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Photographer injured by NBA star loses tax fight
 

(2004-1) — The Tax Court has reallocated 40 percent of damages recovered in a physical injury case involving a high profile National Basketball Association player because it considered the dollar amount of the settlement to be inconsistent with the extent of the injuries. The 40 percent re-allocated as taxable damages, according to the Tax Court, was the value to Dennis Rodman, then of the Chicago Bulls, for the covenant of confidentiality contained in the settlement agreement. See Amos v. Commissioner, 86 T.C.M. (CCH) 663 (2003); 2003 Tax Ct. Memo LEXIS 330, filed December 1, 2003.

During a professional basketball game on January 15, 1997, between the Chicago Bulls and the Minnesota Timberwolves, Rodman landed on a group of photographers, causing minor physical injuries to photographer Eugene Amos which were compounded when Rodman kicked Amos in the groin. The parties entered into a “Confidential Settlement Agreement and Release” providing a lump sum payment of $200,000 to the photographer and containing extensive confidentiality provisions for the benefit of Rodman, including disclosure of the amount paid to Amos. 

The Internal Revenue Service had sent a notice of deficiency to Amos based on all but one dollar being taxable damages. The Tax Court was more sympathetic to Amos, allowing an exclusion of $120,000 from his gross income for his injuries, but still reallocated $80,000 of the $200,000 as taxable compensation for the confidentiality aspect of the settlement, asserting that the total amount of the settlement was too high to be exclusively for actual physical injuries sustained. 
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. 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.
The IRS has successfully challenged the allocations of other settlements. In Barnes v. Commissioner, 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. See Barnes v. Commissioner, 73 T.C.M. (CCH) 1754, 1756 (1997). 
The IRS actively looks for large damage awards, issuing published audit guidelines to its field agents for “Lawsuit Awards and Settlements” under its Market Segment Specialization Program. The 32-page publication issued in January 2003 targets damage payments from lawsuit verdicts and settlements that otherwise “fall through the gap of unreported income.” There is no indication that structured settlements are being targeted specifically.
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 the claimant, according to the terms of the qualified assignment contract.
If all or some of the recovery is excluded and the allocation justifiable and clearly defined at arm’s length between adverse parties, and not simply an accommodation to one party for tax purposes, the excluded portion may be used to fund periodic payments under a qualified assignment. If there is doubt as to whether the amount to fund periodic payments is excluded from gross income, an alternative method of assigning the periodic payment obligation might be considered. Reinsurance assumption agreements or offshore assignments are such alternatives.
Settling claimants should seek professional tax advice in such instances. ■
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