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Section 104(a)(2) excludes frominconme “the amount of any damages
(other than punitive danages) received (whether by suit or agreenent and
whet her as | unp suns or as periodic paynents) on account of persona
physical injuries or physical sickness.” (Enmphasis added.) Chad
Chanber | ain, who was severely injured while sw mm ng, recovered
$9, 253,551.58 fromthe state of Louisiana, whose negligence caused the
injuries. O that, $3,791,741.53 was prejudgnent interest. Was the
interest paid to Chad (and his parents) part of the excludabl e damages?
It should be if “on account of” means “as a direct or indirect result
of” (as in “They stayed together on account of the children”), which is
certainly one “ordinary nmeani ng” of that phrase.

State Law Classification vs. Federal Tax Law Realities

The Chanberl ains’ argunent for excluding the interest actually
went beyond one commopn usage of “on account of,” however. Under
applicabl e Louisiana | aw, prejudgnent interest is considered part of the
danmages being paid. It is a hornbook |law half-truth that federal tax |aw
recogni zes the prinmacy of state |law when it comes to creating | ega
interests.' Thus, the Chanberlains, acting on behalf of their disabled
son, were behaving reasonably when they treated the entire $9, 253, 551. 58
as excl udable fromincone under section 104(a)(2) when filing federa
income tax returns. The I RS disagreed with the exclusion of the interest
el ement, however. The Service viewed the prejudgment interest as taxable
interest and assessed over $1 million in income tax deficiencies, which
the Chanberl ains paid. They then sued for a refund.

In Chad A. Chanberlain, et al. v. United States, 286 F. Supp.2d
764, Doc 2003-23889, 2003 TNT 219-13 (E.D. La. 2003), District Court
Judge El don E. Fallon considered the state | aw argunent and rejected it.
He expl ai ned that although “states have the power to create | ega
interests and legal rights, [they] do not have the power to dictate the
federal tax consequences of those interests and rights.” He pointed out
that even though the Fifth Grcuit, in whose jurisdiction Louisiana
falls, had not addressed the taxability of prejudgnent interest in tort
damage cases, the circuits that had addressed it had unanimously held it
taxable. “Both pre- and post-judgnent interest is paid on a tort
judgment to conpensate the injured party for the lost tinme val ue of
noney, not to conpensate the injured party further for the injuries,”
concl uded Judge Fallon. He denied the refund claim

The Fifth Circuit, in Chad A Chanberlain, et al. v. United
States, No. 03-31136, Doc 2005-3443, 2005 TNT 34-7 (5" Cir. 2005),
affirmed. Circuit Judge Patrick E. Higgi nbotham agreed with the district
court that while the matter of prejudgnent interest was one of first
i mpression for the Fifth Circuit, the opinions of other circuits were
consistent in finding that interest taxable. An inportant question, he
bel i eved, was the neaning of the phrase “on account of” as used in
section 104(a)(2). Those words, he said, “do not readily admt of a
preci se and unanbi guous neani ng, and neither the Code nor the rel evant
Treasury Regul ations attenpt to define them” He turned to the Suprene
Court decision in United States v. O G Ilvie, 519 U S. 79, Doc 96-31894,
96 TNT 240-1 (1996) for guidance.

Two Competing Interpretations

In OGlvie, which dealt with punitive damages, the Suprene Court
set forth two conpeting interpretations of the phrase “on account of” as
used in section 104(a)(2):

The other half of that half-truth, however, is that the courts will ignore the forms of transactions,
and the state law property law niceties, and look to substance and total effect when necessary to implement
congressional intent. See, e.g., Commissioner v. P. G. Lake, Inc.,356 U.S. 260 (1958).
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On one linguistic interpretation of those words, that of
petitioners, they require no nore than a “but-for” connection

bet ween “any” damages and a lawsuit for personal injuries. They
thereby bring virtually all personal injury |lawsuit damages within
the scope of the provision, since: “but for the personal injury,
there woul d be no lawsuit, and but for the lawsuit, there would be
no danages.”

