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Wal-Mart Stores East, Inc. v. Hinton
An Important Decision on Forced Combination in North Carolina

By Charles B. Neely Jr., Nancy S. Rendleman & Robert W. Shaw

North Carolina is a separate entity filing
state, in which each corporation of an affili-
ated group files its own corporate income tax
return.

Wal-Mart Stores East, Inc. v. Hinton,
676 S.E.2d 634, No. COA08-450 (N.C.
App. May 19, 2009) consolidated with a
companion case, Sam’s East, Inc. v. Hinton,
676 S.E.2d 654, No. COA08-453 (N.C.
App. May 19, 2009), is the first reported
decision construing the Secretary of
Revenue’s authority to combine affiliated
entities under North Carolina’s forced com-
bination statute, N.C. Gen. Stat. § 105-
130.6. The Court of Appeals held that the
Secretary of Revenue (“Secretary”) had statu-
tory authority to combine three Wal-Mart
entities under N.C. Gen. Stat. § 105-130.6
and rejected Wal-Mart’s constitutional
defenses. In doing so, it departed from ratio-
nales used for forced combination cases in
other states and based its decision regarding
the amount of income of a multistate taxpay-
er that is properly attributable to North
Carolina on a theory not argued by either
the Secretary or Wal-Mart in their briefs or
at oral argument.

The facts of the case. 
Wal-Mart reorganized in 1996, creating a

corporate structure in which certain of Wal-
Mart’s retail properties located in North
Carolina, as well as in other states, were
transferred to Wal-Mart Real Estate Business
Trust, a captive real estate investment trust
(the “REIT”), by a master deed. The REIT
leased those properties to an operating com-
pany, Wal-Mart Stores East, Inc., which was
the plaintiff in the case. Wal-Mart Stores
East, Inc. paid 2.5% of gross sales as rent on
a monthly basis, which generated a deduc-
tion for rent paid to the REIT. The REIT
paid virtually all of its income on a quarterly
basis to Wal-Mart Property Company, which
owned 99% of its shares, as a dividend and
deducted the dividends paid on its North
Carolina corporate income tax returns. Wal-
Mart Property Company in turn paid divi-
dends to Wal-Mart Stores, East, Inc., which
categorized these dividends as non-business
income. The Court of Appeals stated that
Wal-Mart Stores East, Inc. characterized the
dividends as non-business income. The
superior court opinion stated that these div-
idends were classified as non-business in
1999-2001 and “dividends received” in
2002.

This reorganization, in the opinion of the
Court of Appeals, resulted in “reclassifica-
tion” of income of Wal-Mart Stores East,
Inc. as “non-business” or “non-apportion-
able.” The net effect of the reorganization
was to create a deduction for Wal-Mart
Stores East, Inc. for rent paid, but the rental
income was not subject to tax by virtue of its
passage through the REIT to Wal-Mart
Property Company, a Delaware corporation
that did not do business in North Carolina,
and then by dividend to Wal-Mart Stores

East, Inc. without being included in State
net income.

Wal-Mart Stores East, Inc. and the REIT
filed separate North Carolina corporate
income tax returns, pursuant to North
Carolina’s separate filing regime. Wal-Mart
Property Company did not file North
Carolina corporate income tax returns dur-
ing the audit period.

After the reorganization, neither Wal-
Mart Property Company nor the REIT had
employees or managerial responsibility. Wal-
Mart Stores, Inc. (the parent corporation)
transferred the retail properties to the REIT
by a master deed that was not recorded and
which did not give descriptions of the prop-
erties that were transferred. Wal-Mart Stores,
Inc., the parent, continued to have opera-
tional responsibilities for the retail stores and
handled all purchasing functions. According
to the trial court, “the Restructuring had no
appreciable impact on the daily management
or operations of Wal-Mart Stores, Inc., nor
did it affect [Wal-Mart Stores, Inc.’s] federal
tax positions.” (Attachment to Order on
Summary Judgment ¶ 22 (emphasis in orig-
inal).)

The Secretary, after an audit, determined
that Wal-Mart Stores East, Inc., Wal-Mart
Property Company, and the REIT should be
combined, which substantially increased the
tax liability of the Wal-Mart group. The
Secretary based his authority to combine on
N.C. Gen. Stat. §§ 105-130.6, 105-130.15,
and 105-130.16. The Secretary required the
filing of a combined return for the three
entities, and Wal-Mart Stores East, Inc.’s
court filings indicated that it complied with
this request. Wal-Mart Stores East, Inc.
(hereinafter “Wal-Mart”) paid the assessed
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additional tax and sued for a refund under
N.C. Gen. Stat. § 105-267.

The Superior Court’s Decision.
Wal-Mart’s action in Wake County

Superior Court demanded a refund of
approximately $30 million. The parties filed
cross-motions for summary judgment.
Special Superior Court Judge Clarence
Horton, in an order entered on January 4,
2008, granted summary judgment in favor
of the Secretary of Revenue as to all claims.

The Superior Court disagreed with virtu-
ally every argument that Wal-Mart presented
to the court. It held that the Secretary had
broad authority to combine tax returns and
assess penalties in a forced combination. The
court expressed particular concern about the
circular flows of funds in Wal-Mart’s corpo-
rate arrangement, that the 1996 restructur-
ing did not affect either daily operations or
federal tax positions, and that the parent
controlled all aspects of inter-corporate
transactions and real estate management. In
short, the court viewed the REIT and Wal-

Mart Property Company as having no eco-
nomic substance and that these entities were
created pursuant to a “local tax reduction
strategy.”

Wal-Mart contended that the 
Secretary does not have statutory 
authority to require combination of 
affiliated entities where there is fair 
transfer pricing. 
In its appeal before the North Carolina

Court of Appeals, Wal-Mart’s principal
statutory argument was that N.C. Gen. Stat.
§ 105-130.6 allows combination of affiliated
corporations by the Secretary “only when he
finds that there were inter-company pay-
ments in excess of fair value, but otherwise
disallows forced combination.” Wal-Mart,
676 S.E.2d at 642 (emphasis in original). The
statute is as follows, in relevant part:

The net income of a corporation doing 
business in this State that is a parent, 
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The Chair’s Comments
A Word from Rick Graves

Happy New Year!
What interesting times
in which we live.  Let me
see . . . Scott Brown, a
guy who was named
Cosmopolitan’s sexiest
bachelor (and posed
nude for the magazine),
comes out of nowhere
and 30 points down to be elected to replace
Ted Kennedy as a Massachusetts Senator.  By
doing so, he has likely replaced President’s
Obama’s political science professors at
Columbia University as having the most
impact on this country’s near term tax poli-
cy.  With Republicans believing that the
public is behind them (probably a stretch)
and Democrats believing that they are about
to be lynched by their constituents back
home (probably dead on the money), the
legislation of tax law this year should be fun
to watch.  The several tax provisions in the
health care bill are probably back on the
drawing board.  The expiration of the estate
tax and the return of carryover basis was all
but ignored last year in the sucking black
hole that was “health care reform.”  Who
knows what will happen there.  I am not
aware of anyone that thinks carry-over basis

is a great idea, although it has probably got-
ten some favorable glances from any CPA
looking to put a child through college in the
next decade.  There are a myriad of tax items
that expire in 2010 but the biggest ones are
probably the lower individual and capital
gains rates that were part of the Tax Relief
Act of 2001 (shortened title).
Unfortunately, inaction will result in these
higher tax rates and inaction might well be
the order of the day in Washington DC for
2010.

Closer to home, the North Carolina
Court of Appeals decided Wal-Mart Stores
East, Inc v. Hinton and proved once again
why judges should not be elected.  (Yes, I am
still bitter about the Downs case I lost sever-
al years ago because the esteemed justices
seemed to struggle with the concept of fair
market value).  This issue contains a very
informative review of the Wal-Mart case
(and the authors are slightly more scholarly
in expressing their doubts as to the quality of
jurisprudence this case represents).  Also in
this issue is a good summary of taxation of
settlement and judgments.  This article by
Jared Mobley is the best I have seen in clear-
ly explaining the traps and planning oppor-
tunities that exist in this area.  Armed with

this article you will be able to attend your
local bar association meeting and show the
litigators that tax lawyers are relevant to the
practice of law at courthouses everywhere
(really, it could work). And finally, the North
Carolina Department of Revenue has given
us official answers to some of the questions
posed to them at the Tax Section Council
Meeting in August of 2009.  We appreciate
the NCDOR taking the time to give com-
pete answers to questions posed in a form
that could be published in our newsletter.  

Also closer to home, state Senate and
House members have been meeting regard-
ing revenue laws for the upcoming short ses-
sion.  It was widely believed, based on rheto-
ric on both sides of the isle and in both hous-
es last summer, that these meetings would
address, and even propose, some significant
tax reform.  However, with most of those
meetings concluded, one would think that
sales tax is the only tax North Carolina has
and that “fixing” the sales tax is the cure for
all fiscal woes.  It should be an interesting
year in Raleigh as well.  However, I will not
be commenting on them in a public forum
because Mike Wilson will be your new and
capable chair (unless Jay Leno decides he
wants this job as well). 

