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Payments in the hundreds of millions, if not
billions, of dollars may actually have a sig-
nificantly lower afteriax cost 1o the payor,
if the settlement can be structured to avoid
the provisions of the Code and Regulations
that make {ines and penalties nonde-
ductible. In this area, however, things often

are not as simple as they may seem,
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ACCOUNTING

INSURANCE INDUSTRY
SETTLEMENTS REVIVE

OLD (QUESTIONS:

WHEN [S A PAYMENT A
NONDEDUCTIBLE PENATLTY?

By ROBERT W.Wo0D

" The growing phenomenon of
i .:! large settlements, and the resolu-
L tion of civil and sometimes
criminal investigations by the payment of
fines, penalties, and restitution, deserves
attention. This is particularly so where it
appears that the actual tax bite of the pay-
ments can vary dramatically, depending
on the manner in which the settlement is
strucrured.

INSURANCE AND OTHER SETTLEMENTS

Like many industries today, the insurance
industry faces scrutiny over allegations of
anti-competitive practices and even fraud.
Commencing with the New York State At-
torney General’s investigations into big
commercial insurance brokerages, there
even has been a trickle-down effect: Indi-
viduals have become concerned that their
own insurance brokers may have conflicts
of interest, perhaps even receiving contin-
gent payouts smacking of something out-
side the traditional commission strocture.
As for the big carriers, settlements are al-
ready being reported.

American International Group, Inc.
(AIG) agreed to pay $126 million in a pact
negotiated with federal prosecutors and
securities regulators. One of AIG’s sub-
sidiaries is to pay an $80 million “penalty”
10 the Justice Department to settle crimi-
nal inquities into its dealings with PNC Fi-
nancial Services Group, Inc. and Bright-

point, Inc.® In addition, AIG had to pay
$46 million into a “disgorgement fund” to
settle the Securities and Exchange Com-
mission’s civil inquiry into the PNC trans-
actions.

Like other insurance company settle-
ments, these payments raise tax jssues. In
fact, given the significant tax issues, it is
actually surprising that the AIG settlement
involves such a large penalty payment.
PNC itself had struck a settlement with
prosecutors and banking and securities
regulators, agreeing to pay $25 million in
fines and $90 million in restitution for
shareholders.

AIG has now paid twice; this is the sec-
ond settlement announced for the compa-
ny, which paid a $10 million fine in Sep-
tember 2003 to settle the SEC’s civil
charges in the Brightpoint matter.2 The
new PNC pact calls for the SEC filing civil
fraud charges against A1G, with AIG nei-
ther admitting nor denying wrongdoing.3
Still, some have questioned whether AIG
has paid enough. AIG’s shares fell 1% last
year as the New York Attorney General and
the SEC launched their investigations.
Thereafter, in a move to shore up its share
price, AIG in January of 2005 announced
its biggest dividend increase in more than
25 years.4

Those who want to see bigger setile-
ments need only to look to the Marsh &
Mclennan Companies, which reached an
$850 million settlement of civil fraud
charges with the New York State Insurance
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Department and Attorney General.
The $850 million is to be paid in annu-
al insta]lments over the next four
years.5 The money is to serve as “resti-
tution” for clients. The Attorney Gener-
al had accused Marsh & McLennan of
rigging bids for insurance contracts
and steering business to insurexs who
paid Marsh special contingent com-
missions.

The settlement roughly maiches the
amount of such commissions that
Marsh & McLennan received in 2003.8
This deal includes a commitment by
Marsh & McLennan to a new business
model designed to avoid such conflicts
of interest. Marsh also apologized to its
customers. There are other claims
pending against Marsh & McLennan,
notably a civil unfair business prac-
tices suit filed by Connecticut’s Attor-
ney General. There is also class action
litigation filed by shareholders. The
restitution monies would be available
to provide for clients nationwide. No-
tably, participation in the restitution
fund would require forgoing other liri-
gation against Marsh & McLennan.