On the Government’s alternative interpretation, however, those
words i nmpose a stronger causal connection, neking the provision
applicable only to those personal injury |awsuit damages that were
awar ded by reason of, or because of, the personal injuries. To put
the matter nore specifically, they would make the section

i napplicable to punitive damages, where those dammges “‘are not

conpensation for the injury [but] [i]nstead . . . are private
fines levied by civil juries to punish reprehensible conduct and
to deter its future occurrence.””. . . . [Tlhere is no strong

reason for trying to interpret the statute's | anguage to reach
beyond t hose damages that, making up for a |loss, seek to nake a
vi cti mwhol e, or, speaking very loosely, “return the victins
personal or financial capital.”

Judge Hi ggi nbot ham t hen concl uded t hat:

1. Wiile prejudgnment interest mght have a “but for” connection to
the actual physical injury, it lacks that direct relationship to
the injury that would make it “because of” that injury. “Danages,”
he said, "are not excluded fromtaxation under section 104(a)(2)
solely by virtue of having been awarded in a personal injury
lawsuit.”

2. To be excludable, the damages nust be “conpensatory and
restorative” in nature.

For exanple, an individual’'s physical health is, in itself, an

unt axabl e human “asset.” \Wen that asset is wongfully converted
by a tortfeasor, dammges paid to conpensate an individual for that
harm are exenpt fromtaxation because they serve to repl ace

ot herwi se untaxabl e “human capital.”

3. Prejudgnent interest, however, conpensates for sonething else -
— the lost tine value of the nobney that is being awarded to

repl ace the human capital. |If the danages were paid at the tinme of
the injury, there would be no prejudgnent interest. Thus, that
interest is caused by delay rather than by the injury itself.

Interest on State Indebtedness

The obligation of Louisiana to the Chanberlains, in an interest-
cal cul ati on sense, arose as of the date of Chad Chanberlain’s accident,
accordi ng to Judge Hi ggi nbotham Wy then would it not be excludable as
interest fromthe state of Louisiana? Under section 103(a), interest on
a state bond is excludable fromgross inconme, while under section
103(c) (1), a state bond is “an obligation of a state.” The Chanberl ai ns
did not raise that point, but plaintiffs’ attorneys do sonetines raise
it in discussions of prejudgnent and postjudgnment interest when a
defendant is a state or a subdivision thereof.

Wil e section 103 excludes frominconme any interest on an
obligation of a state, the tax realities are that not all interest paid
by a state or a political subdivision thereof is excludable. Just as
wi th the busi ness purpose doctrine in corporate reorganizations, the
courts have applied a gloss to interest paid by state and | oca
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government units that elinminates sone of it fromsection 103 excl usion
treatnment. For the interest to be excludable fromthe recipient’s

i ncome, the obligation nust have been created in the exercise of the
government al body's borrowi ng power. The rationale for that? The
exclusion for municipal interest was designed to prevent the federa
government frominpinging on the rights of the states to borrow by

i mposi ng taxes on the interest paid by the states (and their
subdivisions). As the court said in United States Trust Co. of New York
v. Anderson, 65 F.2d 575, 578 (2nd Cir. 1933), a property condenmnation
case, “It disregards the whol e purpose of the exenption to apply it to
i nterest upon obligations of a state which it can conpel a citizen to
take in exchange for the fair value of his property.”

Thus, in J. Robert King Jr. et ux. v. Conm ssioner, 77 T.C. 1113
(1981), the issue focused on whether |and purchased by the Trinity River
Authority (TRA) was acquired under TRA's power of eminent domain or
under its power to borrow. “It is undisputed that taxpayers conveyed
their land to TRA under the threat of condemmation,” concluded the
court. “The fact that TRA all owed them and ot her | andowners to elect to
recei ve conpensation on a deferred basis, and thereby to obtain the
addi ti onal tax advantage of installnment reporting, did not convert the
transaction into a voluntary one.” Nor did it prove sufficient to allow
themto exclude fromincone the interest on the installnent obligations
they received.

