers cringe when
Once a case is Settled’ M discussing taxes, and theyare
what are the tax not alone. Few people like
. . . paying taxes, much less talking about
ZmpllcatZO’nS fOT yO’Uﬂ" them. And tax law is complicated and

. full of pitfalls.
Cllen tS) and f or y ou ? Butunderstanding some tax basics re-

You d on ’ i n eed {0 latedtosetdementisimportantbecause

often, a small change in a settlement

de lve dee;bly ZntO Clll agreement can make a big difference in
the COmpliCdtionS Of the size of the tax bite you oryour clients

face. And an open discussion of asettle-

tax l auw, bu A y ou d (¢ ment’stax implications can often serve

to smooth out a contentious issue that

need to knOw SOME maybe getting in the way of the parties’
baSiCS Lo ensure reaching an agreement.

As a trial lawyer, you need to know
faixr treatment fO/r some tax law—even if youroutinelyrely
on experts, and even if your engage-
eve Ty ONeE. mentletterincludesablanketdisclaim-
er that you provide no tax advice. Ata
minimum, you need to be able to iden-
tify potential tax issues when discussing
settlement. As you know, the over-
whelming majority of cases are settled,
and tax-planning opportunities are far
more significant when cases are settled
than when they go to judgment.

As a tax lawyer, I spend much of my
time with trial lawyers and their clients.
I believe that every trial lawyer should
know a few tax basics:

B howtoaddress taxissuesin asettle-
mentagreement

B how attorney fees are treated for
tax purposes

B how tax issues affect confidentiali-
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B how tax reporting and filing obli-
gations affect the attorney and client

Settlement agreement

The agreementitself can have a big
impact on how taxes are handled. Of
course, you will want to seek to include
tax provisions in the agreement that
could help your client. Ask a tax lawyer
to provide you with the tax comments,
so you can transmit all your comments
to opposing counsel (on taxes and oth-
erissues) at the same time.

For example, suppose you are going
to ask defense counsel for paymentwith-
in five days, and for a tougher confiden-
tiality clause than the one contained in
the draftsettlementagreement. Ask for
any desired tax provisions to be includ-
ed in the settlement agreement at the
same time, which may give you a better
chance of getting them accepted.

What tax provisions should you ask
for? Litigation recoveries—whether
from settlement or judgment—take
their tax character from the origin and
nature of the claim. If your clientis su-
ing forlostwages, the recoverywill prob-
ablybe treated aswages for tax purposes.
If your clientis suing forlost profits, lost-
profits tax treatment will apply. If your
clientis suing for diminution in the val-
ue of his or her stock portfolio, capital
gains treatment (or even recovery-of-
basis treatment) may be appropriate.
Ask for tax language in the agreement
that is consistent with your theory of
the case. This can help secure—or even
improve—your client’s tax result.

One critical statutory exclusion con-
fuses many trial lawyers. Section 104 of
the Internal Revenue Code excludes
from taxation recoveries for personal
physical injuries. The confusion arises
because until 1996, this exclusion ap-
plied to any personal injury recovery,
including recoveries for nonphysical
injuries like defamation, emotional dis-
tress, and many others.

In 1996, Congress amended §104 to
limit the tax exclusion to damages aris-
ing from physical injuries or physical
sickness. Although thisstatutory change
is now 13 years old, there are no regula-
tions explaining what “physical” means.
To be excludable, the IRSsaysarecovery

mustbe for physical injuries you can see,
such as broken bones or bruises. But if
you have a legitimate physical injury or
physical sickness, emotional distress
damages flowing from that injury or
sicknessare also excludable. In contrast,
emotional distress damages outside the
context of physical injuries or sickness
are taxable.

Here’san example. Your client, Mary,

For example, let’ssayyour client, Ter-
ry, receives $100,000 to settle an em-
ployment discrimination case. As her
lawyer, you receive 40 percent of that
amount. Does Terry have $100,000 of
income or only $60,000?

The IRS will probably treat Terry as
having received the full $100,000 as in-
come, even if the defendant paid your
fee directly to you. In a 2005 decision,

Litigation recoveries take their tax character from
the origin and nature of the claim. Ask for tax
language in the settlement agreement that is

consistent with your theory of the case.

sues for intentional infliction of emo-
tional distress, and you settle the case.
Her recoveryis taxable because there is
no claim for physical injury or sickness.
Another client, Sam, sues for battery, a
black eye, and a torn ear he received in
a bar fight, as well as for emotional dis-
tress. This case gets settled for the same
amount as Mary’s. Under §104, the en-
tire amount of Sam’s settlement is tax
free, including the portion attributable
to emotional distress.