According to Marsh & McLennan
CEO Michael Cherkasky, the $850 mil-
lion was actually $100 million higher
than the $750 million figure the regu-
lators had been secking. Partly, this
was because Marsh & Mclennan
wanted to settle quickly, to spread
restitution payments over four years,
and 1o avoid paying a fine.? Some peo-
ple have characterized rhe Marsh &
McLennan settlement as too lenient.

The tax aspects of this settlement
are noteworthy. Unlike previous settle-
ments that followed investigations into

the mutual fund industry and Wall
Street brokerages, the New York Attor-
ney General did not demand that
Marsh & McLennan pay fines or
penalties to the state. Instead, the set-
tlement requires Marsh & McLennan
to remedy jts poor behavior by return-
ing money to customners.8 Defending
the restitution plan, the Attorney Gen-
eral said that he preferred to negotiate
restitution with Marsh rather than im-
pose fines or penalties “because the
money should go back to the victims.”®
Despite the lack of a fine, six insurance
executives (including one at Marsh &
McLennan) have pleaded guilty to
criminal charges in the investigation.
Even after all this, the insurance in-
dustry settlements are surely not over.
Maoreover, they represent only the most
recent example of investigations into
significant businesses, particularly in
the financial sector. As noted above,
the mutual fund industry has been in-
vestigated and had its own rash of set-
tlements. The securities industry also
has had its share of problems and in-
vestigations, culminating in some huge
settlements. The most publicized of
these was a $1.5 billion global securi-
ties industries settlement {n 2003.10

TAX IMPLICATIONS Of FINES AND
PENALTIES

The general rule is that payments in a
business context (either by way of set-
tlement or judgment) are deductibie.
Section 162(f), however, expressly
states that no deduction is allowed for
“any fine or similar penalty paid to a

1 See Francis, "AIG to Pay $126 Million in
Deals with Faderal frosecutors, SEC,” Wall
St. J., 11/26/04, page C3.

2 g,

3 id. See also Francis and Schroeder, "AlG
Settles With Regulators,” Wall St. J.,
12/1/04, page C3.

4 See Kelleher, “AlG Boosts Shares Via
Biggest Dividend Increase in 25 Years,”
Financial Times, 1/6/05, page 13.

5 See McDonald, “Marsh, Spizzec Settle with
$850 Million, An Apology to Clients,” Wall
St J., 2/1/05, page C1.

8 Jd.

7 19,

8 See Kirchgaessner, “Spitzer Launches
Autack on Bush Plans,” Finsncial Times,
2/1/05, page 18.

9 See Treaster, “Broker Settles Bid-Rigging
Suit,” New York Tirmes, 2/1/05, page A1.

10 Se¢e Zuckerman, “Pain of Wall Street Settle-
ment 10 be Eased by U.S. Taxpayers,” Wall
St J.. 2/13/03.

11 Rgg. 1.162-21(b)}(1).

12 Spg "Tax Deductions Will Help Exxon Slip
Away From Much Of its Oil Spill Liability
Says CRS.” Highlighis & Documents,
3/21/91, page 2853.

13 jy

14 See McDonald, “Marsh’s Settlement Looks
Likely Eligible for a Tax Deduction,” Wall St.
J.. 2/7/05, page C1.

government for the violation of any
law?” This provision denies a deduction
for both criminal and civil penalties, as
well as for sums paid in settlement of
potential Jiability for a fine.1 It is the
latter element of the provision that of-
ten causes great contraversy. It may (or
may not) be clear that there is a likeli-
hood that a fine would be imposed
when a “potential” liability is satisfied.

The significance of the rule that fines
and penalties are nondeductible—as
well as the considerable incentives that
taxpayers have to avoid this rule—are
well llustrated by Excxon’s liability in the
Exxon Valdez oil spill litigation, The
Congressional Research Service report-
ed that the U.S. government’s §1.1 bil-
lion Alaska oil spill settlement with
Exxon actually cost Exxon a maximum
of $524 million when Exxon’s tax de-
ductions for the payments were taken
into account.' This study revealed
that more than half of the civil dam-
ages totaling $300 million could be de-
ducted on Exxon’s federal income tax
returns. The study also indicated that
because the civil penalties would be
paid out over ten years, the real return
to the government would be signifi-
cantly eroded by inflation.13