Rick Graves
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subsidiary, or affiliate of another 
corporation shall be determined by 
eliminating all payments to or charges by 
the parent, subsidiary, or affiliated 
corporation in excess of fair 
compensation in all inter-company 
transactions of any kind whatsoever. If 
the Secretary finds as a fact that a report 
by a corporation does not disclose the 
true earnings of the corporation on its 
business carried on in this State, the 
Secretary may require the corporation to 
file a consolidated return of the entire 
operations of the parent corporation and 
of its subsidiaries and affiliates, including 
its own operations and income. The 
Secretary shall determine the true amount 
of net income earned by such corporation 
in this State. The combined net income 
of the corporation and of its parent, 
subsidiaries, and affiliates shall be 
apportioned to this State by use of the 
applicable apportionment formula 
required to be used by the corporation 
under G.S. 105-130.4.

Wal-Mart contended that the first sen-
tence of N.C. Gen. Stat. § 105-130.6 must
be construed as a limit on the authority
granted to the Secretary in the second sen-
tence. Specifically, Wal-Mart argued that
“true earnings” must be defined as “what the
taxpayer’s income would be if it had no affil-
iates and dealt with all parties on an arm’s
length basis.” Wal-Mart, 676 S.E.2d at 642.

The Court of Appeals disagreed, holding
that the plain meaning of the statute sup-
ported the Secretary’s position that his
authority is not limited to circumstances in
which affiliates have not dealt with each
other using arm’s length pricing of goods and
services. See Wal-Mart, 676 S.E.2d at 644.
In this holding, its rationale was similar to
the rationale of the Superior Court.

The opinion of the Court of Appeals
went further, however, stating in its analysis
of the standard in the forced combination
statute that, “[i]f the Secretary finds as a fact
that a report by a corporation does not dis-
close the true earnings of the corporation on
its business carried on in this State, the
Secretary may require the corporation to file
a consolidated return of the entire operations
of the parent corporation and of its sub-
sidiaries and affiliates, including its own
operations and income.” N.C. Gen. Stat §

105-130.6. The court “reject[ed] plaintiff ’s
proposed definition of true earnings” (Wal-
Mart, 676 S.E.2d at 642) as “too narrow”
(Id. at 643). In reaching its conclusion, the
court made the following assertion:

The essential meaning of the phrase “true 
earnings” refers to the limit on state 
taxation found in the United States 
Constitution. However, there are two 
very different methods for calculating
true earnings: First, if the intrastate 
activities of an entity amount to a discrete 
business enterprise, the net income of 
that discrete business enterprise 
represents the true earnings in the State. 
However, if the entire enterprise is a 
unitary business, true earnings in the 
State may be calculated by apportioning 
the earnings of the entire enterprise on 
the basis of sales and other indicia of 
activity in the State. Id. (emphasis in 
original).

The court cited Allied-Signal, Inc. v.
Director, Division of Taxation, 504 U.S.
768 (1992), in support of its conclusion that
“‘true earnings’ refers to the limit on state
taxation found in the United States
Constitution.” Wal-Mart, 676 S.E.2d at
643. It also cited Mobil Oil Corp. v.
Commissioner of Taxes, 445 U.S. 426
(1980), stating that the opinion supports the
Secretary’s interpretation of N.C. Gen. Stat.
§ 105-130.6. Id. at 643.

The court’s citation of Allied-Signal and
Mobil Oil is curious. The issue decided in
both of those U.S. Supreme Court cases was
whether the state exceeded constitutional
limits by including certain income items in
apportionable income. The cases did not
concern whether inclusion of the income
item was necessary in order to determine the
“fair” income for the state, and the cases
made no mention of the term “true earn-
ings.” In fact, the court in Mobil Oil specif-
ically said that it was not addressing whether
the application of Vermont’s apportionment
formula produced a “fair attribution” of cer-
tain dividend income to the state, but was
addressing only whether including that
income was precluded by the Constitution.
Mobil Oil, 445 U.S. at 434-35. Moreover,
neither party cited Mobil Oil, or Allied-
Signal, in their briefs, and the Secretary’s
interpretation of N.C. Gen. Stat. § 105-

130.6 in its brief did not bear much resem-
blance to the court’s interpretation of the
statute quoted above.

The Wal-Mart court was plainly con-
cerned with Wal-Mart’s reclassification of
apportionable income as non-business or
non-apportionable income. The court stated
that Wal-Mart had tried to reclassify appor-
tionable rental income, evidently of the
REIT, as non-apportionable dividend
income of the parent taxpayer. “[W]here, as
here, the taxpayer attempts to reclassify
income as non-business or non-apportion-
able, the reclassification has the potential to
distort true earnings in North Carolina even
if all inter-company transactions are
accounted for at arm’s length, or fair value,
prices.” Wal-Mart, 676 S.E.2d at 643. The
Wal-Mart court was also concerned that,
although the REIT earned a large amount of
income (e.g., $1,208,178,874 in total net
income for 1998), its pre-apportioned net
taxable income was only $347,805 as a result
of the deduction for dividends paid to an
affiliated entity (see Wal-Mart, 676 S.E.2d at
640), resulting in only $786 in corporate
income tax paid to North Carolina (see Wal-
Mart, 676 S.E.2d at 640).

The scope of the holding of the Court of
Appeals is unclear. One might read the
court’s holding that “[t]he essential meaning
of the phrase ‘true earnings’ refers to the
limit on state taxation found in the United
States Constitution” as a blanket authoriza-
tion for the Secretary to require combination
of affiliated taxpayers to the extent that such
combination is allowable under U.S.
Supreme Court cases decided under the
Commerce Clause and the Due Process
Clause. The logical implication of such a
theory would be that failure to combine uni-
tary groups would necessarily result in North
Carolina not taxing the “true earnings” of
corporations doing business in the state, if
“apportionable income” under the
Commerce Clause and Due Process Clause
were synonymous with “true earnings” in
N.C. Gen. Stat. § 105-130.6. This would be
despite the clear requirement of North
Carolina law that separate entities file sepa-
rate returns. N.C. Gen. Stat. § 105-130.14.

If Wal-Mart were read to have such a
broad holding, it would extend far beyond
the issues before the court in the case, as well
as the purpose of the statute. There is little
reason to believe that the General Assembly

Wal-Mart from page 2
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had such a definition of “true earnings” in
mind when the predecessor to N.C. Gen.
Stat. § 105-130.6 was enacted in 1941.
North Carolina was then, and is now, a sep-
arate filing state, and federal Commerce
Clause jurisprudence from the time period,
as well as today, does not per se equate
“apportionable income” with a “fair attribu-
tion” of income earned in a state, as noted
above.

If the Wal-Mart court held that “true
earnings” means the “apportionable income”
of a unitary group, then the legislative
requirement that North Carolina is a sepa-
rate filing state would be effectively over-
ruled from the bench. The Secretary would
be allowed to require combined reporting for
any unitary group in its unbridled discretion,
with the attendant ability to pursue combi-
nation remedies when the tax bill increases
but not impose forced combination when
the result would lower tax liability. It does
not seem likely that the court would have
intended such a result.

Other statements in the Wal-Mart opin-
ion call into question the proposition that
the court intended that the Secretary could
require combination in all cases involving
multiple corporations engaged in a unitary
business.

First, in holding that Wal-Mart’s pro-
posed definition of true earnings was too
narrow, the court reasoned that “where a tax-
payer’s business is concededly unitary, and
where, as here, the taxpayer attempts to
reclassify income as non-business or non-
apportionable, the reclassification has the
potential to distort true earnings.” Wal-
Mart, 676 S.E.2d at 643 (emphasis added).
The court did not state that a finding of a
unitary business per se caused a distortion of
true earnings. Id.

Second, in discussing Wal-Mart’s unifor-
mity argument and the Secretary’s admission
that the Secretary had not required combina-
tion in every case of a corporate taxpayer
with an affiliated REIT, the court stated that
this admission does not prove an “improper
distinction” between similarly situated tax-
payers because: (1) it is possible that an affil-
iated REIT in another case would not be
part of a unitary business; or (2) it is possible
that another corporation with an affiliated
REIT would not try to minimize North
Carolina taxes by reclassifying income and
therefore it would not have been necessary to
combine. In other words, combination is not
appropriate in every case of a unitary busi-

ness, but only in those cases where some-
thing more causes a distortion of income.

A more restrained reading of the case is
also supported by the fact that the court stat-
ed that, “if the entire enterprise is a unitary
business, true earnings in the State may be
calculated by apportioning the earnings of
the entire enterprise.” Wal-Mart, 676 S.E.2d
at 643 (emphasis added). The court did not
state that apportioning the earnings of the
unitary business must be employed by the
State.