Wi | e exercise of the power of emnent domain is a far renmove from
negl i gence that causes personal injury, both have one attribute in
conmon: Neither can be said to be an exercise of the governnental body’s
power to borrow. Thus, the Chanberlains had no basis for even claimng
that the prejudgnent interest was excludabl e under section 103.

Settlements Without Prejudgment Interest

Most personal injury cases are ultimately settled -— sonetines
without trial, sonmetines during trial, or even sonetines while an appea
is pending. Once the taxability of prejudgnent interest is understood,
the next question to arise is usually, How can we word the fina
settl enment docunents so that prejudgnent interest is not a problen? The
idea is that when the defendant in the case will suffer no tax detrinent
because the damages are either as fully deductible as the interest or
are equal ly nondeductible, the labels will matter only to the plaintiff.
Because a settlement is being reached, the total amount is the
defendant’s only concern.?’

That, however, is a tricky tax trail to take. The | eading
authority supporting exclusion of the total settlenment wherein a
settl enment agreenent set forth that the agreed anbunt was to be paid
“without costs and interest” is Frank L. MShane, et al. v.
Conmi ssioner, T.C. Menp. 1987-151, 87 TNT 54-41. Tax Court Judge Perry
Shields there dealt with four taxpayers injured in 1971 by a gas
expl osion and ensuing fire at their construction job site in a railroad
yard. They filed suits against the gas conpany, the railroad, and the
contractor.

The |l awsuits were successful and the jury awarded M:Shane $830, 000
and the other three an aggregate of $445,000, a total of $1, 275, 000.
Those anmpbunts were for damages al one and did not include prejudgnment
interest, to which the defendants were entitled under state | aw. The
def endants appeal ed and initiated settlenment discussions. Because that
was the first Massachusetts personal injury case ever to award nore than

?But see Robert W. Wood, “ Defendants in Litigation Should Worry About Nondeductible
Settlement Payments,” Doc 2005-3447, 2005 TNT 35-33.
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$1 mllion, the parties were concerned that the appeals court would
remand for a newtrial. Before any appellate briefs were filed, the
parties arrived at a settlenent. MShane would get $1, 001, 032 and the
ot her three an aggregate of $528,102, for a total settlenent of
$1,529,134, or $254,134 nore than the judgment.

At the insistence of the gas conpany defendant, all of the
settlenments were to be paid as lunp suns “without costs and interest.” A
nmeno fromthe gas conpany files showed a cal culation that started with
the total jury verdict of $1,275,6000, added statutory interest to an
arbitrarily chosen date, and then took a 5 percent discount. The
taxpayers reported no incone as a result of the anmpunts they received.
The I RS, however, seized on the evidence that showed the settl enent
amount was the product of a calculation that included interest, and
found a tax deficiency as a result of failure to report that interest.

Settlement Agreement Language vs. Settlement Memo Calculation

Judge Shields thus faced the dilenmma of a taxpayer argument,
supported by the settlenent agreenment, that the settlenment contained no
el ement of interest; and an I RS argunent, supported by the settlenment
menor andum from the princi pal defendant’s files, that the settl enent
amounts had been arrived at by taking into account an interest el enent.
As a starting point, Judge Shields expressed agreenent with a basic
pl ank in the taxpayers’ argunent:

Petitioners argue that prior to their settlenents there was no
fixed i ndebtedness upon which to conpute interest since there were
no existing unconditional enforceable obligations to pay a
principal sum W agree. [Citations omtted.] Such obligations
woul d only exist if and when a final decision was rendered.

W thout such a final decision, we nust carefully reviewthe

settl enment agreenents and all other evidence in the record in
order to determ ne whether the paynments ultimately received

i ncl uded interest.