You and your client may need a tax
specialist’s help before you finalize the
settlementagreement. Once youdecide
what tax provisions are appropriate,
document them in the agreement. In
addition, keep a binder of backup doc-
uments. Thatway, in the event of alater
tax dispute, you’ll be able to readily lo-
cate key documents.

Although tax language in a settle-
ment agreement will not bind the IRS
or the courts in any subsequent tax dis-
pute, they often will respect these terms.
If the settlementagreementissilenton
taxes, the IRSwill often interpret thatsi-
lence to your client’s detriment.

Attorney fees

The tax treatment of attorney fees is
complex. Let’sstartwith the question of
how much income the client is consid-
ered to have received when a case is re-
solved and a contingent fee lawyer is
paid.

the U.S. Supreme Court held that the
clientgenerally has grossincome for the
full amount of arecovery, including at-
torney fees.'

You might think Terry can simply
deduct the contingentfee, so the tax re-
sult would be the same as it would have
been if she had had only $60,000 of in-
come in the first place. But this is where
itgets complicated.

The deductibility of the legal fee de-
pends on the type of case. In employ-
ment cases, the client can claim an
above-the-line deduction. “Above-the-
line” means an adjustment to income
before youreach adjusted grossincome.
An above-the-line deduction is always
better from a tax viewpoint.

“Below-the-line” means itemized, go-
ing from adjusted gross income to tax-
able income. A plaintiff in an employ-
mentcase can deduct the $40,0001in fees
above theline, sowill only have to pay tax
on $60,000. Butin otherlitigation, most
clients can deduct the legal fees only as
a miscellaneous itemized deduction.
Such deductions are subject to various

RoBERT W. WoOOD practices law with
Wood & Porter in San Francisco and
is the author of Taxation of Damage
Awards and Settlement Payments
(3d ed., Tax Inst. 2008) and Qualified
Settlement Funds and Section 468B
(Tax Inst. 2009). He can be reached at
wood@uwoodporter.com.
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limitations and phase-outs, and they
tend to run afoul of the alternative min-
imum tax (AMT). The resultis that, fre-
quently, the clientcannotdeductall—or
sometimes any—of the attorney fee.
Apart from employment cases, there
is one other type of case where attorney
fees should not be a tax worry: the pure
physical injury case. If your client is in-
jured in a catastrophic accident, the en-
tire recovery is excludable from his or
her income under §104. Whether the
clientis treated as having received 100
percent of the recovery or only 60 per-

feesrelate to their trade or business, they
do get a deduction—although even in
those cases, some legal expenses mustbe
capitalized and written off over time.
Butif the legal fees are personal, they
cannot be deducted. Personal legal ex-
penses would include, for example, ex-
penses of adivorce or the expenses of a
fence dispute with your neighbor.
Often, though, alegal expense thatis
arguably “personal” maystill produce in-
come (arecovery in a personal defama-
tion suit, for example). In such cases,
you can usually claim a deduction for

Many clients think all legal fees they pay are tax
deductible. Not true. If the fees relate to their
trade or business, they do get a deduction.

If the fees are personal, they don’t.

cent, it is all excludable from his or her
income, so there won’t be a need to
deduct the attorney fees.

But there’s a caveat: Before you can
conclude that attorney fees won’t cause
any tax problems in a personal physical
injury case, considerwhetherinterestor
punitive damages are being paid. These
are taxable income to the client even in
a physical injury case. Plus, the portion
of theattorneyfeesattributable to those
items generally is also taxable.

The client may be able to deduct this
amount, but thatdeduction maybe sub-
ject to the limitations applicable to mis-
cellaneousitemized deductions, includ-
ing the AMT. Where punitive damages
and interest are involved, you probably
need the help of a tax specialist.

Here’s an example. Ernie is seriously
injured in an auto accidentand awarded
averdict of $2 million in compensatory
damages and $2 million in punitive dam-
ages. Hislawyerreceives $1.6 million (40
percent of the $4 million total). Ernie
has $2 million of grossincome from the
punitive damages award, and he can
deducthalf of thelegal fee (the half re-
lated to the punitive award) as a miscel-
laneous itemized deduction.