The tax benefits are clearly not lost
on Marsh & McLennan, the latest cor-
porate colossus to agree to pay a
whopping settlement. It was not too
Jong after the release of information
abour the $850 million Marsh & Mc-
Lennan settlement that the Wall Street
Journal noted the probable deductibili-
ty of the settlement. Clearly, the $850
million settlement figure sounds aw-
fully impressive. As the Journal noted,
the “financial-services giant looks like-
ly to end up paying a lot less thanks to
a tax deduction that could shave hun-
dreds of millions from the headline
figure14

Although the New York Attorney
General got great press for his largest-
yet settlement, those with a degree of
tax savvy noted that the money ear-
marked for restitution has significant
tax benefits. Restitution (or disgorge-
ment of profits) is generatly deduciible
as a business expense. This tax deduc-
tion sirategy is hardly new, and it helps
reduce the bottom-line impact. The
same ideas were at wock with the vari-
ous headline seitlements in the Wall
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Street research scandal and in several
settlements among mutual funds deal-
ing with improper trading of fund
shares.15

An analyst suggested that Marsh’s
tax rate (a mix of U.S. and foreign tax-
es) is aboul 35%, dramatically reducing
the after-tax cost of the $850 million
settlement.1s The report does suggest
that it is possible that not all of the
$850 million settlement is deductible, so
one can scale back the benefits depend-
ing on exactly what position Marsh de-
cides to take. Interestingly, a New York
State Insurance Department official
even suggested that the settlement was
deductible. Wisely, a spokesman for the
state Atiorney General’s office did not
comment about the tax impact.

Whether a payout constitutes a fine
or penalty may in some cases depend
on the intent of the perpetrator. The
disallowance of the deduction, howev-
er, does not require that the violation
of law have been intentional. No de-
duction will be permitted for the pay-
mentof a fine even if the violation is
inadvertent, or if the taxpayer must vi-
olate the law in order (o operate prof-
itably.17

HODGE-PODGE OF CASE LAW

One of the more important cases to de-
fine the line between nondeductible
fines or penalties and deductible com-
pensaiory damage payments is Allied-
Signal, Inc, 54 F3d 767,75 AFTR2d 95-
1287 (CA-3, 1995), aff’g TCM 1992-204.
The Third Circuit affirmed the Tax
Court’s denial of any deduction for an
$8 million payment Allied-Signal paid
into a trust to eradicate a toxic chemi-
cal pesticide from the environment.
The court found that the payment was
made with the virtual guarantee that
the district court having jurisdiction
over the environmental damage suit
would reduce the criminal fine by at
least the amount previously levied
against Allied-Signal.

This kind of quid pro quo analysis
comes up frequently in fine or penalty
cases. The issues surrounding these
fine vs. compensatory line drawings
are discussed with increasing freqguen-
¢y by commeniators.18

It often is worthwhile for taxpayers

to litigate the question of what consti-
tutes a fine or penalty. For example, in
Jenkins, TCM 1996-539, the Tax Court
held that a sharehclder of a fertilizer
manufacturer was entitled to deduct,
through his S corporation, amounts he
paid to two states as “penalties” for de-
ficiencies in the fertilizer produced by
his company. The IRS had disallowed
the deduction (passed through from
his S corporation), arguing that the
payments represented nondeductible
penalties.

The Tax Court, however, looked to
the purpose of the state legislation,
finding that it was to compensate the
consumer, not ta punish the manufac-
turer. The Tax Court noted that the
penalty was calculated by determining
the value of the deficient ingredient
that the consumer paid for but never
received, plus an additional amount
that was to compensate for additional
crop yield. In this case, the Tax Court
found for the taxpayer because the
statute was remedial, not punitive.
Jenkins demonstrates that it is impor-
tant to look beyond the “fine or penal-
ty” language to discover the purpose of
the statute pursuant to which the fine
or penalty is levied.