Moreover, the court did not specifically
prescribe the method by which the earnings
are to be apportioned. The combination
statute plainly acknowledges that separate
entity filing under N.C. Gen. Stat. § 105-
130.14 is generally required, because only
where true earnings are not reflected under
this method is the forced combination rem-
edy needed. N.C. Gen. Stat. § 105-130.6
also allows the taxpayer to object to the
results of the forced combination and submit
an alternative computation. Further, the
statute allows the Secretary to alter the
results of a combined return “by reasonable
methods of computation to make it conform
to the amount of income earned in this
State.” Where the statute itself contemplates
varying methods of arriving at true earnings
of an affiliated group of corporations, it
would seem implausible to argue that Wal-
Mart was intended to limit North Carolina
law to a precise formula, essentially turning
North Carolina into a mandatory unitary
combined filing state by judicial fiat. 

Furthermore, the court’s analysis over-
looks the primary tool for addressing situa-
tions where the Secretary believes that the
taxpayer has misclassified income as non-
apportionable – requiring income to be
properly characterized as apportionable
income under N.C. Gen. Stat. § 105-130.4.
(This issue was neither briefed by the parties
nor addressed at oral argument. The authors
emphasize that they do not wish to imply
that they believe that mis-characterization of
income was the central issue in the case or
that the appropriate remedy, if any, should
have been re-characterization of income.)

The court’s rationale for its statutory con-
struction of N.C. Gen. Stat. § 105-130.6
had little to do with the arguments in the
parties’ briefs, lacked precision, and went
beyond the facts of the case in places.  The
Wal-Mart opinion may be expected to con-
tinue to generate significant debate as to the
meaning and scope of its holding.

The legal reasoning of the Court of 
Appeals differed significantly from the 
legal reasoning of the Superior Court.
The differences between the opinions of

the Superior Court and the Court of Appeals
are noteworthy. The Superior Court focused
its attention on matters of economic sub-
stance and business purpose, factors which
have been prominent features of New York
combination cases such as Sherwin-
Williams Co. v. Tax Appeals Tribunal, 784
N.Y.S. 2d 178 (App. Div. 3d Dep’t 2004),
and In the Matter of the Petition of The
Talbot’s, Inc., DTA No. 820168 (N.Y. Div.
Tax App. Sep. 8, 2008). Prominent in the
Superior Court’s analysis was whether the
1996 restructuring affected operations,
whether federal tax positions were affected,
the circularity of funds among the affiliated
entities, whether each corporation had
employees and assets, and similar factual
questions.

The Court of Appeals, on the other hand,
made no mention of business purpose or
economic substance as guiding legal princi-
ples for whether to combine the Wal-Mart
affiliates. The Court of Appeals focused on
the classification of certain dividends as non-
business income and on its reading of United
States Supreme Court cases on apportion-
able income under the Commerce Clause
and the Due Process Clause, cases which
were central to the legal reasoning and
rationale of the Court of Appeals. This
rationale is quite different from Sherwin-
Williams and Talbot’s, and also arguably
conflicts with the reasoning in Blackmon v.
Campbell Sales Co., et al., 125 Ga. App.
859, 189 S.E.2d 474 (1972), which con-
cerned a Georgia statute with similarities to
N.C. Gen. Stat. § 105-130.6.

The court disagreed with 
Wal-Mart’s constitutional arguments.
The court overruled all of Wal-Mart’s

constitutional challenges. Wal-Mart argued
that the assessments against it constituted (1)
retrospective taxation in violation of Article
I, Section 16 of the North Carolina
Constitution (which provides that no law
taxing retrospectively sales, purchases, or
other acts previously done shall be enacted),
(2) an unconstitutional delegation of legisla-
tive authority to the executive branch, (3)
violation of the uniformity clause of the
North Carolina Constitution, (4) violation
of the Equal Protection Clauses of the North

See WAL-MART page 6
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Carolina and United States Constitutions,
(5) violation of the Commerce Clause
“because Defendant only forces combination
of foreign multistate corporations,” and (6)
violation of the state constitutional require-
ment that only net incomes be taxed (Article
V, Section 2(6) of the North Carolina
Constitution provides that the rate of tax on
incomes shall not in any case exceed ten per-
cent, and there shall be allowed personal
exemptions and deductions so that only net
incomes are taxed).

With respect to the Commerce Clause,
the court dismissed Wal-Mart’s argument on
the grounds that Wal-Mart had cited noth-
ing in the factual record to support the argu-
ment and the court itself found nothing in
the record in support. See Wal-Mart, 676
S.E.2d at 650. Therefore, the court did not
make a substantive ruling on Commerce
Clause issues.

In addressing the argument regarding
unconstitutional delegation of legislative
authority, the court held that “true earnings
‘is a sufficiently definite standard so that the
[Secretary] may set policies within it without

exercising a legislative function.’” Wal-Mart,
676 S.E.2d at 649. 

The court upheld 
the assessment of penalties.
Wal-Mart challenged the imposition of

penalties on two grounds: (1) that the
Secretary could not assess penalties against
Wal-Mart under N.C. Gen. Stat. § 105-
130.6, which has the exclusive penalties pro-
vision for combination cases, because a
penalty is only authorized where the
Secretary requests the filing of combined
returns and the taxpayer fails to do so; and
(2) that the 25% penalty for large under-
statement of taxes in G.S. 105-236(a)(5)c
requires a finding of negligence.

The court addressed only the second
issue, whether the title of N.C. Gen. Stat. §
105-236(a)(5) (“Negligence”) implies that a
large understatement penalty pursuant to
N.C. Gen. Stat. § 105-236(a)(5)c must be
accompanied by a finding of negligence. The
court held that a finding of negligence is not
required under N.C. Gen. Stat. § 105-
236(a)(5)c. The court’s holding settles this

question.
The court did not address the first issue –

that Wal-Mart’s timely filing of combined
returns prevented the Secretary from assess-
ing penalties. The court stated that “[t]here
is no evidence in the record that plaintiff
filed the combined returns” in response to
the Secretary’s request. Wal-Mart, 676
S.E.2d at 641. Wal-Mart contended in its
appeal and petition for discretionary review
filed with the North Carolina Supreme
Court, however, that it did in fact timely file
combined returns in response to the
Secretary’s request. (Petition at 25.) In any
event, this legal issue remains unresolved.

Conclusion
The decision of the Court of Appeals in

Wal-Mart is unclear regarding the authority
of the Secretary to require combination of
tax returns under G.S. 105-130.6.  Wal-
Mart had petitioned for discretionary review
in the N.C. Supreme Court but has since
dismissed its petition, thus rendering the
Court of Appeals opinion the current lead-
ing authority on forced combination in
North Carolina, despite its lack of clarity.

The Secretary has taken the position, in a
forced combination case pending before the
Business Court, Delhaize America, Inc. v.
Lay, 07 CVS 20801 (Wake County Super.
Ct.) (designated for Business Court jurisdic-
tion), that “a unitary relationship [is] a suffi-
cient finding to support a combined return.”
See Brief of Secretary of Revenue in
Opposition to Second Motion to Compel, at
3, Delhaize America, Inc. v. Lay, 07 CVS
20801 (N.C. Business Ct. Aug. 31, 2009).  

This assertion does not square with the
text of the statute and seems to take state-
ments in the Wal-Mart opinion out of con-
text.  As outlined above, the Wal-Mart opin-
ion should not be read to give the Secretary
such unbridled power.  Further litigation will
undoubtedly clarify the law further in North
Carolina regarding when a forced combina-
tion is proper under G.S. 105-130.6. 

Charles B. Neely, Jr., Nancy S. Rendleman,
and Robert W. Shaw are attorneys in Williams
Mullen’s State and Local Tax Practice Group,
Raleigh, NC. They are defending several forced
combination cases in North Carolina.Lawyers Insurance. 
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Introduction
This chapter is intended as a summary for

non-tax lawyers of common issues relating to
the federal income taxation of settlements
and judgments. The tax treatment of a dam-
age award will depend on the particular facts
and circumstances of the subject lawsuit.
General rules are discussed below, but it is
advisable for lawyers representing parties in a
lawsuit to consult tax advisors regarding
their application to those particulars and
such consultation should occur as early as
possible in the legal proceedings.

Whether representing the plaintiff (here-
inafter referred to as the “payee”) or the
defendant (hereinafter referred to as the
“payor”) in a lawsuit, trial attorneys and
other litigators are often faced with compli-
cated legal and financial issues that must be
overcome to resolve the lawsuit. The settle-
ment of a case or a final judgment often rep-
resents the culmination of a long and diffi-
cult process involving many issues (legal,
emotional and otherwise!). In many circum-
stances, the tax issues relating to the lawsuit
are not addressed until the parties have
reached some preliminary resolution of the
case. At that time, the parties’ lawyers have a
tendency to either defer any discussion or
resolution of the tax issues until a later date
or allow the parties’ accountants and tax
advisors to sort out the tax issues after the
non-tax issues of the case are finally resolved.
As noted below, that delay can result in
problems finalizing the matter and in some
cases, significant tax exposure that otherwise
could have been avoided or minimized.

