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I’ll Pay, but Let’s Not Call It a
Fine: Code Sec. 162(f) Issues in

Structuring Settlement Payments—
Five Lessons from LTR 200502041

By Brian R. Lynn

Brian R. Lynn details a roadmap for the tax issues that surface with
settlement payments and emphasizes the Code Sec. 162(f) fine-or-

I. Introduction

On April 25, 2005, Adelphia Communications Corp.,
along with executives John and Timothy Rigas, agreed
to pay about $2.2 billion in cash and other assets to
the government to settle claims stemming from the
government’s ongoing accounting fraud investigation.’
The Rigases also hope that these payments will lighten
their pending prison sentences (they were convicted
of fraud and conspiracy last year). But what are the
tax consequences of these payments? Can Adelphia
and the Rigases deduct these payments as business
expenses and potentially claim huge tax refunds as a
result? Or are these payments simply nondeductible
fines? This situation generates a lot of tax questions—
but the main issue is Code Sec. 162(f), which prohibits
taxpayers from deducting fines or penalties.

Under Code Sec. 162(f),> taxpayers cannot deduct
fines or similar penalties. This rule seems simple
enough: If you get a parking ticket—even while mak-
ing a business delivery—you can’t deduct it. But the
application of Code Sec. 162(f) is not as easy with
complex settlement payments (like Adelphia and the
Rigases), where a taxpayer pays a lump sum to settle
many claims (some penal, some not). This uncertainty
creates planning opportunities for tax advisors to
massage the settlement process to produce the best
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penalty issue.

after-tax outcome for the client. This article provides
aroadmap for the tax issues that surface in the settle-
ment payment context—and emphasizes the Code
Sec. 162(f) fine-or-penalty issue.

The balance of this article is divided into five parts.
Section Il covers some typical settlement payment
fact patterns. Section IlI reviews the settlement pay-
ment tax basics (i.e., what you need to worry about
before getting to Code Sec. 162(f)). Section IV out-
lines Code Sec. 162(f) and covers three major issues
that arise in determining whether a payment is a fine
or penalty. SectionV summarizes recently issued
LTR 200502041, then gives five tips (from the rul-
ing) to use when advising clients making settlement
payments. Section VI is a conclusion.

I1. When Do Code Sec. 162(f)
Issues Arise?

Code Sec. 162(f) issues usually surface when a cli-

_ent did something dumb. We have all had clients

do dumb things. They “borrowed” a little of their
employer’s money without telling. They overbilled
the government. They fudged a couple of numbers
to make the third-quarter results look better. They
neglected to mention their MasterCard with the Cay-
man Bank. (Insert your own story here.)

And if they became a client, that means they got caught.
Their first call—if they're smart—is to their defense law-
yer. The defense lawyer has two main jobs: (1) to keep
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the client out of jail (or at least get them into a country
club/Martha Stewart-type jail), and (2) to limit the size of
the client’s restitution and penalty payments. This work
involves substantial negotiations (and expensive confer-
ence calls) with those that are investigating or already
suing the client—e.g., government agencies, defrauded
customers, class-action plaintiffs. On the government
side, the investigation can be civil, criminal or both.
Nongovernment plaintiffs sue the client to recover their
losses, and often ask for punitive damages as well.

Occasionally, these lawsuits are tried to a verdict
and a judge tells the client what to pay under each
claim. But more often they settle—either separately or
in some type of consolidated settlement agreement.
And when they settle, the client’s advisor must care-
fully consider the tax consequences of the different
payment structures. To do this well, the advisor must
understand two things. First, the advisor must grasp
the generic tax issues involved with settlements: Is the
payment deductible? Where/how? Must it be capital-
ized? Is it a nondeductible penalty or bribe? What
about the alternative minimum tax (AMT)? Second,
the advisor should know the client’s particular tax and
financial picture (e.g., does the client have substantial
future income, expiring NOLs, excess capital losses?),
because making a deductible $10 million payment
will usually trump a nondeductible $8 million pay-
ment, but not for every client.

This article doesn't tackle all of these questions.
Instead, it briefly reviews the three main deduction
avenues for taxpayers making settlement payments
(Code Sec. 162, Code Sec. 165 and Code Sec. 212).
Then it covers the more complicated Code Sec. 162(f)
issue—whether a payment is a nondeductible fine or
penalty—in some detail.

ITI. Settlement Payment Tax
Basics—Before You Get to
Code Sec. 162(f)

General Framework:
Origin of the Claim

When lawsuits get tried and a decision is issued, it's
easy to characterize the payments. The judge says
how much the defendant must pay under each cause
of action (e.g., a $100 fine to the government, and
$200 to the defrauded customers)—and this judgment
governs the tax outcome. But when cases settle, the
tax picture becomes jumbled because no one tells
the taxpayer how to allocate the payments.

To address this problem, the courts developed the
origin-of-the-claim doctrine, which tells taxpayers
to look at the underlying legal claims to unpack the
tax consequences of a payment received (or made)
in the settlement context.’ In other words, taxpayers
are supposed to guess at what the likely outcome of
each claim would have been, and characterize the
payments accordingly. This rule isn’t perfect, but it’s
the only theoretically correct option—given that no
one really knows exactly how the payments should
be allocated.