The mere fact that a penalty is civil
rather than criminal does not get the
taxpayer out of the woods. For exam-
ple, in Hawronsky, 105 TC 94 (1995),
the Tax Court held that Section 162(f)
prohibited a man from deducting tre-
ble damages he was required to pay
when he breached a scholarship pro-
gram contract. Finding that the pay-
ment was a civil penalty, the Tax Court
concluded that Section 162(f) applies
both to criminal fines and to cerlain
civil penalties.

Fines, Late Fees, and Compensatory
Payments
Although Section 162(f) bars a deduc-
tion for any fine or similar penalty
paid to a governmenl! for a violation of
law, many payments have been ruled
not to constitute fines for this purpose.
Thus, a late-filing fee, which is really
designed to encourage prompt compli-
ance with the law, has not been treated
as a fine for this purpose.19

Another exception from the scope
of Section 162(f) and its denial of de-

ductions for the payment of fines re-
lates to so-called “compensatory” fines.
Even a fine (as distinguished from a
late fee) can be deducled if it is com-
pensatory. If a fine is imposed only to
compensate a governmental entity for
harm it has suffeced, as distinguished
from a fine having a punitive moti-
vation, a deduction will be allowed.
Thus, a fine that is essentially a reim-
bursement to the government for the
amount of lost custom taxes has been
held deductible.20

Similarly, a payment to the Clean
Water Fund in order to avoid prosecu-
tion for water pollution was held de-
ductible, in S¢:B Restaurant, Inc., 73 TC
1226 (1980). Even fines that may ap-
pear to be punitive on the surface may
be held to be deductible as long as the
requisite compensatory character of
the payment can be proven. Thus, in
Mason and Dixon Lines, Inc., 708 F.2d
1043, 52 AFTR2d 83-5134 (CA-6,
1983), statutory “liquidated damages”
imposed for the violation of truck
weight limitations were held to be de-
ductible.

Liquidated damages obviously
could be equated with penalties. The
theory of Mason and Dixon Lines, how-
ever, was that the statutory liquidated
damages compensated the state for
damage to the highways caused by
overwcight vehicles. Liquidated dam-
ages imposed by contract, even where
denominated as “fines,” have been
viewed as compensatory on the same
theory. Indeed, even the IRS has
agreed with this position.2!

Despite all this teaching, the line

15 g,

16 )4 The analyst commenting on Marsh's tax
position was Justin Fuller, who covers the
company {or Morningstar, inc.

17 Tank Truck Rentals, Inc., 356 U.S. 30, 1
AFTR2d 1154 {1958).

1B Sap Raby, “When Wilt Public Policy Bar Tax
Deductions for Payments to Government?,”
Tax Notes, 3/27/95, page 1995. See also
Manns, “lnternal Revenue Code Section
162(f): When Dces the Payment of Damages
to a Government Punish the Payor?,” Vol. 13
Va. Tax Rev. No. 2 {Fall 1933}, page 271.

19 Reg. 1.162-21(b}{2). See also Southern
Pacific Transp. Co., 75 TC 497 (1980), supol.
opn. 82 TC 122 {1984).

20 Middle Atlantic Distributors, Inc., 72 TC 1136
{1979), acq.

21 Rev, Rul. £9-214, 1969-1 CB 52,
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between compensatory and noncom-
pensatory fines is sometimes difficult
to discern. The Regulations take the
position that civil environmental fines
are nondeductible.22 Moreovey, it may
be difficult for the taxpayer to show
that a fine is imposed with a compen-
satory motive. How does one find out
the motive of the government on apy
subject? How high the stakes are, of
course, depends on the size of the fine
and the degree to which it is likely to
be recurrent.

Purpase of and Motive Behind Payments
Several cases are particularly impor-
tant in exploring the purpose of a pay-
ment, particularly Talley Industries, Inc.,
TCM 1994-608, rev’d 116 £.3d 382,79
AFTR2d 97-3096 (CA-9, 1997), on re-
mand TCM 1999-200, affd 18 Fed.
Appx. 661,88 AFTR2d 2001-7027 (CA-
9,2001). In Talley, a company and sev-
eral of its executives were indictead for
filing false claims for payment with the
federal government. The contracts in
question allegedly resulted in a loss to
the Navy of approximately $1.56 mil-
lion. Because of various potential lia-
Dbilities, however, the settlement ulti-
mately agreed to between the company
and the Justice Department was $2.5
million. The company deducted this
amount on its tax return, and the IRS
asserted that the settlement essentially
amounted to a fine or penalty that
could not be deducted.