It is imperative that the tax issues be
addressed timely by the parties, with the
assistance of tax attorneys, accountants or
other tax professionals, before a case is final-
ly resolved. The many reasons for promptly
addressing the tax issues include the follow-
ing:

Taxpayer’s Burden of Proof. The payor
and payee involved in a settlement or judg-
ment each bear the burden of proving the tax
characterization of any resulting payment to

the Internal Revenue Service (the “IRS”). In
contrast, the IRS has no such burden of
proof. The taxpayers will have a much more
difficult task in satisfying their burden of
proof if the settlement or judgment does not
expressly and properly address the tax treat-
ment of the lawsuit payment.

Unexpected Tax Results of Payments. If
the tax issues are not addressed at the time
that a settlement agreement is signed or a
judgment is issued, then the parties risk los-
ing many, and possibly all, of the economic
benefits of the payments made pursuant to
the settlement or judgment. 

For example, assume that a defendant
pays $1 million to a plaintiff in settlement of
a lawsuit. From the payee’s perspective, it is
possible that the receipt of the $1 million
payment can result in a net economic loss
after the payment of legal fees and taxes. In
other words, a payee could receive a $1 mil-
lion payment, but the payment of the associ-
ated legal fees and taxes could exceed $1 mil-
lion. 

From the payor’s perspective, there is a
risk of forfeiting a deduction (or at least not
documenting the payment properly to sup-
port the best argument for a deduction) for
payments made pursuant to the settlement.
Assuming a combined federal and state tax
rate of 40%, a $1 million payment, if
deductible, can result in a $400,000 cash
benefit to the payor.

Lack of Deference for Delayed
Resolution of Tax Issues. The IRS and the
courts do not give much deference to the tax
characterization of a settlement or judgment
payment if the characterization is made any
time after the resolution of the non-tax issues
of the lawsuit. In lawsuits with more than
one legal claim, the IRS and the courts gen-
erally are free to (and will!) allocate the set-
tlement or judgment payments among the
applicable legal claims involved in the case as
they deem appropriate (and quite often do so
when the parties themselves have not provid-
ed an allocation at the time of the settlement

or judgment). For this reason, the parties
should address the tax consequences of a set-
tlement of judgment contemporaneously
with the resolution of the non-tax issues of
the lawsuit.

IRS Scrutiny of Settlements and
Judgments. The IRS has been most diligent
in its scrutiny of the tax characterization of
settlements and judgments. In 2001, the IRS
released a Market Segment Specialization
Program training guide covering lawsuit
awards and settlements (available electroni-
cally on LEXIS and RIA Checkpoint).
Moreover, in recent years the daily tax serv-
ices have reported many IRS victories in dis-
putes involving improper or lack of charac-
terization of settlement and judgment pay-
ments.

Ability to Utilize Tax Treatment of
Payment in Negotiations. An analysis of the
tax issues in a settlement or judgment can
serve as a tool for settlement. For example, a
payor may be more likely to pay a greater
amount to a payee if the payor understands
that the payment will be tax-deductible in
the year of the payment. Likewise, a payee
may be more inclined to accept a smaller
amount in settlement of a lawsuit if the
payee understands that all, or a portion, of
the payment can be received on a tax-free
basis. Moreover, it is unfortunate (and irre-
sponsible) when a case is settled before tak-
ing into account the tax considerations when
the tax liability substantially reduces or elim-
inates the economic recovery.

Tax Treatment of Payment Must be
Determined at Some Point. The parties
must address the tax consequences of a set-
tlement or judgment payment at some point.
If the parties fail to address them at the time
that the non-tax issues of the settlement or
judgment are resolved, then their tax return
preparers will have to address the tax conse-
quences when the applicable tax returns are
filed for the year of the payment. Nothing is

An Overview:
The Taxation of Settlements and Judgments

by Jared D. Mobley
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gained by deferring that step.

Origin of the Claim Doctrine
Both the payor and payee involved in a

settlement or judgment must determine the
characterization of the payment for federal
tax purposes. The federal tax characterization
of a settlement or judgment payment will be
determined by reference to the origin and
nature of the claim to which that payment
relates (the so-called “origin of the claim
doctrine”). See United States v. Gilmore,
372 U.S. 39 (1963), Hort v. Commissioner,
313 U.S. 28 (1941) and Anchor Coupling
Co. v. United States, 427 F.2d 429 (7th Cir.
1970). Under the origin of the claim doc-
trine, the settlement or judgment payment is
to be taxed as if the alleged harm did not
occur and the payment otherwise was
received by the payee from the payor. In
many cases, it is helpful to ask “in lieu of
what” was the settlement or judgment paid?

To determine the tax treatment of a pay-
ment under the origin of the claim doctrine,
the parties must assess the underlying claim
(or claims), taking into account the particu-
lar law, facts and circumstances. Since in
most lawsuits there will be numerous claims
set forth in the complaint, the parties must
consider each individual claim and deter-
mine the merits of each claim. Examples of
typical legal claims that might be involved in
a lawsuit include wrongful termination, lost
profits, patent or trademark infringement,
fraud, negligence, breach of fiduciary duty,
negligent misrepresentation, libel, slander,
personal injury and emotional distress. 

Plaintiff ’s Characterization of the 
Payment: Non-Taxable Payment 
or Taxable Payment (as Ordinary 
Income or Capital Gains)
The origin of the claim doctrine will

result in the payments, or a portion thereof,
being treated (from the payee’s perspective)
as (i) a non-taxable payment, (ii) a payment
taxable as ordinary income (and possibly,
wages as well), or (iii) a payment taxable as
capital gain.

Step 1: Taxable or Non-Taxable? The
plaintiff must first determine whether the
payment (or what portion thereof ) is taxable
or non-taxable. As a general rule, gross

income includes all income from whatever
source derived. See I.R.C. § 61(a).
Accordingly, any amounts received pursuant
to a settlement or judgment generally will be
taxable unless the payee can demonstrate
that the payment fits squarely within an
exemption. In a 2003 case, the 10th Circuit
summarized this statutory framework as fol-
lows:

The Internal Revenue Code broadly 
defines gross income as ‘all income from 
whatever source derived.’ ‘Thus, any gain 
constitutes gross income unless the 
taxpayer demonstrates that it falls within 
a specific exemption.’ Unlike the broad, 
sweeping inclusion of § 61(a), exclusions 
from income are narrowly construed. 
Johnson v. United States, 2003 U.S. App. 
LEXIS 18733 (10th Cir. Aug. 29, 2003) 
(citations omitted).

There are a variety of exemptions to the
inclusion of a settlement or judgment pay-
ment in the payee’s gross income. Examples
of non-taxable payments made pursuant to a
settlement or judgment include those relat-
ing to gifts and bequests (I.R.C. § 102),
involuntary conversions of property (I.R.C.
§ 1033), sales of a personal residence (I.R.C.
§ 121) and life insurance proceeds (I.R.C. §
101). See e.g., Priv. Ltr. Rul. 2007-02-032
(Jan. 12, 2007) (applying the I.R.C. § 121
exclusion).

In addition, I.R.C. § 104 provides a spe-
cific and significant statutory exemption to
the inclusion of settlement and judgment
payments in the payee’s gross income. It is
applicable to payments of compensation for
physical injuries or physical sickness. This
exemption is generally well-known, but in
many circumstances not appropriately
applied to the specific facts of a lawsuit.
Under I.R.C. § 104(a)(2), gross income does
not include “the amount of any damages
(other than punitive damages) received
(whether by suit or agreement and whether
as lump sums or as periodic payments) on
account of personal physical injuries or phys-
ical sickness.” The Supreme Court has set
forth two requirements that must be satisfied
for the exclusion under I.R.C. § 104(a)(2) to
apply. First, the underlying cause of action
must be based upon tort or tort rights. In

other words, if there are physical injuries or
sickness but not a tort alleged (such as in a
vanilla employment termination case), the
I.R.C. § 104 exclusion will not apply.
Second, the damages must be received on
account of personal physical injuries or phys-
ical sickness. See Commissioner v. Schleier,
515 U.S. 323 (1995).

Unfortunately, the IRS and the courts
have not provided as much guidance as
needed to address the definition of “personal
physical injuries or physical sickness” or to
determine when damages are received “on
account of” such injuries or sickness. See
Robert W. Wood, What Litigation Recoveries
are Excludable as ‘Physical’? (Feb. 2, 2001)
(available electronically on LEXIS at 2001
TNT 28-58). In addition, the IRS and the
courts have construed this exclusion narrow-
ly, and there are many cases in which the tax-
payer has not been successful in proving that
I.R.C. § 104(a)(2) applies to his or her law-
suit. See, e.g., Emerson v. Commissioner,
T.C. Memo 2003-82 (settlement payment
from former independent contractor not
excludable); Prasil v. Commissioner, T.C.
Memo 2003-100 (payment pursuant to sex-
ual harassment lawsuit not excludable);
Henderson v. Commissioner, T.C. Memo
2003-168 (payment under settlement for
damage to credit reputation not excludable);
Laguaite v. Commissioner, T.C. Memo
2000-103 (settlement payment from former
employee not excludable).