Taxpayers need this origin-of-the-claim rule when
they make one payment to settle multiple investiga-
tions or lawsuits (i.e., global settlements). In such
instances, taxpayers must weigh the relative merits of
the asserted claims. For example, assume that one day
you are going through your law office bills and you
discover that your paper supplier has been double-
charging you. One Saturday at the supermarket, you
confront her. In response, she drops a watermelon on
your foot and breaks your toe. You sue her for both the
double billing and your broken toe. The case settles
jointly for $1,000. The paper supplier must decide
how to treat this $1,000 payment on her tax return.
The supplier can deduct her restitution for double
billing as a business expense, but cannot deduct the
payment for dropping the watermelon on your toe.
Under the origin-of-the-claim rule, the paper sup-
plier must determine the relative merits of these two
claims, and choose what portion of the $1,000 she
should allocate to each claim.

Business vs. Personal Expenses

This origin-of-the-claim rule just tells taxpayers how
to categorize settlement payments made or received.
Step two is to decipher the tax consequences of each
category. This often involves lots of layers and nuance,
but the first broad-brush question (for individual pay-
ers*) is whether the payment is a deductible business
expense’® or a nondeductible personal payment.®
Consider an example involving the white-collar
defense lawyer’s favorite client, Bad CEO. Bad CEO
is sued because he did two bad things: (1) he told his
employees to dump toxic waste in the river, and (2) he
sexually harassed the office manager. The former is
probably business related and deductible, and the
latter is likely not.” In determining how much of this
$20 million payment he can deduct, Bad CEO must
weigh the merits of each claim. If 40 percent of his
potential liability related to the sexual harassment,
Bad CEO should not deduct 40 percent ($8 million)




of the payment, because it’s a personal expense. The
comparative strength of each claim—and the poten-
tial damages associated therewith—govern how the
payment is allocated and taxed.

For business-related payments, the next question is
if the payments are “ordinary and necessary” business
expenses under Code Sec. 162(a). This fundamental
tax issue is beyond the scope of this article, but one
interesting “ordinary and necessary” issue in the
settlement payment context is whether taxpayers can
deduct payments made for dumb/bad things done
while running a business. In other words, if you steal
money in the context of your job, then get caught
and have to pay it back, can you deduct the repay-
ment? s stealing or cheating an “ordinary” part of a
trade or business? Certainly not. Not in America! But
the general answer is yes, taxpayers can deduct the
repayment of stolen or ill-gotten money as a business
expense.®

How can this be? Well, Congress really had three
alternatives here. First, it could have picked the
Machiavellian approach,
and said that taxpayers
can deduct all business-
related payments—no
matter what the payment
is for, or how nefarious
the conduct. Conversely,
Congress could have de-
cided that any payment related to “bad” behavior is
nondeductible, because we don’t want to give tax
breaks to liars and thieves. Congress chose neither. It
compromised by enacting Code Sec. 162(f)—which
lets taxpayers deduct restitutionary repayments, but
not punitive payments. In other words, if an employee
steals $200 from his company, and has to pay the
$200 back plus a $50 fine to the government, the
employee can deduct the $200 repayment but not
the $50 fine.

In-Between Expenses: Code Sec. 212
and Code Sec. 165

The tax world isn't just divided into business and
personal expenses, however—at least for individual
taxpayers. There are other payment categories to
choose from. And they generally apply to “in-be-
tween” payments, which aren’t business expenses,
but are pretty close.

The first is Code Sec. 212, Expenses for Pro-
duction of Income, through which taxpayers can
deduct profit-seeking expenses associated with
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This rule seems simple enough: If
you get a parking ticket—even while
making a business delivery—you

can’t deduct it.
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activities that don’t quite rise to the level of a trade
or business. A classic example is investment costs.”
Suppose a wealthy investor gets into a dispute with
an investment advisor about the advisor’s annual
fee. The advisor wins the dispute, and the investor
pays $100,000 in back advisory fees. The investor
cannot deduct this payment under Code Sec. 162,
because investing isn’t a trade or business. But the
investor can deduct it under Code Sec. 212, since
investing is a profit-seeking endeavor.

The second “in-between” deduction is Code
Sec. 165, which lets taxpayers deduct certain non-
trade-or-business losses.'® Theft losses are a typical
nonbusiness Code Sec. 165 deduction.!

These two alternative deduction paths seem
great, but they can be inferior to trade-or-business
deductions because they are “below the line”
deductions.” This means that they are deducted
on Schedule A of an individual’s return, instead
of page 1 of Form 1040. That's not necessar-
ily bad—but there are limitations that can make
below-the-line deduc-
tions less valuable to
taxpayers. One is the
two-percent floor, which
limits a taxpayer’s Code
Sec. 212 (and certain
Code Sec. 165) deduc-
tions to the amount that
(cumulatively) exceeds two percent of the taxpay-
er's adjusted gross income."