Many clients think all legal fees they
pay are tax deductible. Not true. If the
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your legal fees against your recovery. So
the mere fact that a legal matter is non-
business doesn’t necessarily mean it is
personal for tax purposes.

Indeed, you could consider a car acci-
dent case to be personal. Yet as noted
above, to the extent your recovery in an
auto accident case is taxable, your legal
feeswould be deductible. The legal fees
in such a case are treated as an expense
for the production of income. In gen-
eral, though, such legal fee deductions
would be miscellaneous itemized de-
ductions, subject to various limitations.

Similarly, legal fees relating to in-
vestments are usually deductible, but
only as miscellaneous itemized deduc-
tions, which means they are subject to
limitations.

Confidentiality
provisions

Another possible question you will
have to face atsettlement concerns con-
fidentiality provisions. Much of the con-
fusion about the tax aspects of confi-
dentiality clauses started with the famous
2003 case Amos v. Commissioner. No, this
case didn’tinvolve chocolate chip cook-
ies; it involved Dennis Rodman.?

In 1997, Rodman was a famous (and
famously colorful) forward with the

Chicago Bulls. During a basketball game,
Rodman kicked a cameraman named
Eugene Amos in the groin. Hoping to
settle quickly and quietly, Rodman paid
Amos $200,000 within a few days. When
Amos failed to pay tax on the settlement,
the major taxissue waswhether the pho-
tographer could treat the recoveryas tax
free for personal physical injuries.

The Tax Courtsaid that Rodman and
Amos had failed to include explicit tax
provisionsin the settlementagreement,
so the court had to examine it carefully.
The courtruled that $120,000 of the set-
tlementwas for Amos’s injuries and was
tax free, but the other $80,000 was a tax-
able payment for confidentiality. There
was evidence that confidentiality was
one of Rodman’s primary concerns in
settling.

Amos wentmostlyunnoticed in the tax
world. (Frankly, Amos got a good deal,
since there was little evidence that the
groin kick did anyreal injury.) Butmany
trial lawyers were puzzled by the ruling
on confidentiality. There was wide-
spread concern that confidentiality pro-
visionsin otherwise tax-free settlements
(in a catastrophic injury case, for exam-
ple) could make some amount taxable.’

That concern has caused attorneys to
do one or more of the following: (a)
omit confidentiality clauses in settle-
ment agreements; (b) include a confi-
dentiality provision, but expressly allo-
cate a specific dollar amount to it; (c)
include a confidentiality provision, but
expressly say that no portion of the set-
tlementamountisattributed toit; (d) in-
clude a confidentiality provision, butun-
derscore in the settlement agreement
that all of the monies are paid for per-
sonal physical injuries and are therefore
excludable under §104; or (e) include
reciprocal confidentiality provisions.

There is no universally right answer
here, and all these solutions have their
downsides. Omitting confidentiality
clauses because of tax fears mightbe an
overreaction. Expressly allocating a
small dollar amount to a confidentiality
clause may invite a plaintiff to violate it.
Allocating no amount to confidentiali-
ty, and being explicit in the settlement
agreement thatall of the moneyisbeing
paid on accountof personal physicalin-



juries, is probably the bestapproach. An-
other good approach is to include re-
ciprocal confidentiality provisions.
Butwhatis the bestlesson from Amos?
It may simply be that where some or all
of the proceeds can fairly be attributed
to personal physical injuries, youshould
expressly and carefully address tax issues
in the settlement agreement. Usually,
that means you or your client should
seek the help of afull-time tax adviser.

Qualified settlement
funds

Qualified settlement funds (QSFs),
also known as 468B funds, provide some
important tax benefits that can encour-
age settlement. In litigation today, the
topic of QSFs may be broached by a
lawyer, client, mediator, judge, or struc-
tured settlement broker. Usually it
comes up during settlement negotia-
tions. To avoid getting caught flat-foot-
ed, youshould have asense of howthese
funds work, when they are appropriate,
and whatlimitations apply. If you haven’t
seen one yet, don’t worry—you will.