The Tax Court granted summary
judgment for the taxpayer, holding that
the settlement payment was not a fine
or penalty, except for a very small
amount ($1,885) that was explicitly for
restitution. The Tax Court found that
the government had never suggested
that it was afterapting 10 exact a civil
penalty from the company. Noting that
$2.5 million was less than double the
alleged $1.56 million loss, the court in-
ferred that the settlement was not in-
tended to be penal or punitive, but
rather to be compensatory.

The Ninth Circuit, however, con-
cluded that there was a material issue
of fact and that the matter was not ripe
for summary judgment. The appellate
court gave this instruction to the Tax

22 Reg. 1.162-21(c), Examples 2 and 7.

Court on remand: “If the $940,000 rep-
resents compensation 1o the govern-
ment for its losses, the sum is de-
ductible. If, however, the $940,000
represents a payment of double dam-
ages [under the False Claims Act], it
may not be deductible. If the $940,000
represents a payment of double dam-
ages, a further genuine issue of fact ex-
ists as to whether the parties intended
payment to compensate the govern-
ment for its losses (deductible) or to
punish or detrer Talley ... (non-de-
ductible)”

The Tax Court’s opinjon on remand
is extraordinarily derailed, referring to
extremely specific findings of fact
about many of the developments oc-
curring during the settlement of the
case. The court resolved the question
of whether the parties intended the
settlement to include double damages
under the False Claims Act. The Tax
Court concluded that even though the
settlement agreement was silent on
this point, the parties did intend this.
Then, the court turned to whether the
purpose of the $940,000 double dam-
age payment was to compensate the
government for its losses or to deter or
punish the taxpayer.

The taxpayer and the government
had polarized arguments, the taxpayer
arguing that o portion of the $940,000
could be considered a penalty, and the
government arguing that the entire
amount was a penalty. The question
centered on whether the amount was
intended to reimburse the government
for losses. The taxpayer sensibly noted
that the government’s actuallosses ex-
ceeded $2.5 million, so the $940,000
was merely a portion of it and had to
be regarded as a reimbursement.

The Tax Court, however, was not
persuaded by the wholesale notion of
the payment, and noted that the nature
of the setilement was a compromise of
numerous issues, There was corre-
spondence about the setilement offer,
and the taxpayer had actually tried to
getinto the settlement agreement the
recitation that the amounts would be
treated as restitution. In large part, the
fact that the government rejected this
proposal led the court to conclude that
the taxpayer failed to carry its burden
of showing that some remediation
purpose was in fact intended.

For the second time Talley went to
the Ninth Circuit. There, in a brief
opinion, the appellate courl reviewed
de novo the Tax Court’s conclusions of
law, and its factual findings for clear
error. Finding no error in the Tax
Court’s ruling, the Ninth Circuit again
held that Talley failed 1o establish the
compensatory nature of the disputed
settlement.

As noted above, in Allied-Signaf the
Tax Court considered a deduction
claimed by the taxpayer for payments
made pursuant to the resolution of a
suit involving environmental viola-
tions. In addition to other payments,
the company made an $8 miilion pay-
ment into a nonprolit environmental
fund. The court determined that the
entire payment to the endowment
fund was nondeductible because the
payment was made with the virtual
guarantee that the sentencing judge
would reduce the criminal fine (o
which the company was subject by at
least that amount. The Tax Courtre-
jected the company’s argument that
the payment was not a fine or penalty
because it did not serve to punish or
deter, concluding that the payment
served a Jaw enforcement rather than a
compensatory purpose. In a widely
noted decision, the Third Cjrcuit af-
firmed the Tax Court.