Another limitation involves the dreaded AMT.
Taxpayers cannot deduct Code Sec. 212 expenses
(and some Code Sec. 165 losses) in determining
their alternative minimum taxable income.™ For
low-income taxpayers—who almost never pay the
AMT—this isn't a problem. But for others, this AMT
disallowance can vitiate most of a deduction’s value,
because the AMT’s marginal tax rate for high-income
taxpayers is 28 percent—only seven percent lower
than today’s top individual rate.'”-

To illustrate this AMT problem, consider the dispa-
rate plights of two hypothetical taxpayers: Bert and
Ernie. Bert and Ernie both have $1 million in gross in-
come and no other deductions (assume away standard
deductions, graduated rates, etc.). Both did unspeak-
able things in the past and had to repay $1 million to
the parties that they injured. Bert’s repayment was a
business-related Code Sec. 162 deduction, but Ernie’s
was a Code Sec. 212 deduction. On their tax returns,
Bertand Ernie both have $0 in regular taxable income
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and pay no tax. Bert won't have to pay any AMT either,
since his Code Sec. 162 deduction is deductible for the
AMT. Ernie isn’t so lucky. His deduction is not allowed
for AMT purposes; thus, he will owe roughly $280,000
in AMT ($1,000,000 x 28%). In this example, there
is a $0 regular-tax difference, but a $280,000 AMT
difference—solely because Ernie’s Code Sec. 212
deduction is an AMT preference item.

What is the take-home lesson from these two
deduction limitations? It's that lawyers and tax advi-
sors should try to tie any settlement payments to the
taxpayer’s trade-or-business activities, if possible.
Trade-or-business deductions are often much more
valuable to clients than nonbusiness deductions.

Capitalization Rules

The last basic issue to worry about when structuring a
settlement agreement is the timing of the deduction. A
deduction might be a perfectly good trade-or-business
expense, but if the taxpayer must capitalize that cost
into a parcel of land that isn’t going to be sold for 30
years, it's almost a useless deduction. The capitaliza-
tion rules under Code Sec. 263 are long, complex and
somehow still abstruse. But the overriding principle
is this: If an expense generates a “significant future
benefit,” it must be capitalized.' Thus, when capi-
talization is an issue, tax advisors should try to steer
settlement payments toward the claims where the
payment would be currently deductible.

IV. Code Sec. 162(f) Issues in
Settlement Payments

Congress enacted Code Sec. 162(f) in 1969 to codify
(and replace') the public policy doctrine,'® which
said that taxpayers cannot deduct penalties because
it would frustrate the penalties’ punitive impact.” The
statute is short and sweet, reading: “No deduction
shall be allowed under [Code Sec. 162(a)] for any
fine or similar penalty paid to a government for the
violation of any law.”** (The drafters of the new manu-
facturing deduction, Code Sec. 199, could learn a
brevity lesson from Code Sec. 162(f).) But with brevity
often comes unanswered questions—and stretching
of the statutory language. And that’s certainly the case
with Code Sec. 162(f) and settlement payments.?!

Recent Proposed Legislation

Before diving in, let’s briefly review the recent pro-
posed legislative change to Code Sec. 162(f). In 2003
and 2004, Congress considered redrafting Code

Sec. 162(f) in various tax bills, but the proposals
were never enacted.*? The proposed revisions gener-
ally would have expanded Code Sec. 162(f)’s scope
by loosening the “paid to the government” and “in
violation of any law” requirements. (As discussed
below, however, the courts already have softened
these requirements substantially.) More importantly,
the revision would have largely discarded the origin-
of-the-claim rule, in favor of an inquiry into which
parties actually received the payments.

This change was aimed largely at the securities
industry, which reportedly deducted much of their
well-publicized, biased research settlement payments
in 2003.%* (The proposed legislation’s effective date
was the day before the securities industry signed its
settlement agreement—this wasn't a coincidence.)
But Congress was likely also concerned about the
settlement payments that will ultimately spring from
the many corporate scandals of the last few years,
like Adelphia. This new Code Sec. 162(f) was never
enacted, however, so | won't discuss it further. Plus,
another article already covered the proposed changes
to Code Sec. 162(f) in excellent detail .**

Settlement Payments Generally

Getting back to the current Code Sec. 162(f): The first
question with settlement payments is, naturally, does
Code Sec. 162(f) even apply to settlement payments?
On its face, it doesn’t. Code Sec. 162(f) simply says,
if you pay a fine or penalty, you can’t deduct it. The
regulations, however, explicitly state that payments in
settlement of actual—or potential—fines or penalties
are subject to Code Sec. 162(f),>> and the courts have
agreed to stretch the statute this far.? Taxpayers thus
can't avoid Code Sec. 162(f) by simply settling early
with the government.””

