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Confidentiality Clause Can Be Costly In Physical Injury Settlement
(2005) — Next time you are considering the inclusion of a confidentiality covenant in a settlement agreement in a physical injury case, be aware of the potential adverse tax consequences.

The Tax Court held in Amos v. Commissioner, T.C. Memo 2003-329, that a major portion of the settlement amount paid by Dennis Rodman of the National Basketball Association’s Chicago Bulls to a courtside television cameraman to keep the terms quiet should be allocated to taxable damages.

During a professional basketball game on January 15, 1997, between the Bulls and the Minnesota Timberwolves, Rodman landed on a group of photographers, twisting his own ankle and causing minor physical injuries to Eugene Amos, who was operating a handheld TV camera.  Amos’ injuries were compounded when Rodman kicked him in the groin. Amos was taken by ambulance to a hospital, treated, and released. At the hospital he complained of pain and was limping noticeably. Amos also filed a police report alleging assault. The parties entered into a “Confidential Settlement Agreement and Release” providing a lump sum payment of $200,000 to Amos and containing extensive provisions for the benefit of Rodman. 

For the amount he received, Amos was not to defame Rodman, disclose the existence or the terms of the settlement agreement, publicize facts relating to the incident, or assist in any criminal prosecution against Rodman with respect to the incident. Amos excluded the entire $200,000 from his 1997 taxable income on the basis that his damages arose from a physical injury. There is little question that the confidentiality provision in this case was solely for Rodman's benefit and not the plaintiff's. The IRS, after audit, attempted to tax all but one dollar of the $200,000 confidential settlement amount, contending that the settlement was really all about confidentiality to settle a nuisance claim and not about any true injury. The IRS allocation to taxable damages was challenged by Amos in Tax Court, which sided with the IRS, but reduced the taxable damage allocation from nearly 100 percent to 20 percent, finding that the total amount of the settlement was too high to be exclusively for actual physical injuries sustained, but recognizing that physical injuries were a “dominant reason” for the recovery. 

Ironically, the confidential settlement terms were included in the Tax Court ruling, a public document, which negated any value Rodman received for the covenant with Amos not to disclose them, the value of the covenant being the subject of the tax controversy. 

Section 61 of the Internal Revenue Code (“Code”) provides that all income, from whatever source derived, is included in the taxpayer's gross income unless otherwise excluded. The origin-of-the-claim rule comes from the legislative history of the Small Business Job Protection Act of 1996, which amended Code section 104(a)(2) to narrow the exclusion for personal injury or sickness by inserting the word "physical" before both injury and sickness and specifically removing punitive damages from the exclusion from gross income (making them taxable). The origin-of-the-claim rule is: 

"If an action has its origin in a physical injury or physical sickness, then ALL [emphasis supplied] damages (other than punitive damages) that flow therefrom are treated as payments received on account of physical injury or physical sickness whether or not the recipient of the damages is the injured party. For example, damages (other than punitive damages) received by an individual on account of a claim for loss of consortium due to the physical injury or physical sickness of such individual’s spouse are excludable from gross income."

H.R. Rep. No. 104-586, at 1 (1996).

One can only speculate as to why the IRS challenged the tax exclusion in the Amos case. In November 2000, the IRS embarked on a Market Segment Specialization Program, with "Lawsuit Awards and Settlements" as one area of focus. This publication to IRS field agents, which was revised in January 2003, targets damage payments from lawsuit verdicts and settlements that otherwise "fall through the gap of unreported income." Here was a highly publicized case involving a highly paid sports celebrity with a "bad boy" image. Perhaps the IRS saw this as an unwarranted lawsuit by an opportunist against a rich sports star and chose the case as an opportunity to apply its own brand of social justice.

The taxable damage allocation against Amos appears to be in conflict with the origin-of-the-claim rule, since Tax Court concedes that Amos suffered a personal physical injury. Code section 104(a)(2) does not specify the severity of the physical injury necessary to qualify for the exclusion of “all damages.” Nevertheless, the IRS now has a decision it can point to in allocating portions of other damage amounts to taxable damages. Thus, the 2003 Amos opinion judicially narrows the scope of the origin-of-the-claim rule expressed by Congress.

An unresolved question posed by Amos is whether the IRS would still attempt to tax the damages if the confidentiality clause were exclusively for the benefit of the plaintiff, rather than the defendant, or if the benefits were mutual. If exclusively for the plaintiff’s benefit, it can be argued that no money from the defendant was paid to keep the settlement terms quiet. It is also unclear in view of the Amos ruling whether the IRS would make an unfavorable allocation to taxable damages if the confidentiality clause is beneficial to both the defendant and the plaintiff. There would be an argument that the mutual benefits of confidentiality are offsetting, leaving all cash payments—present and future—as compensation for physical injury or physical sickness. It may be prudent, therefore, to stipulate in the settlement agreement or ask the court to order that confidentiality is mutually beneficial and no part of any payment to the plaintiff is for the confidentiality covenant. 

The IRS has successfully challenged the allocations of other settlements. In Barnes v. Commissioner, T.C. Memo 1997-25, for example, punitive damages had been mentioned in the pleadings and the plaintiff’s attorney also referred in the negotiations to the “likelihood” of there being punitive damages. The settlement agreement did not include any specific allocation of damages. The IRS allocated half of the damages to taxable punitive damages, the remaining half to excludable personal injury damages.

While neither Amos nor Barnes had structured their payments, the implications for structured settlements are clear: If there is any doubt that the damages are excludable from gross income under IRC § 104(a)(1) or (2), the amount in doubt should not be used to fund periodic payments under a “qualified assignment,” as section 130(c)(2)(D) requires the payments to be excludable under section 104(a)(1) or (2). Qualified assignments typically have an invalidating provision if the obligation is later determined not to be assignable, usually causing the annuity ownership to revert to the assignor or be transferred to the claimant, according to the terms of the qualified assignment contract.

In light of the Amos decision, the potential tax risk due to the inclusion of a confidentiality clause in any settlement agreement should be brought to the attention of the settling plaintiff, if the damages are otherwise excludable from gross income under IRC section 104(a)(2). Perhaps the inclusion of a confidentiality covenant for the sole benefit of the defendant should be an additional bargaining chip during settlement negotiations. Amos demonstrates that a confidentiality clause has a definable value, separate from the damage compensation. A better solution might be to have the settlement terms reflect that both sides share in the benefits and burdens of maintaining confidentiality.

Settling claimants should seek professional tax advice in such instances. ■
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