Authorized by §468B of the Internal
Revenue Code, these are trusts setup to
resolve claims, enabling defendants to
claim a tax deduction currently for the
fullamountof the settlementin the year
the caseissettled, even though the plain-
tiffs may not receive their money for
months or even years. Generally, a de-
fendant cannot claim a tax deduction
until the plaintiff actuallyreceives funds.

There are three straightforward re-
quirements for forming a QSF. First, the
trust must be subject to court supervi-
sion—a judge must approve the trust
documentand take jurisdiction over the
funds. Any court—state, federal, or even
probate—will do. It need not be the
courtwith jurisdiction over the case.

Second, the trust must exist to resolve
or satisfy claims—to receive money from
defendants and pay plaintiffs.

Third, the QSF must qualifyas a trust
under state law. Thisis easy; asimple trust
agreement will ensure that this require-
mentis met. There is great flexibility as
towho can be atrustee, and lawyersand
accountants often fill this role.

A QSF makes sense in many situa-
tions. The most common is a class ac-

tion, where some plaintiffs are not yet
identified orwhere, even if all plaintiffs
are known, youneed to establish a claims
procedure to determine exactly who
getswhat.

But QSFs are useful in individual cas-
es, too. For example, the plaintiff and
the defendant may be negotiating a set-
tlement but find themselves unable to
agree on the tax language for the agree-
ment. A QSF can bridge these difficul-
ties, allowing the defendant to pay the
money to a QSF so the plaintiffs can lat-
er sign releases with the trust. The set-

should notuse a QSFisin a case with only
one plaintiff. Although the jury is still
outon the question of whetheritis per-
missible to have a QSFinsuchacase, the
IRS says it is studying the matter.*

Reporting rules

Tax reporting and withholding seem
like accounting drudgery, but if you
think you can avoid dealing with them,
you’re mistaken. Congress and the IRS
have increased the penalties that apply
if youfail to observe them.

When asettlementis reached, the de-

A ‘qualified settlement fund’ is an ideal place
to park the money after a settlement amount has

been agreed to, but before the details of a

structure are worked out.

tlement agreement between the defen-
dantand the QSF might say nothing at
all about taxes, only specifying that the
defendant will pay over all amounts to
the trust. Each individual plaintiff can
then sign a settlement agreement with
the QSF. Itis usually far easier to include
favorable tax provisions in those settle-
mentagreements.

A desire to implementstructured set-
tlements is another common reason for
setting up a QSF. The plaintiffs may
need time to determine the form of a
structure and the exact annuity payout,
assess changing family needs, and ad-
dress otherissues. Quite simply, a QSF is
an ideal place to park the money after a
settlement amount has been agreed to,
but before the details of a structure are
worked out.

QSFs are immensely flexible. They
can be short term, lasting only a few
weeks to afew months. In complex and
large class actions, QSFs may existfor sev-
eral years while payments are disbursed
over time. The defendantis entitled toa
tax deduction assoon asitdeposits funds
into the QSF, but the moneyis not treat-
ed as received by the plaintiffs or their
lawyers until itis paid out—a great deal
for both parties.

About the only time you probably

fendantmustfile Form 1099-MISC to re-
port to the IRS the payment it makes to
resolve the case.”You and your client, as
payees, are responsible for accuratelyre-
porting your income from the settle-
ment on your tax returns.

If the defendant makes paymentbya
traditional joint check payable to you
and your client, IRSregulations require
the defendanttoissue one Form 1099 to
you and one to your client, each for the
full amount of the settlement.® This
does not mean that you both are liable
for taxes on the full amount. Butit does
mean you must deal with it on your re-
spective tax returns.

Thus, if you receive a $1 million set-
tlement (including a legal fee of
$400,000) and you disburse $600,000 to
your client, you should show all of that
onyour tax return. You will pay tax only
onyour $400,000 fee. If your clientalso
receives a Form 1099 for the full $1 mil-
lion, your client will need to find a way
to deduct the $400,000 fee. As dis-
cussed above, if the fee deduction is
above the line, your client pays tax only
on the $600,000 net recovery. If your
client can only claim a below-the-line
deduction, the numbers can get com-
plex, but usually your client ends up
paying tax on considerably more than
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his or her $600,000 net recovery.

This mode of reporting can be con-
fusing at tax time, so I generally ask the
defendant to issue two checks—one to
thelawyer for the lawyer’sshare, and the
other to the client for the client’s share.
I've heard plaintiff lawyers voice two ob-
jections to thisidea: one, the defendant
will know what the lawyer’s fee is, and
two, the lawyer has to figure outand as-
semble the aggregate costs of the litiga-
tion (to be paid by the client) rapidly.