“Paid to a Government” Requirement

The second statutory “requirement” that’s not re-
ally a requirement is that the money must be paid
to a government.?® If Code Sec. 162(f) were applied
literally, taxpayers could deduct punitive payments
made to a nongovernment entity. A couple of courts
have mentioned this requirement when allowing a
deduction,® but it's generally ignored by the IRS and
the courts.’ The effective rule is this: If a payment is
in substance a fine, it's nondeductible—regardless
of to whom it is paid.’' In W.E. Bailey,* for instance,
the Federal Trade Commission (FTC) fined Mr. Bailey
roughly $1 million for violating a consent decree. But
the FTC didn't actually pocket the cash; the court let




Mr. Bailey pay the money to some private litigants
suing Mr. Bailey in a related case.*> Mr. Bailey ar-
gued that he could deduct the payment because it
wasn't “paid to a government.”** He didn’t convince
the Ninth Circuit—it disallowed the deduction un-
der Code Sec. 162(f), even though private parties
received the cash.*” Thus, the recipient is techni-
cally irrelevant under Code Sec. 162(f). Practically,
however, who gets the money often colors the facts
for the court, so tax advisors should care about who
pockets their client’s payment.

Lastly, note that while it doesn’t matter who gets
the money, the government still must be involved for
Code Sec. 162(f) to apply. There are three main ways
to force wrongdoers to pay money: (1) criminal fines,
(2) civil fines, and (3) punitive damages. Code Sec.
162(f) applies to (1) and (2), because they are both
brought by the government. But Code Sec. 162(f)
doesn’t apply to civil punitive damages because
private litigants can’t fine or punish people—even
though that’s supposed to be what punitive damages
are doing. (The fact that a court conducts the trial
doesn’t make punitive damages a fine or penalty.)
Others have argued that Code Sec. 162(f) should ap-
ply to punitive damages,* but right now it doesn't.

“Violation of Any Law”
Requirement

The “violation of any law” requirement is much like
the “paid to the government” requirement. It looks
menacing in the statute, but it's really toothless.
Taxpayers can argue that they must admit to violat-
ing a law for Code Sec. 162(f) to apply. But no cases
or rulings say that, and the regulations only require
potential liability.*”

“Fine or Similar Penalty”
Requirement

Since the courts and the IRS have largely written the
“paid to the government” and “violation of any law”
requirements out of the statute, the real action under
Code Sec. 162(f) is whether a settlement payment is a
“fine or similar penalty.” Again, this seemingly requires
the taxpayer to actually pay a specific fine before Code
Sec. 162(f) kicks in. But (and this is becoming a theme)
the regulations expand the requirement by stating that
a fine or penalty includes amounts “[plaid in settle-
ment of the taxpayer’s actual or potential liability for
a fine or penalty (civil or criminal).”?

And because the underlying investigations and law-
suits are often complex, deciding whether a certain

Taxes—THE TAX MAGAZINE

July 2005

payment was made to settle a potential fine or penalty

can be hard. The cases and rulings on this issue tend

to meander along, and then just state a conclusion.

But it's helpful to divide this penalty question into

the following three issues:

® Allocation Issue. What portion of the payment
was made to settle civil or criminal penalty claims
versus what portion was compensatory?

E Potentiality Issue. Were the civil or criminal fines
asserted sufficiently “potential” (i.e., did the gov-
ernment have a realistic chance of winning)?

m Penalty Issue. Were the government’s claims suf-
ficiently punitive to constitute a fine or similar
penalty?

The rest of this section fleshes out these three issues.

Allocation Issue

Step 1 is to allocate the payment (i.e., decide what
portion of the settlement payment applies to each
claim against the taxpayer). To do this, tax advisors
should closely review the asserted claims and evalu-
ate the merits of each claim. This involves substantial
nontax legal analysis, and should be done in conjunc-
tion with the defense lawyer handling the underlying
case. The questions to ask are straightforward: Why
was the payment made? What protections did the
taxpayer get? What are the chances that each claim
would have won in court? Were any charges or claims
actually (or effectively) dropped? How much would
the taxpayer have expected to pay?

After processing this information, the taxpayer
should use the origin-of-the-claim approach to come
up with a percentage allocation to apply to the pay-
ment. Consider Bad CEO’s payment, for instance.
After evaluating the various claims against him (and
the potential dollars connected with each claim), Bad
CEO might determine that his $20 million settlement
payment breaks down as follows: $10 million to stop
the EPA penalties, $2 million to compensate nearby
homeowners for the groundwater pollution, and $8
million to settle the sexual harassment charge. And
as mentioned earlier, this allocation might not match
who pockets the money. The EPA may only receive
$3 million of the $10 million, while it directs Bad
CEO to pay the remaining $7 million to the nearby
families, or an environmental charity.

But what if, after doing the allocation, the punitive
component of your client'’s payment is very small?
Can your client just ignore a release from a minor
penalty and still deduct the whole payment? The
argument would be a legal one, saying that the al-
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location approach is the wrong legal standard to use
settlement-payment cases. And while the IRS and the
courts generally prefer the allocation approach,* a
court could opt for an all-or-nothing test, where the
entire payment would be deemed either compensatory
or punitive, based on the overriding reason for the pay-
ment. This is called the “primary purpose test.”