I.R.C. § 104 also contains specific rules
relating to the tax treatment of payments for
emotional distress and punitive damages.
Emotional distress is not treated as a physical
injury or physical sickness and thus, pay-
ments related to emotional distress generally
are taxable. See I.R.C. § 104(a). Punitive
damages are generally taxable, but those
received in a lawsuit are excludable from
gross income if (i) the damages are awarded
in a civil wrongful death action and (ii)
applicable state law (as in effect on Sept. 13,
1995 and without regard to any modifica-
tion after such date) provides that the only
applicable remedy is punitive damages. See
I.R.C. § 104(c). Although the tax treatment
of punitive damages appears to be straight-
forward in I.R.C. § 104, various differing
theories over the years have generated much
controversy and litigation. The controversy
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was put to rest in 1996, however. In that
year, the Supreme Court determined that
punitive damages were taxable in O’Gilvie v.
United States, 519 U.S. 79 (1996), and
Congress amended I.R.C. § 104 to provide
that punitive damages are taxable, except in
the limited exception described above.

Step 2: If Taxable, Ordinary Income or
Capital Gain? If the payee determines that
the receipt of the settlement or judgment
payment is taxable, then the next question is
whether the payment (or what portion there-
of ) is taxable as ordinary income or capital
gain.

As a general rule, a taxable payment
received pursuant to a settlement or judg-
ment will be taxed as ordinary income. See
I.R.C. §§ 61 and 1221. For example, pay-
ments relating to royalties and lost profits
typically are taxed as ordinary income.
Moreover, the payment often will result in
tax at the maximum (or at least, a higher)
ordinary income tax rate if the full amount
of the payment is received in a single year. If,
however, the taxpayer can establish that pay-
ments are received for injury to a capital
asset, then the amount received in excess of
the taxpayer’s basis in the capital asset will be
taxed as capital gain. See, e.g., INCO
Electroenergy Corp. v. Commissioner, 54
T.C.M. (CCH) 359 (1987) (payment for
damages to trademark and goodwill treated
as capital in nature); Victor E. Gitwitz
Family Trust v. Commissioner, 61 T.C. 664
(1974) (recovery pursuant to settlement for
failure to grant options deemed capital);
Field Serv. Adv. 2002-28-005 (Mar. 29,
2002) (settlement payment for environmen-
tal damage to land deemed capital).  It is
important to note that the IRS takes the
position that there must be a sale or
exchange of a capital asset for the preferential
capital gain rules to apply and the settlement
of a lawsuit does not in itself constitute a sale
or exchange. See Rev. Rul. 74-251, 1974-1
C.B. 234. This ordinary income/capital gain
determination is often important for indi-
vidual taxpayers, because individuals (along
with estates and trusts) traditionally have
been subject to preferential rates on long-
term capital gain. Under tax rates in effect on
Jan. 1, 2009, there is a 20% difference
between the maximum federal ordinary
income tax rate (35%) and the federal long-
term capital gain rate (15%, for capital assets
held more than one year). Even though cor-

porate taxpayers receive no such preferential
treatment, they may prefer capital gain treat-
ment where the award will allow them to
recover the corporation’s basis in the capital
asset first before any amount is taxable as
capital gains.

Defendant’s Characterization of 
the Payment: Deductible 
Expense, Capital Expenditure or 
Non-Deductible, Non-Capital 
Payment
Like a payee, the payor of a settlement or

judgment bears the burden of proving the
tax treatment of the settlement or judgment
payment. For the payor, the payments (or
portion thereof ) will be characterized as (i) a
deductible expense, (ii) a capital expendi-
ture, or (iii) a non-deductible, non-capital
expenditure.

A settlement or judgment payment gen-
erally will be a deductible expense, provided
that the claim to which it relates is directly
connected to the payor’s trade, business or
income-producing activity and the payment
is ordinary, necessary and reasonable. See
I.R.C. §§ 162 and 212. Examples of settle-
ment or judgment payments that typically
are deductible expenses include payments for
lost profits and payments by an employer to
a former employee for lost wages. The payor
often will seek to characterize a settlement or
judgment payment as deductible so that the
expense may be offset against the payor’s tax-
able income for that tax year. 

In contrast, payments originating from
“defending or perfecting title to property” or
expenses that “add to the value, or substan-
tially prolong the useful life, of property”
must be capitalized. See I.R.C. § 263 and
Treas. Reg. §§ 1.263(a)-1 and 1.263(a)-2.
See also Wellpoint, Inc. v. Commissioner,
T.C. Memo 2008-236 (providing that cy-
pres claim was akin to title to property claim
and thus, payor’s settlement amount and
related legal fees must be capitalized).
Similarly, a settlement or judgment payment
that is attributable to the purchase or sale of
a capital asset must be capitalized. See
Anchor Coupling Co. v. United States, 427
F.2d 429 (7th Cir. 1970) and Arthur H. Du
Grenier, Inc. v. Commissioner, 58 T.C. 931
(1972). A payment that is capitalized is
added to the payor’s tax basis in the subject
property. If the property is depreciable, then

the payor will be entitled to deduct (as an
offset to taxable income) a portion of such
amount over a period of years. On the other
hand, if the property is not depreciable (such
as undeveloped land), then the taxpayer gen-
erally will not receive any benefit from the
payment until such property is sold or other-
wise disposed of.

Certain payments are neither deductible
nor subject to capitalization. Those pay-
ments provide no tax benefit to the payor.
For example, a settlement or judgment pay-
ment relating to personal (non-business or
non-investment) claims are neither
deductible nor subject to capitalization.
Special statutory rules provide that no tax
benefit is allowed for any “fine or similar
penalty paid to a government for the viola-
tion of any law” pursuant to I.R.C. § 162(f )
and that no tax benefit is allowed for pay-
ments relating to illegal kickbacks, illegal
bribes or other illegal payments under I.R.C.
§ 162(c). The application of I.R.C. § 162(f )
in the context of settlements with govern-
mental agencies has been particularly contro-
versial and newsworthy because, in many
cases, a portion of the government settle-
ment can be deducted by the payor if it rep-
resents a restitution payment or otherwise is
sufficiently compensatory in nature. See
Robert. W. Wood, ‘Its Deductible’: Sharp
Pencils and Boeing’s Imbroglio, 2006 TNT
181-37 (Sept. 18, 2006) (available electroni-
cally using LEXIS). No deduction is allowed
for two-thirds of a payment made as a result
of violations of certain antitrust laws. See
I.R.C. § 162(g). Each of these statutory pro-
visions should be carefully considered by a
payor of a settlement or judgment payment.

Cases Involving Multiple Claims
In lawsuits with multiple claims, the ori-

gin and nature of each claim must be deter-
mined. The IRS and the courts generally will
respect the parties’ allocation of the payment
among the applicable legal claims in a settle-
ment agreement or judgment, provided that
the agreement is entered into in an adversar-
ial context, at arm’s length and in good faith.
See, e.g., Lefleur v. Commissioner, 74
T.C.M (CCH) 37 (1997). The settlement or
judgment payment, however, must be allo-
cated among the claims using the “best evi-
dence available.” See, e.g., Rev. Rul. 85-98,
1985-2 C.B. 51.

See OVERVIEW page 10
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The determination of the best evidence
available requires an analysis of the facts and
circumstances relating to the legal claims.
The best evidence available for a pre-trial set-
tlement likely will be the complaint and any
substantive legal correspondence between
the parties, because those items will often be
the only documents describing the claims.
Additionally, the parties must consider
which of the claims in the complaint are
more relevant in the case and cannot blindly
allocate amounts to claims that are not like-
ly to be sustained if the case was resolved by
a judgment. If a settlement is reached after a
judgment is entered, the judgment itself,
along with the complaint and other legal
correspondence, likely will be the best evi-
dence available to support the allocation of
the payment among the relevant claims.

Nevertheless, the parties’ allocation of a
payment among various legal claims is sub-
ject to review. The IRS and the courts have
broad authority to review an allocation, and
the allocation can be reviewed even if it is
approved by a judge and incorporated in a
judgment (which often comes as a surprise to
most litigators!). An allocation that is made
by the parties after a settlement agreement is
reached or a judgment is entered will be
given much less weight in determining the
proper federal tax characterization of the
payment. See, e.g., Major v. Commissioner,
76 T.C. 239 (1981). Accordingly, it is imper-
ative that the allocation of the payments
among the legal claims be made at the time
of the settlement or judgment. If possible,
the allocation should be included in the set-
tlement agreement or judgment.

Miscellaneous Tax Issues
Identifying the Payor. The identity of the

payor is important, because only the payor
may deduct or capitalize a settlement or
judgment payment. Since many lawsuits
often will have a number of defendants, it is
advisable for the settlement agreement or
judgment to identify the payor (or payors) in
order to demonstrate to the IRS who are the
taxpayers entitled to deduct or capitalize the
payment. In addition, if a corporation makes
an indemnification payment with respect to
a settlement or judgment involving one of its
shareholders, and such payment is for the
benefit of the shareholder (and not for the
corporation’s benefit), then the payment

could be treated as a constructive, taxable
dividend from the corporation to the share-
holder followed by a payment by the share-
holder to the payee (possibly not deductible
or subject to capitalization). See, e.g., Jack’s
Maintenance Contractors, Inc. v.
Commissioner, 703 F.2d 154 (5th Cir.
1983). Often, it will be difficult to deter-
mine whether a payment is for the benefit of
a shareholder or for the benefit of the corpo-
ration. 

