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IRS Revises Guidelines for Auditing Damage Payments
(2003-2) — The Internal Revenue Service has expanded its audit guidelines for “Lawsuit Awards and Settlements” under its Market Segment Specialization Program (MSSP).

The 32-page publication, issued in January 2003 to IRS field agents, targets damage payments from lawsuit verdicts and settlements that otherwise “fall through the gap of unreported income.”

In addition to the usual sources of information, such as newspaper articles on judgments or settlements and court filings, the new guidelines suggest use of third-party contacts such as defendants or insurers who may have paid the damages. The IRS agent is authorized to send a “third-party letter” or issue a summons to obtain information to aid in their investigations, including a “John Doe” summons, which is defined in 26 U.S.C. § 7609(f) as “any summons which does not identify the person with respect to whose liability the summons is issued.” A “John Doe” summons requires court approval.

While there is no indication that structured settlements will be targeted any differently than lump sum verdicts or cash settlements, there is clearly an opportunity for the IRS to look for taxable punitive damages. This is where the drafting of the settlement agreement becomes critically important.

The IRS traditionally has given most weight to the complaint. If punitive damages were alleged when the lawsuit was filed, and the settlement agreement is silent on punitive damages, the IRS can presumptively assign an allocation of punitive damages to part of every payment. The burden is on the taxpayer to prove otherwise. See Barnes v. Commissioner, T.C. Memo 1997-25. ■
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