Some people have asserted that two cases, J.T.
Stephens' and S&B Restaurant,*' support this primary-
purpose test. | disagree. Both cases do address issues
concerning multiple payments and multi-purpose
payments in the Code Sec.162(f) context. And both
include language to the effect that when a payment
serves both a law-enforcement and a compensatory
purpose, the court’s task is to determine which purpose
the payment was mainly designed to serve.” For ex-
ample, in Stephens, the court notes that “[o]ur review
of the proceedings at Stephens’ sentencing convinces
lus| that Stephens’ restitution payment was more
compensatory than punitive.”** At face value, these
statements seem to buttress the primary purpose test.
But a closer analysis of the facts in Stephens and S&B
Restaurant reveals that they don’t support the primary
purpose test as an alternative to allocating the settle-
ment payment among the various claims.

In Stephens, Jon Stephens embezzled money from
Raytheon Corporation. As part of his settlement agree-
ment, Mr. Stephens had to make two payments: a small
$5,000 payment to the government for civil fines, and a
large $1 million payment to Raytheon as restitution for
its losses.* Since the court assumed that the fines were
nondeductible, the only Code Sec. 162(f) issue was
whether the second payment (the restitution to Raythe-
on) was deductible.* The court used a primary purpose
test to determine if the Raytheon payment had a law
enforcement or compensatory purpose. Relying mainly
on the sentencing judge’s comments that it wanted to
“get Raytheon’s money back,” the Second Circuit held
that the payment’s primary purpose was compensatory,
and let Mr. Stephens deduct the Raytheon payment.*
Stephens does not use the primary purpose test to al-
locate a single payment among various claims because
only the Raytheon payment was on the table.

S&B Restaurant also includes primary purpose
language,*” but, like Stephens, it doesn’t use the test
in the allocation context. S&B Restaurant was forced
to pay money to settle its environmental violations.
There was no allocation question in the case, as the
entire payment was made to settle the Pennsylvania
Department of Environmental Resources’ civil claims
under a state statute (there were no competing com-

pensatory claims).* As such, the issue wasn’t whether
the payment itself served two purposes, but rather
whether the underlying Pennsylvania law had both a
punitive and a compensatory purpose. The Tax Court
found that the statute did have both purposes, and it
ruled that the primary purpose of the statute should
be followed.* Again, this is really the Penalty Issue
(discussed below), not an allocation question.

In short, | don’t see much support for the primary
purpose test in the allocation context. But taxpayers
can still argue that it should apply. In other words, if
a taxpayer makes a settlement payment that has only
a small punitive component, the taxpayer can try to
deduct the entire payment under the primary purpose
test—just be forewarned about relying on Stephens
and S&B Restaurant.

So, if these two cases don't support a primary purpose
test, what legal standard will apply to settlement pay-
ments covering several claims? The IRS has indicated
that the test is simply one of “reasonable allocation,”
and a court would likely apply this test t00.° As a re-
sult, lawyers and tax advisors should try to characterize
settlement payments as compensation for losses and
not the payment of fines or penalties. Practically, this
would include (1) documenting the allocation with a
contemporaneous memo or spreadsheet, (2) steering
the payments to victims instead of the government,
(3) tying payment amounts to actual economic dam-
ages, and (4) reciting in the settlement agreement that
$X is paid to compensate those who lost money.*" Ide-
ally, you can pick one reasonable number and have all
of the documentation support that number.

Potentiality Issue

The second question is the potentiality of the fine—
i.e., if the case didn't settle, was the government
really going to win on the fine or penalty claims?
Under the regulations, an “actual or potential liability
for a civil or criminal fine or penalty” must exist for
Code Sec.162(f) to disallow a settlement payment.*
And since there’s no actual liability in settlement
cases, the issue is just how “potential” were the
government’s claims.

But what is the legal standard for potentiality?
Does the taxpayer have to be charged with a crime
or sued under a civil statute? Or does the penalty
just need to be within the realm of possibility?
Unfortunately, there isn’t much guidance on what
standard applies. No cases have squarely discussed
this potentiality issue,* but two IRS rulings have.’
And the two tests seemingly promulgated by these




rulings are (1) the “being pursued” test,* and (2) the
“contemplation of the parties” test.® (The courts
and the IRS obviously aren’t bound by the tests in
these nonprecedental rulings.)

The narrow “being pursued” test—which gives taxpay-
ers the best chance of avoiding Code Sec. 162 (f)—was
articulated in an unnumbered 1996 field service
advice.” In this ruling, a corporate director made
a payment in exchange for a release from civil and
criminal penalty claims. In deciding if Code Sec. 162(f)
applied, the IRS asked whether it appeared “that the
taxpayer was being pursued for fines and penalties.”*
Based on this test, the IRS
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Government [that] were within the contemplation of
the parties at the time of the plea agreement.”®
Including uncharged claims in the allocation of settle-
ment payments is also supported by some related case
law under Code Sec. 162(a) (but no Code Sec. 162(f)
cases).® In G. Eisler,s for instance, the Tax Court ruled
that the IRS could allocate part of a settlement payment
to a claim that wasn't actually ever brought. “[l]t is
entirely proper to allocate a portion of the settlement
payment to the negligence claim notwithstanding the
fact that the pleadings were never amended to reflect
that claim.”® Thus, if a court were to look outside of
Code Sec. 162(f) for guid-

rdude it b 07 [ Code Sec. 162() ismes usually | 75t ok o
for any punitive claims, surface when a client did potentially liable for civil
mainly bec,ause the di- something dumb. We have all or criminal penalties, even
ctryant Pl | ad clients do dumb things. | |1 0 vos e
complaint (he was only They “borrowed” a little of their punitive statutes.