Employment-Related Lawsuits. If an
employee (or former employee) files suit
against an employer for wrongful termina-
tion (or another employment-based claim),
then the origin of the legal claim likely will
result in the payment (or a substantial por-
tion thereof ) being treated as “wages” for tax
purposes. The term “wages” is defined to
include all remuneration for services per-
formed by the employee. See I.R.C. §
3401(a). In the context of settlement and
judgment payments, the IRS and the courts
have determined that payments relating to
front pay, back pay, early-termination and
severance should be treated as wages. See
I.R.C. § 3401(a). 

There are limited exceptions to the char-
acterization of employment-based payments
as wages. For example, certain settlement
payments made to settle claims in cancella-
tion of an existing employment contract may
avoid being treated as wages. See Rev. Rul.
55-520, 1955-2 C.B. 393 and Rev. Rul. 58-
301, 1958-1 C.B. 23.  However, the IRS and
the courts have construed this exception nar-
rowly. See MSSP Training Guide for Lawsuit
Awards, Chapter 3 (2001) (stating that the
two rulings cited above should only be
applied when the facts of the case on audit
are identical to the rulings). In addition,
there is some authority for the position that
in lawsuits in which attorney fees are recov-
erable as a separate legal claim (sometimes
referred to as a fee-shifting statute), the
amounts paid by the payor that are attribut-
able to attorney’s fees are not wages (but,
merely ordinary income). See Rev. Rul. 80-
364, 1980-2 C.B. 294 and Tech. Adv. Mem.
2002-44-004 (Nov. 1, 2002). Please note,
however, that there is some debate among
tax professionals whether the “wage excep-
tion” for statutory attorney fees is valid and
would be respected by the courts.

Settlement and judgment payments treat-
ed as wages for tax purposes are subject to
employment taxes and federal income tax
withholding. See, e.g., Priv. Ltr. Rul. 96-35-
013 (May 24, 1996). Under I.R.C. § 3402,
an employer must deduct and withhold
income tax based on the amount of wages
paid to an employee. Employers are subject
to strict rules on income tax withholding,
and the failure to properly withhold and
timely pay applicable tax may result in sub-
stantial penalties and personal liability.
Employment taxes include Federal Insurance
Contribution Act (FICA) taxes and Federal
Unemployment Tax Act (FUTA) taxes. The
employer must pay FUTA tax in an amount
equal to 6.2% of the wages paid to each
employee. See I.R.C. § 3301. The employer
receives a limited credit for the payment of
state unemployment taxes. See I.R.C. §
3302.

FICA has two components: the Social
Security Tax and Medicare Tax. See I.R.C. §§
3101-3121. Each of the employer and
employee must pay its share of FICA taxes,
although the employer is responsible for
withholding and remitting the taxes. The
Social Security Tax is 6.2% of the wages paid
to the employee, but the wage base is capped
at 106,800 for 2009 (adjusted annually).
The Medicare Tax is 1.45% of wages paid to
the employee, with no cap applying to that
component of the FICA tax.

Currently, there is significant debate over
whether these tax rates and caps should be
adjusted or restructured to provide addition-
al Social Security and Medicare revenue to
help offset the growing gap between entitle-
ment revenues and entitlement expenses that
are anticipated over the next 25 years. 

Since employment-related payments that
are treated as “wages” are subject to employ-
ment taxes and income tax withholding, it is
understandable that the parties may desire to
allocate the settlement or judgment payment
to other claims involved in the lawsuit. The
IRS and the courts, however, are likely to
scrutinize any such allocation. Both the
employer and employee must be cautious
with regard to settlement or judgment pay-
ments that relate to employment claims,
because the parties subject themselves to lia-
bility for additional taxes, interest and penal-
ties to the extent that the damage payments
are not properly characterized as wages.
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In many cases, the employer will be
inclined to over-report amounts as “wages”
in order to avoid any IRS exposure to liabil-
ity for employment taxes, income tax with-
holding, and related interest and penalties.

Note: The Office of Chief Counsel of the
IRS has published a program manager techni-
cal assistance memorandum (PMTA 2009-35,
Oct. 22, 2008) on the tax treatment of employ-
ment-related settlements and judgments. This
memorandum is particularly helpful and is
strongly recommended as an additional
resource.

Tax Reporting. Payments resulting from
settlements and judgments are subject to tax
reporting under the same rules applicable to
other types of payments. Accordingly, settle-
ment and judgment payments made by an
employer to an employee (or former employ-
ee) that are properly characterized as “wages”
must be reported in the same manner as tra-
ditional wage payments. In particular, the
employer must report employment taxes and
income tax withholding to the IRS on Form
9040 (Employer’s Annual Federal
Unemployment (FUTA) Tax Return) and
Form 941 (Employer’s Quarterly Federal Tax
Return) and must furnish the employee (or
former employee) with a Form W-2 (Wage
and Tax Statement). See I.R.C. §§ 6011(a)
and 6051(a). Payments of $600 or more that
are taxable but not treated as wages general-
ly are subject to reporting on Form 1099-
MISC (Miscellaneous Income). See I.R.C. §
6041(a). Payments that are non-taxable gen-
erally do not require any tax reporting. In a
limited number of circumstances, the payor
may avoid the tax reporting on Form 1099-
MISC. See, e.g., Treas. Reg. § 1.6041-3 (pay-
ments to corporations). In addition, pay-
ments of $600 or more made by a payor to
an attorney or other provider of legal servic-
es in the course of the payor’s trade or busi-
ness generally are subject to reporting on
Form 1099-MISC. See I.R.C. § 6045(f ).

In some cases, these tax reporting rules
result in very unusual and non-intuitive
results. For example, assume that a payor
pays $100,000 to a payee in settlement of an
employment-related lawsuit, with $75,000
properly allocable to wages and $25,000
properly allocable to emotional distress and
other tort recoveries. In addition, assume
that the payor is instructed to, and does, pay
$30,000 directly to the payee’s attorneys for
the payee’s legal fees and costs. In that case,

the payor is required to issue (i) a Form W-2
to the payee in the amount of $75,000
(wages), (ii) a Form 1099-MISC to the payee
in the amount of $25,000 (emotional dis-
tress), and (iii) a Form 1099-MISC to the
payee’s attorneys in the amount of $30,000
(attorneys fees). Please note, however, that
the payee only would be subject to tax based
on $100,000 of income even though there is
$130,000 of tax reporting by the payor.

As part of the resolution of a settlement
or judgment, it is not unusual for the payor
and payee to agree to report the taxable por-
tion of a damage payment on Form 1099-
MISC instead of Form W-2, in an effort to
avoid employment taxes and income tax
withholding. If the IRS or the courts re-char-
acterize the payment as wages, then the par-
ties will be subject to additional taxes, inter-
est and penalties, including penalties for fail-
ure to withhold and failure to file a proper
reporting form. See, e.g., I.R.C. §§ 3509,
6722 and 6723. Since each of the payor and
payee has potential liability for these addi-
tional amounts, the parties should refrain
from reporting any payments that should be
properly characterized as wages on a Form
1099-MISC.

Tax Treatment of Attorney Fees. The tax
treatment of legal fees paid by the parties in
a settlement or judgment generally is deter-
mined by reference to the nature and tax
characterization of the settlement or judg-
ment payment. See Robert W. Wood,
Taxation of Damage Awards and Settlement
Payments, ¶ 8.1 (2d ed. 1998 with 2001 sup-
plement).  In determining the tax treatment
of legal fees involved in a settlement or judg-
ment, it is helpful to distinguish between
legal fees of the plaintiff and the defendant.

For the defendant, legal expenses, or a
portion thereof, are treated as either a
deductible expense, a capital expenditure, or
a non-deductible, non-capital expenditure.
For example, legal expenses incurred by a
corporation with respect to an employment-
related claim generally are deductible in the
year paid, because any payment made by the
corporation would be a deductible business
expense (i.e., wages). Likewise, legal fees
incurred by a defendant to defend title of a
capital assets should be capitalized. In con-
trast, legal expenses incurred to defend a law-
suit of a purely “personal” nature generally
are not deductible or subject to capitaliza-
tion. See United States v. Gilmore, 372 U.S.

39 (1963) (providing that the taxpayer
received no tax benefit for legal fees incurred
in defending a divorce proceeding).

For the plaintiff, legal fees associated with
a recovery that is non-taxable (such as those
related to a physical injury claim) are not
deductible or subject to capitalization. See
I.R.C. § 265(a)(1). On the other hand, legal
expenses associated with the receipt of ordi-
nary income (such as wages, interest and
punitive damages) are generally deductible
under I.R.C. § 212 as expenses incurred in
the production of collection of income (or
possibly, I.R.C. § 162 if the litigation relates
to the plaintiff ’s trade or business as an
employee).