After making that review, Judge Shields noted that:

1. At the insistence of the principal defendant, the agreenents
clearly provided that the settlements were to be paid “w thout
costs and interest.”

2. The attorneys for the parties all testified that no interest
was intended in the settlenent.

3. McShane, his attorneys, and the gas conpany attorneys al
“uniformy testified in an honest and forthright manner that the
tax consequences of the settlenents were never considered in the
negoti ations, but instead the settlenent anmpunts were arrived at
solely froma consideration by each party of the risks it would be
subj ected to by continuing the appeal.”

What about the menorandum expl ai ning that the anobunt of the
settlenment was the amount of the jury verdict plus statutory interest
less a 5 percent discount? That was written by a gas conpany cl ai ns
attorney not involved in the settlenent discussions, was witten after
the fact, and was witten to justify the decision to pay nore than the
amounts in the jury verdict. Judge Shields therefore concluded that the
menor andum was “not persuasive” and that the IRS' s “reliance upon the
menorandum as a basis for determning that the settlenents included
interest is in error.”

Evaluating McShane
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The facts in McShane, as brought out at trial, were considerably
different fromthe situation in which it’s the injured party that
insists that the settlenent |anguage read “w thout costs and interest”
and the defendant is indifferent. In McShane, the defendants insisted on
the “without costs and interest” |anguage. W have heard it specul ated
that they intended thereby to mnimze problens with their insurance
carrier. \Whatever the reason for the facts, the evidence in MShane
i ndicated that the settlenment | anguage was neither taxpayer-initiated
nor tax-notivated.

Contrast MShane with Del aney v. Comm ssioner, T.C Menp. 1995-
378, Doc 95-7782, 95 TNT 155-8, aff’'d 99 F.3d 20, Doc 96-29336, 96 TNT
216-11 (1% Cir. 1996). The Del aney case also involved a tort action, a
jury verdict for the plaintiffs for $287,000, and an appeal. During the
pendency of the appeal, the parties entered into an agreenent settling
the case for $250,000 “w thout costs or interest” and without regard to
the tax consequences.

The original judgnment of $287,000, unlike the jury verdicts in
McShane, included prejudgment interest ($112,000). Tax Court Judge
Thomas Vel ls explained that i n McShane, “our decision was based on the
express |l anguage in the settlement agreements that payments were made
‘W thout costs and interest’ as well as other evidence in the record
whi ch established that the inclusion of the |anguage in the settlenent
agreenments was the result of bona fide armi s |length negotiations.”

In the Del aney case, the jury award of $287,000 included $112, 000
in statutory prejudgnent interest. In Delaney, the record, said Judge
Wells, “is devoid of evidence that the [no interest] provision of the
stipulation was the product of arms |ength negotiati ons between the
parties.” He added that “the only evidence in the record is that the
parties did not discuss the tax inplications of such aspect of the
stipulation.” Judge Wells therefore concluded that the taxpayers had
failed to carry their burden of proof “that there was no interest
conponent to the settlenent.”

So yes, there is support for the proposition that a settl enent
agreenment that stipulates there is no interest in or on the settlenent
can be effective. However, that is a facts-and-circunstances thing, and
judges are apt to be understandably skeptical when the “no interest”
settlenment conmes after a court verdict that explicitly, or as a matter
of law, includes prejudgnent interest.

Structured Settlements

We have heard it argued that settlements providing for periodic
paynments and containing no explicit interest conponent are also an
ef fective way of avoiding the problemof prejudgnment interest. No case
has ever dealt squarely with a fact situation in which a state | aw
mandat ed prejudgment interest and a case was settled on a structured
settlenent basis after a court had reached a judgnment and pending
appeal. In fact, the only potentially rel evant nention of structured
settl enents that we have encountered is in Brabson v. United States, 73
F.3d 1040, Doc 96-3551, 96 TNT 25-24 (10" Cir. 1996). In a footnote,
that decision, which found prejudgnent interest under Col orado | aw
taxable as interest, conmmented that:

Taxpayers argue that the 1982 Periodi c Paynment Settlenent Act
(“PPSA’) . . . evidences legislative intent that tine val ue of
noney consi derations were not to be treated separately under
Section(s) 104(a)(2). The PPSA amended Section(s) 104(a)(2) and
provided that a victimof personal injuries who received damages
in periodic paynents rather than a |l unp sum coul d excl ude the
entire periodic paynent from gross incone.
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We are not convinced that the PPSA, which applies solely to
peri odi ¢ paynments, sheds |ight on whether Congress intended to exclude
prej udgnent interest under section 104(a)(2). There is nothing in the
act or in the revenue rulings thenselves that indicates a genera
congressional or admnistrative position toward the exclusion of
prejudgnment interest. |Indeed, given the difficult task of
differentiating interest and damages in the context of periodic
payments, it is probable that the driving force behind the act was a
concern for admnistrative conveni ence.

The taxpayer argunent did not convince the court in Brabson, which
did not involve a structured settlement, nerely an unsuccessful attenpt
to piggyback on the existence of the provision to show that Congress did
not want interest considerations reflected in the tax anal ysis of
personal injury awards. The taxpayer will have a better chance in court
with a structured settlenent than with a lunp sumsettlenment in a
jurisdiction where prejudgnent interest is part of the statutes.

Conclusion

Since the Tax Court deci ded Kovacs v. Comm ssioner, 100 T.C. 124,
Doc 93-2636, 93 TNT 45-22 (1993), it has taken the position that
prejudgnent interest was fully taxable. Al of the appeals courts that
have consi dered the question have agreed. Less settled is the effect of
settl enment agreenents stipulating that there is no interest elenent in
the settlenment anpbunt. Cases since M:Shane have general |y distinguished
their facts fromthe MShane facts. If a “no interest” court decision is
the product of a bona fide adversary proceedi ng, of course, both the IRS
and the courts will give it sone weight without treating it as
concl usi ve.

The tax practitioner faces a problemin that situation. If asked
to advise the plaintiff’'s attorney as to what needs to be done to
mnimze the plaintiff’s income tax liability in docunenting the
settlenment of a personal injury suit, the possible answer m ght be to
provide a sunmary of the McShane facts and the Del aney facts and explain
that docunmenting the facts that bring the settlenent closer to MShane
shoul d optim ze the taxpayer situation. The ethical probleminvolved, of
course, is that even providing that answer seens an invitation to
manuf act ure supporting evidence, as in the formof self-serving | anguage
in the final settlenment agreenent, that will not be supportable if the
parties involved in the settlenment testify truthfully at any subsequent
tax trial. A structured settlenent is less likely to be attacked by the
IRS, although the IRS could still challenge a structured settlenent of a
princi pal amount that by |aw included prejudgnment interest.

When the tax practitioner gets involved early in the settlenent
process, paradoxically that very involvenment might |ater be used agai nst
the taxpayer as evidence that tax considerations were a part of the |unp
sum settlenment | anguage finally agreed to. It will be seldomthat
“without interest” |anguage will be insisted on by the defendant, as
happened in McShane. Thus, the successful personal injury plaintiff
entering into a settlenent needs to be advised that a “no interest”
provision in the settlenent agreement is unlikely to prevent the IRS
fromasserting that there is an interest conponent that will be subject
to income tax.

Dependi ng on the specific facts and the tax practitioner’s
evaluation of themin the light of the case | aw, of course, excluding
the interest elenent in a “no interest” lunp sumsettlenent may be
nonfrivol ous, thus allowi ng the practitioner to prepare a return taking
that position if there is full disclosure (Form8275). Unless the facts
cone close to McShane, however, it is unlikely that there would be
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“reasonabl e basis” sufficient for even the Form 8275 to insulate the
taxpayer from a possi bl e accuracy-rel ated penalty.
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