included by virtue of be- employer’s money without telling. Because this “contem-

ing a director).”® In other
words, the IRS found that
the director was just buy-
ing out of a potential derivative suit by the shareholders,
which is a compensatory claim. Note that the IRS im-
ported a subjective element here too. In determining
whether the director was “being pursued,” the revenue
agent was instructed to ask one of the prosecutors if
this particular defendant would have been subject
to nondeductible fines, had the settlement not been
reached.® The lesson for defense lawyers is this: Don't
make the prosecutor mad at your client (even after it's
over) because the prosecutor may influence your tax
case down the road.

The second legal standard for potentiality is the
“contemplation of the parties” test, which is somewhat
broader than the “being pursued” test. This test is from
LTR 8602002, in which a corporation made a payment
to a trust fund in exchange for (1) the corporation’s
release and the release of two employees, from an
indictment for civil and criminal penalties; and (2) the
government’s promise not to bring any new civil or
criminal penalties.°" (Evidently, the company did other
bad things for which it hadn’t yet been indicted.) The
IRS ruled that part of this settlement payment was at-
tributable to the actual fines that the taxpayers were
indicted for—plus the other claims that the govern-
ment “could have brought” against the taxpayer.®
Specifically, the IRS said that Code Sec. 162(f) applies
to actual claims and to any “additional claims by the
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They overbilled the government, | Plation of the parties” test

= is broader than the “being

pursued” test, tax advisors

should argue that the “being pursued” test is the

proper legal standard (and should try to marshal the

existing cases to support this test). It's hard to predict

which test will prevail, since only private IRS rulings

directly address this issue. To me, the “contempla-

tion of the parties” test makes more sense under the

expansive origin-of-the-claim doctrine, but that’s
obviously the IRS-favorable option.

How does a tax advisor plan for this potentiality
issue? The issue here is likely to be timing. Ideally,
lawyers would settle the cases before the government
brings formal charges or sues. (Although even | will
concede that nontax considerations will trump taxes:
Until tax rates hit 100 percent, it’s still better to keep
your money.) And if it’s too late to stop formal charges
or lawsuits, try to convince the government to drop its
charges before the settlement is signed. This can go a
long way in showing that the taxpayer wasn't “being
pursued” for penalties, and that the parties weren't
contemplating punitive measures (especially if there
are other, more compensatory plaintiffs).

Finally, while it's important to deny wrongdoing in
the settlement agreement, tax advisors shouldn’t put
too much stock in this denial. The IRS has said that
it doesn’t really care if the taxpayer denies liability,*
and a court would likely follow suit. (The theory is:
If you really didnt do anything bad, why did you
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pay?) That said, still deny everything when drafting
the settlement agreement (it can’t hurt).

Penalty Issue

If a taxpayer loses on these first two issues, the last
arrow in the quiver is to argue that the statute that the
taxpayer was released from was not punitive anyway.
In other words, if (1) your client clearly paid the money
for a release from the government’s charges (Alloca-
tion Issue), and (2) the government probably would
have won had it gone to trial (Potentiality Issue), then
your client’s last option is to show that the statute
itself wasn't sufficiently punitive to be characterized
as a fine or similar penalty. This argument won’t work
with some statutes, because some are clearly punitive
(e.g., most criminal statutes). But many statutes try to
both punish perpetrators and compensate the harmed
parties simultaneously, and it's not always clear what
sections are serving which goals.

Also, don’t confuse this dual-purpose statute ques-
tion with the dual-purpose payment issue discussed
earlier in the Allocation Issue section. There, the ques-
tion was whether a payment was made for the purpose
of obtaining the liability release under the statute and
for another purpose unrelated to the statute (such as
settling a class action suit). The dual-purpose statute
issue, in contrast, deals with a payment made solely
for relieving liability under a statute. It's just that the
statute itself serves multiple purposes.

Unlike the two prior issues, there is a lot of case law
and IRS guidance on this question. But how do courts
determine if a statute is punitive enough? The primary
standard is the “purpose of the underlying statute” test.®
(There is no clean civil/criminal dividing line.)*® Under
this test, courts scour the statute and legislative history
to determine if its purpose is law enforcement or if it's
designed to compensate harmed parties. This test is also
called the “functional approach” because the statute’s
function—not its label—governs the tax outcome.”

The seminal case on this issue is Southern Pacific
Transportion Co.,”" which summarizes this “purpose
of the underlying statute” test as follows:

If a civil penalty is imposed for purposes of enforc-
ing the law and as punishment for the violation
thereof, its purpose is the same as a fine exacted
under a criminal statute and it is “similar” to a
fine. However, if the civil penalty is imposed to
encourage prompt compliance with a requirement
of the law, or as a remedial measure to compensate
another party for expenses incurred as a result of

the violation, it does not serve the same purpose as
a criminal fine and is not ‘similar’ to a fine within
the meaning of section 162(f).”?