Where the settlement or judgment pay-
ment is allocated among more than one legal
claim, the tax treatment of legal fees should
be proportionately allocated in the same
manner. See, e.g., Church v. Commissioner,
80 T.C. 1104 (1983). For example, assume
that a plaintiff receives $100,000 in settle-
ment of an employment-related lawsuit, and
the parties properly characterize ½ of the
payment as received on account of physical
injuries and ½ of the payment as wages. If
the plaintiff pays $30,000 of legal fees, then
$15,000 of them would not be deductible or
subject to capitalization (the proportion
attributable to the tax-free recovery), but
$15,000 would be deductible under I.R.C. §
212 (the proportion attributable to wages).

Legal expenses deductible under I.R.C. §
212, however, are subject to numerous limi-
tations. An individual’s deductions under
I.R.C. § 212 are treated as miscellaneous
itemized deductions. An individual’s total
miscellaneous itemized deductions for a par-
ticular year are deductible only to the extent
that they exceed 2% of the taxpayer’s adjust-
ed gross income for that year (the so-called
“2% floor”). See I.R.C. § 67. In addition,
under I.R.C. § 68 an individual’s itemized
deductions allowable for a particular taxable
year are further reduced (the so-called “Pease
limitation”) by the lesser of: (i) 3% of the
excess of such individual’s adjusted gross
income over an inflation-adjusted amount
($166,800 for 2009) or (ii) 80% of such
individual’s total itemized deductions other-
wise allowable for such year, subject to the
following special rules (a) only 1/3 of such
reduction under I.R.C. § 68 is applicable for
tax year 2009, (b) no such reduction is appli-

See OVERVIEW page 12
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cable for tax year 2010 and (c) due to the
sunset of the act providing the beneficial
reduction of the I.R.C. § 68 amount for tax
years 2006 through 2010, the full amount of
such reduction is then applicable for tax
years beginning after 2010. I.R.C. § 68(f )
and (g); Rev. Proc. 2008-66, 2008-45 I.R.B.
1107.

In addition, miscellaneous itemized
deductions are not deductible for purposes
of computing an individual’s alternative
minimum tax (“AMT”). See I.R.C. §
56(b)(1)(A). The AMT is designed to ensure
that an individual pays a minimum amount
of tax and accordingly, an individual is
required to pay the greater of such individ-
ual’s income tax determined under the tradi-
tional tax regime and the income tax deter-
mined under the AMT regime. As a result of
these limitations on the deductibility of mis-
cellaneous itemized deductions, the payee in
a settlement or judgment may not be able to
deduct most, and possibly all, of his or her
legal fees.

Historically, to avoid this problem, some
individual taxpayers in contingent fee cases
have attempted to exclude their legal fees
from gross income by having the legal fees
paid directly by the payor to their attorney.

For example, assume an individual receives a
$500,000 employment-based (taxable) set-
tlement and the award is subject to a 30%
contingent fee ($150,000). If the legal fees
are treated as miscellaneous itemized deduc-
tions, it is likely that the taxpayer will not be
able to deduct much, if any, of the legal fees.
Accordingly, the taxpayer would be subject
to tax based on $500,000 of income (even
though the taxpayer has only $350,000 after
payment of legal fees). If, instead, the taxpay-
er was to include only the net amount of the
settlement payment (gross amount less legal
fees) in income, then he or she would pay tax
based on only $350,000 of income. 

The IRS, repeatedly, has taken the view
that so-called “fee netting” is not allowable
under the tax laws and has litigated the issue.
In Commissioner v. Banks and
Commissioner v. Banaitis, the Supreme
Court finally resolved the once-open issue
and ruled in favor of the IRS by determining
that fee netting was not appropriate under
applicable tax laws. See 543 U.S. 426 (2005).
The holding of the Supreme Court succinct-
ly stated that “as a general rule, when a liti-
gant’s recovery constitutes income, the liti-
gant’s income includes the portion of the
recovery paid to the attorney as a contingent

fee.” See Banks, 543 U.S. at 430. 
Interestingly, just prior to the Supreme

Court’s decision in Banks and Banaitis on
Jan. 24, 2005, Congress added a new statu-
tory provision (effective for amounts paid
after Oct. 22, 2004) to resolve for many
employment claims the economic problems
that led to the fee-netting structure by pay-
ees. The new statutory provision, I.R.C. §
62(a)(20), provides an above-the-line deduc-
tion for attorney fees and court costs paid in
connection with any action involving a claim
of “unlawful discrimination.” See American
Jobs Creation Act of 2004, Pub. L. No. 108-
357, § 703(a). The term “unlawful discrimi-
nation” is defined in I.R.C. § 62(e) by refer-
encing various claims under the Civil Rights
Act, National Labor Relations Act, Fair
Labor Standards Act, Age Discrimination
Employment Act, and various other related
acts and statutes and providing a catch-all
reference for claims under any provision of
federal, state or local law (or common law
claims permitted thereunder) regulating any
aspect of an employment relationship. Please
note, however, that the definition of unlaw-
ful discrimination does not apply to slander,
libel and other claims outside of the employ-
ment context and arguably may not apply to
tort and tort-like recoveries associated with
an employment case.

Additional Authorities
For additional authorities on the taxation

of settlements and judgments, the author
suggests the following materials.

Robert W. Wood, Taxation of Damage 
Awards and Settlement Payments (3d ed. 
2004 with 2008 supplement).

MSSP Training Guide for Lawsuit 
Awards (2001) (available electronically 
using LEXIS and RIA Checkpoint). 

Jared D. Mobley is a partner in the
Charlotte office of K&L Gates LLP. These
materials were excerpted from SC Damages,
Second Edition, Volume I, Part IV, Chapter 4.
Copyright 2009. South Carolina Bar - CLE
Division. Reprinted with permission. To order
this publication please contact the SC Bar-CLE
Division at (803) 771-0333.
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Nominee Lien Procedure
Does the Department have and use a 
“nominee lien” procedure to track down 
money that a taxpayer tries to fraudulently 
conceal from the Department?

“Nominee Lien” is an IRS procedure and
does not apply to state tax collection proce-
dure. North Carolina law does contain a
similar procedure. N.C.G.S. §105-239.1
provides that, “Property transferred for an
inadequate consideration to a donee, heir,
legatee, devisee, distribute, stockholder of a
liquidated corporation, or any other person
at a time when the transferor is insolvent or
rendered insolvent by reason of the transfer
is subject to a lien for any taxes owing by the
transferor to the State of North Carolina at
the time of the transfer whether or not the
amount of the taxes has been ascertained or
assessed at the time of transfer.” N.C.G.S.
§105-241 establishes this tax lien.  Under
this section, the lien of a tax attaches to all
real and personal property of a taxpayer on
the date a tax owed by the taxpayer becomes
due. The lien continues until the tax and
any interest, penalty and cost associated
with the tax are paid.

The Department may proceed to enforce
a lien that arises under this section against
property transferred by a taxpayer to anoth-
er person or to hold that person liable for
the tax due by sending the person a notice
of proposed assessment in accordance with
N.C.G.S. §105-241.9. If the Department
finds that collection of the tax is in jeop-
ardy, a jeopardy assessment and collection
action may be initiated against the transfer-
ee as provided for in N.C.G.S. §105-
241.23.  Protections afforded by the respec-
tive assessment statutes are available to the
transferees receiving them. The Department
has the burden of establishing that a person
to whom property was transferred is liable.
The period of limitations for assessment of
any liability against a transferee or enforcing
the lien against the transferred property
expires one year after the expiration of the
period of limitations for assessment against

the transferor.
When property transferred by a taxpayer

to another person is sold to satisfy the lien
that arises under this section, the person is
entitled to receive from the proceeds of the
sale the amount of consideration, if any, the
person paid for the property.  The proceeds
must be applied for this purpose before they
are applied to satisfy the lien.  Proper docu-
mentation and proof of purchase must be
provided by the purchaser to the
Department.

Liens for Unpaid Payroll Taxes
When assets are sold as part of an asset sale 
in a business acquisition, what is the 
Department’s position on when a lien 
attaches to the assets of the business for 
unpaid withholding taxes and what is the 
authority for this position?

The lien as set forth in N.C.G.S. §105-
241 applies to withholding taxes. However,
it is not enforceable against a bona fide pur-
chaser for value unless: (1) in the case of real
property, a certificate of tax liability or a
judgment was first docketed in the office of
the clerk of superior court or the county in
which the real property is located; or (2) in
the case of personal property, there has
already been a levy on the property under
an execution or tax warrant.

Sales taxes have a separate and distinct
lien and place an additional burden on the
purchaser. N.C.G.S. §105-164.38 provides
that sales and use taxes, imposed by Article
V of The Revenue Act, shall be a lien upon
all personal property of any person who is
required to obtain a retail or wholesale
license and who stops engaging in business
by transferring the business, transferring the
stock of goods of the business, or going out
of business.  The business owner must file
all returns and pay all sales and use taxes due
within 30 days of transferring the business,
transferring the stock of goods, or going out
of business.  If the person buying the busi-
ness or stock of goods fails to withhold an
amount sufficient to cover the taxes and the

taxes remain unpaid for 30 days after the
transfer, the buyer is liable for the unpaid
taxes to the extent of the greater of the fol-
lowing: (1) the consideration paid by the
buyer for the business or the stock of goods;
or (2) the fair market value of the business
or the stock of goods.