Recently, in TAM 200502041 the
Service held that certain payments
made to the federal government under
the False Claims Act constituted non-
deductible penalties. This is an impor-
tant TAM, one that bases its conclu-
sion on a reading of the purposes of
the False Claims Act. Reading that Act
as imposing a multiple of actual dam-
ages, the IRS concluded that a portion
of the payments in question repre-
sented this multiplier of actual dam-
ages to punish bad conduct, and
therefore that the payment was non-
deductible as a fine or penalty. Be-
cause the settlement agreement did
not identi{y which portion of the pay-
ment was meant to be compensatory
and which portion was meant 1o be
punitive, the [RS had to divine an allo-
cation based on its perception of the
intenr of the parties.

In the environmental arez in partic-
ular, taxpayers often make every at-
tempt to avoid penalty characteriza-
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tion and to emphasize the remedial ef-
fects (or intent) of the payments.2

Payments of Restitution

The deductibility of restitution pay-
ments has been considered in, among
other cases, Kraft, 991 E2d 292, 71
AFTR2d 93-1493 (CA-6, 1993). There,
the Sixth Circuit held that payments of
restitution o Blue Cross/Blue Shield
arising out of a criminal action for
fraud were nondeductible. Although
the restitution was paid to a private
party and not to the government, the
court held the payments nonde-
ductible.

Although traditionally the IRS has
analogized restitution payments to
penalties, a number of courts have dis-
agreed and found restitution payments
to be deductible.24

Payments Against Public Policy

The IRS has occasionally objecled to
the deductibility of a payment where
allowing the payment as a deduction
raises public policy issues. No Code
provision specifically authorizes the
Service to disallow deductions based
on this doctrine. Even so, the govern-
ment has occasionally caised the issue
where a legal action ibvolves penalties
or punitive provisions, and the settle-
ment or judgment payment therefore
could be seen to acquire a similar
taint.

Fortunately, the Supreme Court de-
termined in 1963 that the IRS could
not disallow deductions under a gen-
eral public policy theory.25 Thus, al-
though the deductibility of expenses
may be restricted under Section
162(a), the 1RS cannot generally disal-
low deductions based on public policy.
Indeed, the fact that a liability is based
on the taxpayer’s fraud, breach of fidu-
ciary duty, or mismanagement is gen-
erally not enough to prevent the pay-
ment from being deductible, as long as
the liability arose out of the taxpayer’s
trade or business. Examples of this
rule include the following payments
that were found deductible:

- Damages caused by a taxpayer’s
fraud in negotiating a lease.25
Dawmages paid by a stockbroker for
improperly churning a client’s ac-
count.??

- Damages paid by a director for
breach of fiduciary duty to a cor-
poration.?8

+ Damages paid by an executive for
mismanagement and misuse of
corporate assets.29

+ Punitive damages paid by a corpo-
ration to a victim of a fraudulent
scheme in settleroent of a breach of
contract and fraud action.3

There is a limit, however. If the pay-
ment itself is illegal under federal law,
the deduction will be disallowed.3
Thus, where a taxpayer soughi to
deduct a payment made to an arsonist
to burn down his building, no deduc-
tion was allowed.

The question of when a payment
may not be deductible based on public
policy restrictions is closely tied to the
restriction on the deductibility on
fines or penalties. It has been argued
that the public policy doctrine and
Section 162(f) are interrefated, and
that the nondeductibility of fines or
penalties under Section 162(f) was de-
signed (o replace the old restriction on
public policy grounds.32

Despite the enactment of Section
162(f), it can be argued that when a
payment is made fo a private party
that will definitely reduce the amount
of a government-imposed fine, allow-
ing a deduction for the payment could
subvert the purposes of Section
162(f). That was essentially the posi-
tion taken in Allied-Signal, where (as
discussed above) the court denied the
tagpayer any deduction for the $8 mil-
lion it paid to a trust with a virtual
guarantee that the cciminal fine would
be reduced by at least that amount.

Cases such as Allied-Signal are trou-
bling. After all, it would seem difficult

to control the circumstances in which
the Section 162(f) type of resiriction
would apply. The factual determina-
tions that must be made, and that were
made in the Allied-Signal case, are still
important. Negotiated settlements for
a varijety of types of legal violations
occur with great frequency. It seems
fairly certain that Congress did not in-
tend that all of these negotiated setile-
ments would be brought within the
ambijt of Section 162(f). Nevertheless,
determining precisely where to draw
the line is not easy.