This statutory-intent distinction set down in
Southern Pacific has been consistently followed in
subsequent case law.”

While the courts haven't uniformly applied this
test, one law review article noticed that the courts
have developed a three-part hierarchy to determine
whether a payment is punitive or compensatory. The
hierarchy consists of three steps: (1) the legislative
intent, (2) the payment’s particular circumstances,
and (3) the nature of the remedy.” In other words,
courts start with the reason that the legislature passed
the statute, in the abstract. If that doesn’t provide an
answer, courts ask if this particular payer is really be-
ing punished by the payment. And if it’s still unclear,
courts look to the recipient and probe whether or not
the payment compensated the recipient for losses.
Each subsequent factor is only looked to only if the
prior factor doesn't provide an answer. (The IRS re-
cently indicated that it applies this approach too.”)

Courts can often quit after step 1 in the hierarchy,
because the statute’s intent is evident. But how do
courts determine a statute’s legislative intent? Their first
stop is the legislative history, to see if the enacting body
answered the question for them. If a legislature clearly
articulates either a punitive or compensatory reason for
statute, courts end there and decide the issue (without
looking at the facts of this particular payment). For ex-
ample, in Colt Industries, Inc.,” the court decided that
payments made under the Clean Air Act were nonde-
ductible because Congress’ legislative history showed
that it designed the statute to punish violators.”

But if there is no legislative history (or it is unclear),
courts must turn to other legislative-intent sources, such
as (1) the provision’s place in the larger statutory scheme
(e.g., was this law part of the Crime Act?), and (2) prior
court decisions construing the statute in other contexts.
L.D. Huff* is a good example of a court that stopped
at step 1, but had to look outside of the legislative his-
tory to discover the statute’s purpose. Huff involved the
deductibility of civil fines asserted against Larry Huff,
the vice president of sales for a California multi-level
marketing company called Bestline. Mr. Huff had to
pay $50,000 to the state of California for violating a
provision of the California Business and Professions
Code aimed at multi-level marketing schemes.” Mr. Huff
challenged the IRS’s assertion that this payment was a
nondeductible fine under Code Sec.162(f) and lost. The




Tax Court looked to the statute’s legislative history—and
prior cases interpreting the statute—and found that it was
“designed to penalize defendants for past illegal conduct
and not to compensate injured persons.”® The court
did not review the specif-
ics of Mr. Huff’s payment
(steps 2 and 3), because it
held that the statute was
clearly punitive.

But if a court can't find a
clear statutory purpose (or
if it finds many purposes), it
will likely move to steps 2
and 3 in the hierarchy. These
steps examine the facts and
circumstances of the particular payment at issue and ask
whether this specific payment was punitive or compen-
satory. S&B Restaurant demonstrates this progression. In
S&B Restaurant, the Tax Court had to decide if a certain
section of the Pennsylvania Clean Streams Law was puni-
tive or compensatory.® It first probed the law’s legislative
history (step 1), but this didn’t provide an answer because
the statute was both punitive and compensatory.® The
court then moved to steps 2 and 3, and looked at the
particular circumstances of S&B Restaurant’s payment.®
“IOlur task is to determine which purpose the payments
in question were designed to serve.”** Using this fact-spe-
cific test, the Tax Court found that the payments weren't
punitive, and thus the payments were deductible. Other
Tax Court cases have also used this approach when faced
with a dual-purpose statute.*

H.A. True, Jr. is sort of an outliar, however. In
True, the Tenth Circuit chose not to follow the Tax
Court’s three-step hierarchy when faced with a
dual-purpose statute. After finding both a punitive
and compensatory purpose in the legislative his-
tory, the court didn’t review the specific reasons
why Mr. True paid the fine. Instead, it weighed
the statute’s punitive and remedial purposes to
determine whether the statute “on balance” was
punitive or compensatory.® This balancing ap-
proach ignores steps 2 and 3 in the hierarchy and
just stays with step 1 until it finds an answer (i.e., it
never looks at the facts and circumstances). Stated
differently, the Tenth Circuit’s test in True is this:
If you find two purposes to a statute, don’t look
at the taxpayer’s reason for paying this fine—just
look harder at the statute and pick the legislative
purpose that seems the most important.

On the planning front, there aren’t as many tools with
this Penalty Issue as there are with the prior two issues
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Things can get crazy when lawyers
are negotiating a settlement
in a complex case. The tax
consequences of the payment can
be easily forgotten. Good lawyers
shouldn’t ignore taxes.
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(it's hard to rewrite legislative history). But there are
some tricks to try. First, tax advisors and lawyers should
pay close attention to whether the particular statutes
involved are punitive or compensatory (read the legis-
lative history, review cases
decided under the statute,
etc.). And if the statutes that
the client is sued under are
split (some remedial, some
punitive), try to get just the
punitive claims dropped. If
this is impossible, ask the
government lawyers to at
least to drop the punitive
claims once the parties have
agreed on the payment terms, but before they sign the
settlement agreement. And always try to tie the pay-
ments to the least punitive claims, if possible.