The seller must provide a certificate from
the Secretary of Revenue showing that all of
the sales and use taxes have been paid or
that no taxes are due in order to release the
buyer from the withholding requirement.
The seller may request the certificate from
the Department at the time of transfer.

From an operational standpoint, the
State benefits when a compliant business
owner takes over the business operations of
a non-compliant one.  It will work with
attorneys to help facilitate these types of
transactions. If the attorney has reason to
believe the seller may have outstanding tax
issues, he or she may contact the local field
office and provide details of the pending
transaction. The Department will issue a
garnishment to the closing attorney for any
funds due from the debtor seller.

Offshore Bank Accounts
What is the effect of the crackdown by the 
IRS on FBAR violators? Specifically, will 
the Department offer similar incentives, 
such as no penalties and the likelihood of 
no jail time, for a taxpayer that comes 
forward under the quasi-amnesty that the 
IRS is offering?

Yes.  The Department will provide a sim-
ilar path for taxpayers to come forward and
voluntarily disclose unreported income.
Filing amended returns for tax years 2003
through 2008 with our Central
Examination Discovery unit will be the
proper method. However, with respect to
penalties, the IRS applies a 20% accuracy-
related penalty to additional tax liability
and an additional penalty calculated by
applying 20% to the highest balance in each
undisclosed foreign account.

Questions for the North Carolina
Department of Revenue

See QUESTIONS page 14
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The Department will apply the appro-
priate penalty outlined in N.C.G.S. 105-
236 (5):

a. 10% negligence penalty

b. 25% large individual income tax 
deficiency penalty

c. 25% other large tax deficiency penalty.

In addition, the North Carolina
Department of Revenue is currently in dis-
cussion with the IRS to obtain information
with respect to individuals participating in
the Offshore Voluntary Disclosure.

Confidentiality Provisions 
in Settlement Agreements
The Department has been requiring 
“confidentiality provisions” in settlement 
agreements.  What is the rationale and 
authority for this?

The Department often requires confi-
dentiality provisions in settlement agree-
ments because of N.C.G.S. §105-259.  This
requirement is in line with our previous
requirements under the SI, VCP, and other
efforts.  It can also often be found in other
settlement agreements.  We keep to this
practice to comply with the spirit and letter
of N.C.G.S. §105-259.

Sales Tax on Services
The General Assembly discussed the 
taxation of services but did not make any 
changes in this area. If the law were 
changed to impose sales tax on professional 
services such as legal services, how would it 
be implemented? Specifically, would all 
attorneys have to buy a certain kind of 
software to collect and remit the tax?

Attorneys would be required to deter-
mine some manner to collect sales tax on
legal services.  This may entail computer
invoices, cash register, manual invoices, or
other manner deemed acceptable in
accounting for sales tax on such transactions
if such items were to be subject to tax.

Property Tax Treatment 
of Sales Tax on Leased Property

Practitioners are experiencing differing 
practices from different counties and from 
third party auditors on the question of 
whether a lessor’s property report for ad 
valorem purposes should include sales tax 
that would have been imposed at the time 
of the leased property’s purchase but was 
not imposed because the lessor purchased 
the property using a resale certificate, 
knowing the property was to be leased.  In 
this circumstance, sales and use tax is 
imposed on the lessee pursuant to the lease 
agreement.  Should the lessor’s property 
report include a sales tax amount if the 
sales tax was not paid?

The owner of property should list the
total cost of the property which includes all
cost necessary to acquire the property and
place it into use.  This cost should be at the
correct level of trade which is the retail or
consumer level; if not at the correct level of
trade then an adjustment should be made.
This is usually the capitalized cost of the
asset as shown on the deprecation schedule
of the taxpayer.  In the case of a lessor that
does not pay sales tax at the time of pur-
chase the sales tax would not be capitalized
as part of the cost of the asset.  It is the
Department’s opinion that if the sales tax
was not paid and capitalized then it should
not be reported.

The Department has and will continue
to give the counties guidance on this issue.
A few counties do not agree with our opin-
ion and see the sales tax as a level of trade
issue.  We do not agree with this position.
So far there has not been an appeal filed
with the Property Tax Commission on this
issue, therefore there is no case law on the
issue.

Property Tax 
Treatment of Computer Software
To what extent is computer software 
taxable for property tax purposes?

To the extent allowed by law.  N.C.G.S.
105-275(40) states: Computer software and
any documentation related to the computer
software.  As used in this subdivision, the
term “computer software” means any pro-
gram or routine used to cause a computer to
perform a specific task or set of tasks.  The

term includes system and application pro-
grams and database storage and manage-
ment programs.

The exclusion established by this subdi-
vision does not apply to computer software
and its related documentation if the com-
puter software meets one or more of the fol-
lowing descriptions:

a. It is embedded software.  “Embedded 
software” means computer instructions, 
known as microcode, that reside 
permanently in the internal memory of a 
computer system or other equipment 
and are not intended to be removed 
without terminating the operation of the 
computer system or equipment and 
removing a computer chip, a circuit, or 
another mechanical device.  

b. It is purchased or licensed from a 
person who is unrelated to the taxpayer 
and it is capitalized on the books of the 
taxpayer in accordance with generally 
accepted accounting principles, 
including financial accounting standards 
issued by the Financial Accounting 
Standards Board.  A person is unrelated 
to a taxpayer if (i) the taxpayer and the 
person are not subject to any common 
ownership, either directly or indirectly, 
and (ii) neither the taxpayer nor the 
person has any ownership interest, either 
directly or indirectly, in the other.

This subdivision does not affect the
value or taxable status of any property that
is otherwise subject to taxation under this
Subchapter. The provisions of the exclusion
established by this subdivision are not sever-
able. If any provision of this subdivision or
its application is held invalid, the entire
subdivision is repealed.

The current cases on software can be
grouped into two areas: The first is the tax-
able situs of software.  Where is the software
taxable based on our current law? The sec-
ond has to do with the interruption of the
above statute as it relates to: in-house devel-
oped software, in-house developed software
which is modified by an outside party, pur-
chased software which is then modified by
the owner using its own employees, and
purchased software which is modified by an
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outside party.

Power of Attorney
Practitioners report that the Department 
consistently ignores a power of attorney and 
continues to communicate directly with a 
taxpayer even though a power of attorney 
has been filed and to correspond with the 
taxpayer without sending the attorney a 
copy of the correspondence. What is the 
Department’s policy concerning 
communication with a taxpayer when a 
power of attorney has been submitted? 

Our policy is to always communicate
with the power of attorney if our records
indicate that there is a valid one on file.
However, notices and certain correspon-
dence automatically generated by our com-
puter system are sent to the taxpayer and
our current system does not have the capa-
bility to simultaneously send a copy to the
power of attorney.  We plan for our new sys-
tem to have this capability.

Will the Department accept the IRS power 
of attorney form in lieu of the N.C. form?

We prefer our Form Gen-58 be filed.
However, federal Form 2848 may be filed in
lieu of Form Gen-58 provided the form
includes all pertinent information requested
on Form Gen-58 and specifies that a tax-
payer is authorizing the DOR to discuss
State tax matters with the named represen-
tative(s).

Other Interactions
with the Department
Can the Department provide a statement 
of the taxpayer’s liability like the transcript 
provided by the IRS? Practitioners report 
that the DOR representative with whom 
they are speaking often doesn’t know 
exactly how much a taxpayer owes.

The Department’s current processing
system, ITAS, does not have this capability.
The new TIMS system that the Department
is currently working to implement will have
the ability to produce a transcript. 

What is the procedure for having a local 
revenue officer assigned to a case?

Contact the local revenue office manager

and request that the case be handled by a
revenue officer.

Has the approval process for offers in 
compromise changed and, if so, how?

Yes.  All offer-in-compromise requests,
regardless of tax type, are now handled by
the Offer-in-Compromise unit in
Greensboro.  The Department is currently
reviewing the offer program and how we
evaluate offer requests.  Additional changes
may be forthcoming as we review the
process.

Relationship with 
Federal Law and Practice
What weight does the Department give to 
IRS regulations on tax matters that are 
common to federal law and state law?

The Department may look to regula-
tions for guidance.

What weight does the Department give to a 
decision of the U. S. Tax Court?  Does the 

Department consider itself bound by these 
decisions?

The Department may look to Tax Court
decisions for guidance.  The Department is
not bound by these decisions.

Is there a provision in North Carolina law 
for a “wrongful levy” action similar to 
section 7426 of the Internal Revenue Code?

There is no such provision for levies nor-
mal performed against liabilities that have
become collectible as defined by N.C.G.S.
§105-241.22.  There is a provision for
requesting review of jeopardy levies.  The
process for this is included in N.C.G.S.
§105-241.23.  In addition, a request for
refund may be filed as provided in
N.C.G.S. §105-241.7. 

These questions were submitted for the
Aug. 27, 2009 meeting between the North
Carolina Department of Revenue and the Tax
Council of the North Carolina Bar
Association.
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