If one reviews some of the case law
with this public policy view in mind, it
is possible to discern disturbing trends
even where the “public policy” moni-
ker is not used. In Oden, TCM 1988-
567, the Tax Court disallowed a sole
proprietor’s deduction of a judgment
for compensatory damages obtained
against her in a defamation suit brought
by an ex-employee. Noting that there
was malice in the defamation, the Tax
Court found that there are some ac-
tions so exireme that a deduction
should not be available. Given the
elimination of the public policy
grounds for denying a deduction (and
the explicit limitation in Section
162(f) to fines and penalties), this de-
cision seems wrong.s3

Discrimination and Harassment Cases

Some taxpayers have expressed con-
cern whether exemplary or punitive
damages will give rise to normal busi-
ness expense deductions notwith-
standing the fact that they may be in-
curred in the course of an activity that
arguably violates public policy. For ex-
ample, an employer may incur liability
for exemplary damages under the Age

23 See Raby, "Two Wrongs Make s Right: The
IRS View of Environmenal Cleanup Costs,”
Tax Notes, 5/24/93, page 1091; and Raby,
supranote 18.

24 5ee Stephens, 93 TC 108 (1980), rev'd 905
F2d 667, 66 AFTR2d 80-5147 {CA-2, 1990}
For a helpful collection ot such cases, see
Raby and Raby, "Restitution Payments May
Produce a Tax Deduction,” Tax Notes,
10/21/96. page 335. See also Raby,
"Deductibility of Restitution Payments,” Tax
Notes, 5/31/93, page 1221.

25 Tellier, 383 U.S. 687, 17 AFTR2d 833 (1966).

26 Halvering v. Hampton, 79 F.2d 358, 16 AFTR
649 (CA-9, 1935).

27 Ditrars, 302 £.2d 481, 9 AFTR2d 1269 (CA-
2, 1962).

28 Graham, 326 F£.2d 878, 13 AFTR2d 423 (CA-
4, 1964),

25 Great Istand Holding Corp., 5 TC 150 (1945),
acq.

30 Rev. Rul. 80-211, 1980-2 C8B 57.

31 Rev. Rul. 82-74, 1982-1 CB 110.

32 See Raby, supra note 18.

33 See also “Milken’s Deduction for His
Sentlement, * Tax Notes, 3/9/92, page 1189.
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Practice Notes

Making restitution or other
types of remedial payments to
those injured or damaged may
be an ordinary and necessary
business expense. Careful nego-
tiations and drafting of settle-
nient agreements may make it
possible to avoid characteriza-
tion of payments as a fine or
penalty that will not be de-
ductible.

Discrimination in Employment Act or
the Fair Labor Standards Act. Reg.
1.162-1(a) flatly states that an amount
that is otherwise deductible under Sec-
tion 162 will not be made nonde-
ductible by reason of the fact that al-
lowing the deduction would frustrate
public policy.34 But as with so many
flat statements, things are rarely that
simple.

In a blow to the traditional notion
that virtually any legal expense (of a
noncapital and nonpersonal nature) is
deductible, in Kelly, TCM 1999-69, the
Tax Court held that the legal costs of
defending against a sexual assault
charge were nondeductible. The tax-
paver had been charged with criminal
sexual assault, and sought to deduct
the legal fees as a business expense.
The court found that the sexual ha-
rassmenl charges arose out of the indi-
vidual’s personal activities, and not out
of any profit-seeking activities. The
court distinguished Clark, 30 TC 1330
(1958), because of the personal nature
of this claim.

Clark seems inconsistent with Kelly,
because the court in Clark found the
expenses to be deductible. In the latter
case, however, there was a finding that
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34 See also Rev. Rul. 80-211, supra note 30.