V. LTR 200502041

The most recent guidance on Code Sec. 162(f) is LTR
200502041,% which includes a detailed discussion
of the Allocation Issue and the Penalty Issue. The
basic facts are as follows: A company billed the U.S.
government for unauthorized and unneeded services.
The government found out and threatened legal ac-
tion under the False Claims Act (FCA). After substantial
investigation and negotiation, the company agreed to
make a lump-sum payment in exchange for a total
release from FCA charges. The company was poten-
tially liable under three specific provisions: (1) a small
civil fine; (2) repayment to the government, which was
trebled under the statute; and (3) reimbursement of the
government’s investigation costs.

The IRS ruled that only part of the payment was deduct-
ible (the company had deducted the entire payment). The
analysis focused on two main issues. First, it considered
whether the trebled damages provision was a nondeduct-
ible fine (i.e., the Penalty Issue). The IRS went through all
three steps to determine if this provision was punitive or
compensatory. Itinitially evaluated the FCAs language and
legislative history. It next looked at general nontax cases
interpreting the FCA's multiple damages provisions. The
IRS then reviewed the specific reasons why the company
paid this fine. Lastly, the IRS looked at Talley Industries,
Inc.,® a prior Code Sec. 162(f) case under the FCA.* Based
on all of this, it decided that the treble damages were a
punitive measure and thus nondeductible.

The second big issue analyzed in LTR 200502041
was the allocation of the company’s payment be-
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tween the three classes of FCA claims (i.e., the
Allocation Issue). This was a highly factual question,
in which the IRS scrutinized the details of the par-
ties” negotiations. In particular, the IRS watched the
changes in the parties’ allocation spreadsheet, which
was adjusted as the negotiations progressed. In the
end, the IRS based its allocation decision on the final
pre-settlement allocation spreadsheet.

There are a lot of planning lessons to learn from this rul-
ing, but here are five quick tips from LTR 200502041:
B Always recite that the payment is for com-

pensatory claims. While courts love to say that
substance (not form) governs origin-of-the-claim
cases, it still never hurts to have the form in your
favor. In settlement cases, the form usually means
the settlement agreement. So try to recite in the
settlement agreement that the payment is for the
government’s compensatory claims. Sometimes
the government agency that you're dealing with
will know about this issue, but often they won't (or
won't care because they just want the money).

E Prepare a contemporaneous allocation memo or
spreadsheet. Most tax controversies arise years
after the parties sign the settlement agreement
and pay the money. Thus, courts and the IRS are
skeptical about after-the-fact allocations. Timely
allocation schedules carry more weight. And even
if the taxpayer’s allocations aren’t upheld, they can
at least create a favorable starting point, which may
lead to a good outcome. In LTR 200502041, for
instance, the IRS adopted the parties’ contempo-
raneous allocation memo without change.”

m  Don’trely on a denial of wrongdoing. Taxpayers
making large settlement payments will almost
always deny any wrongdoing (e.g., the securities
industry in the biased-research scandal). The IRS
knows this, and thus doesn’t put much stock in
the taxpayer’s denial—even if it’s in the settle-
ment agreement. This doesn’t mean that taxpayers
shouldn’t deny everything, just know that it won't
help much on the tax side.

® Don't acknowledge that multiple damages apply.
The biggest lesson from LTR 200502041 is that
multiple damages paid to a government are not
deductible.”” (Multiple damages exist when com-
pensatory damages are automatically doubled or
tripled to punish the payer.) This multiple damages
rule seems inconsistent with the fact that taxpayers
can deduct civil punitive damages (after all, punitive
damages aren’t even based on actual compensatory
damages). But that seems to be the law right now,
so tax advisors should try to steer allocations away
from multiple damages paid to a government.

m  Characterize part of the payment as a reimburse-
ment of the government’s investigation costs.
One of the few high points for taxpayers in LTR
200502041 is that the IRS said that payments to
compensate the government for its investigation
costs are deductible (pre-settlement interest and
relator fees were also lumped in).” In the ruling,
however, the IRS said that the taxpayer couldn’t
prove that part of the payment went to these costs,
so it didn’t allow the deductions. But the lesson
remains: Tax advisors should try to allocate part of
the payment to investigation costs (if applicable)
to maximize the client’s deduction.

V1. Conclusion

Things can get crazy when lawyers are negotiating a
settlement in a complex case. The tax consequences
of the payment can be easily forgotten. Good lawyers
shouldn'tignore taxes. Code Sec. 162(f) and the AMT
can rob taxpayers of their deduction, which can dras-
tically alter the client’s after-tax outcome. And while
the true merits of the claims should govern the tax
picture, there are many little things that lawyers and
tax advisors can do to influence how much the client
will ultimately be able to deduct. It’s a disservice to
clients to ignore these tricks—and the client’s tax-
controversy lawyer down the road will thank you
for doing them.
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