To the former objection, I usually
note that the defendant probably can
guess the lawyer’s fee anyway based on
the fairly standard nature of most con-

other lawyers and law firms. You will
have toissue Form 1099s to each of your
cocounsel. If you don’t, you may have
trouble deducting the $600,000 you
paid out.

One question thatfrequently stumps
lawyers is when to issue Form 1099s to
their clients. Suppose you receive a
$1 million settlement by check, payable
solely to your trust account. You cut a
check to your client for your client’s
share of $600,000. Your share of
$400,000 represents your fee. Should
you issue a Form 1099 to your client
showing your $600,000 payment?

Tax advisers give varying answers to

A concern is what Form 1099s the plaintiff
lawyer must issue to others. The penalties are

severe if you intentionally fail to file

tingent fee agreements. To the latter, I
suggest that the lawyer can make agood
estimate of the costs and can send a
checkto the clientlaterif it turns out the
costs are less than estimated.

The advantage of having two separate
payments is that you will receive a Form
1099 only for your fee. The client may
still receive a Form 1099 for 100 percent
of the settlement, but use this bifurcat-
ed check procedure unless there is a
good reason not to.

Another concern is what Form 1099s
the plaintiff lawyer mustissue to others.
The penalties are severe if you inten-
tionallyfail to file a required Form 1099
(10 percentof the paymentyoufail tore-
port), so you should make a practice of
issuing these forms when required.

One of the big places the IRSlooks for
complianceisin payments to cocounsel.
Although most payments to corpora-
tions are exempt from Form 1099 rules,
that’s not the case for payments to
lawyers, including incorporated lawyers
and law firms.

Here’s an example. You’re the lead
counsel in a case and receive a $1 mil-
lion fee but are entitled to keep only
$400,000, paying the other $600,000 to
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a required Form 1099.

this question. Certainly, if the case in-
volved a personal physical injury (unless
there is interest or punitive damages),
youshould notissue a Form 1099 to your
client for the $600,000. The instructions
to Form 1099-MISC expressly state that
an excludable damages payment is not
one of the types of payments to be re-
ported on the form.”

What’s less clear is whether you
should issue a Form 1099 to your client
in otherkinds of cases. For example, itis
clear that punitive damages and interest
are taxable income to plaintiffs, and that
adefendantissuing such a payment to a
plaintiff should issue a Form 1099 for
that amount. However, whether or not
the defendantissues a Form 1099 to the
plaintiff in such a case, if you as plaintiff
counsel are disbursing the money to
your client and you know it is punitive
damages or interest, should you issue a
Form 1099 to your client?

Mostlawyers do notissue these forms
to clients in such cases, on the theory
thattheyare merelyintermediaries,and
that as lawyers they are not the “payer.”
The U.S. Department of the Treasury
has promulgated some highly complex
regulations applying to lawyers and oth-

erintermediaries. In general, these reg-
ulations require that you issue a Form
1099 to your client onlyif you exercised
significant management and oversight
of the funds before paying them out.®
Mostlawyers, in most cases, do not.

Finally,aword about tax withholding:
It doesn’t apply to every case. Typically,
withholding issues arise when you are
settling an employment lawsuit and the
settlement includes back pay or other
wages. In such a case, the client will re-
ceive a net check after payroll tax with-
holding, and the withheld taxes will be
sent to the federal and state govern-
ments. Inaddition to wage withholding,
you may face withholding issues when
making disbursements to certain for-
eign persons. In most other types of cas-
es, you probably will not face withhold-
ingissues.

Last word

Our federal income tax system is,
hands down, the most complicated in
the world, and some lawyers throw up
their hands without even trying to un-
derstand the basics. That’s understand-
able, butit’s a mistake. As a trial lawyer,
youneed to be sensitive to tax issues, and
you need to know when it’s time to turn
to a tax adviser for guidance.

You can do some tax planning as a
case winds down to settlement. In fact,
you can sometimes use the tax rules to
bring parties together, helping to settle
a case that doesn’t seem resolvable. If
you know some basic tax concepts, you
can help your client materially, keep
yourself outof trouble, and create ben-
efits foryourself andyour lawfirm. M
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