35 See, e.g., Gilmore, 372 U.S. 39, 11 AFTR2d
758 {(1963).

36 Rev, Rul. 69-581, 1963-2 CB 25.

37 See Downey. 97 TC 150 (1991}, on reconsio-
eration100 TC 634 (1993}, rev'd and rem 0 33
F3d 836. 74 AFTR2d 34-6015 {CA-7, 1994),
cert. den.

38 Rev, Rul. 80-211, supra note 30.

39 See Schlesinger and Hir, “Clinton Wants to Tax
Civil Damages,” Wall St. J., 2/1/93, page A3.

Clark had been working within the
course and scope of his employment,
and he had not committed the rape.
There, the taxpayer had been wrong-
fully accused of assault with intent Lo
rape durjng the course of his employ-
ment activities. In Kelly, the Tax Court
found that the taxpayer was pursuing a
purely personal desjre. The Tax Court
in Kelly staied that the sexual assault
activity was neither within the course
and scope of the defendant’s employ-
ment nor conducted for a legitimate
business purpose.

Most tax advisors have assumed
that sexual harassment, gender or race
discrimination, wrongful termination,
and a variety of other claims made
against an officer of a company would
be deductible by the company. The
conclusion may turn on the specific
facts and whether there is an express
indemnity obligation either under the
law or in the employment contract or
other governing documents (including
bylaws). After Kelly, however, it may be
that virtually all harassment or dis-
crimination cases arguably arise out of
some personal activity that, at least
under one reading of the facts, could
be considered outside the course and
scope of employment. I( remains to be
seen exactly how far this particular no-
tion will go.

Indeed, the kind of line drawing
that was done in Kelly suggests, i part,
the origin of the claim test. That, of
course, is the overarching rule for de-
termining the tax treatment of a settle-
ment or judgment payment ({0 a payor
or payee). Although it is possible to
make sense of the origin of the claim
test, it also is often possible to come
out with quite different results de-
pending on how one chooses to view
the course of conduct that led up to the
litigation. Some of the seminal cases in
this area involve precisely this type of
line drawing.38 While it is understand-
able that the authorities would seek to
make sense of what may be perceived
as tax advantages arising from abhor-
rent conduct, there should probably be
a more systematic and reasoned ap-
proach for this than there is.

Deductibility of Punitive Damages
Despite confusion about the topic,

punitive damages paid to private par-
ties are deductible. For example, the
IRS has ruled that Jiquidated damages
paid under the Fair Labor Standards
Act are deductible as business expens-
€5.36 Similarly, the Tax Court has held
that liquidated damages paid under
the Age Discrimination in Employ-
ment Act and the Fair Labor Standards
Acr are deductible.37 As long as puni-
tive damages are paid or incurred by a
taxpayer in the ordinary conduct of its
business, they will be deductible.38

A controversy raged for years about
the tax treatment of punitive damages
in the hands of the recipient. After
O0’Gilvie, 519 U.S. 79,78 AFTR2d 96-
7454 (1996), and the parallel changes
in the 1996 tax legislation, it is now
clear that punitive damages are always
taxable to the recipient. Still, there re-
mains a difficult determination of pre-
cisely when “punitive damages” have
been paid, since neither the Code nor
the Regulations define this term. Of-
ten, a liability that might be viewed as
partially punitive jn nature js settled
on appeal ot in some other consensual
way.

The controversy about the treat-
ment of punitive damages to the recipi-
ent surely did not help the confusion
over the treatment of punitive dam-
ages to the payor. President Clinton’s
1999 budget proposal to deny deduc-
tions to any party paying punitive
damages to plaintiffs in civil lawsuits
also may have confused the issue. Fur-
thermore, this proposal also would
have required a company with insur-
ance for punitive damages to recognize
income in the amount that the insur-
ance company actually paid for the
punitives. Not surprisingly, the pro-
posal did not meet with approval from
the business community.39

CONCLUSION

Returning to the insurance industry, it
should hardly be surprisjng that those
negotiating on behalf of the various
firms (such as Marsh & McLennan)
would attempt in sertlement docu-
ments to characterize as much as pos-
sible as remedial in nature. Chacacteri-
zation is one thing, of course, but
reality can sometimes be another. l

52 B

JOURNAL OF TAXATION 1

JULY 2005





