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Some Attorney Fees Now Double-Taxed When Injury Non-Physical
(2005-1) — The U.S. Supreme Court has ruled that attorney fees in taxable damage cases must be taxed first to the plaintiff then taxed again to the attorney. The Supreme Court held: “When a litigant’s recovery constitutes income, the litigant’s income includes the portion of the recovery paid to the attorney as a contingent fee.”

The ruling came on January 24, 2005, in two consolidated employment discrimination cases, Commr. [of Internal Revenue] v. Banks, No. 03-892, and Commr. v. Banaitis, No. 03-907, that attorney contingent fees are considered income to the plaintiff under the Internal Revenue Code. See 543 U.S. ____ (2005); 125 S. Ct. 1025; 160 L. Ed. 2d 995.

Ruling Harmonizes Circuits

The ruling reversed two circuit court opinions that had held the then-minority view, Banks v. Commr., 345 F.3d 373 (6th Cir. 2003), and Banaitis v. Commr., 340 F.3d 1074 (9th Cir. 2003). Under the minority view, contingency fees were income to the attorney but not to the client. Actually, the Ninth Circuit had ruled both ways. In a California case, Benci-Woodward v. Commr., 219 F.3d 941 (2000), and an Alaska case, Coday v. Commr., 213 F.3d 1187 (2000), the Ninth Circuit held the majority view, which the Supreme Court confirmed. In Banaitis, the appellate court had applied the property law of Oregon, concluding that the attorney had a stronger lien than in the other two states. This led many observers to believe that there was not a true split among the circuits. Rather, the various rulings simply indicated applications of different facts to the property laws of the individual states.

Other cases reflecting the prior majority position include: Hukkanen-Campbell v. Commr., 274 F.3d 1312 (10th Cir. 2001), cert. denied, 535 U.S. 1056; Kenseth v. Commr., 259 F.3d 881 (7th Cir. 2001); Young v. Commr., 240 F.3d 369 (4th Cir. 2001); Sinyard v. Commr., 208 F.3d 756 (9th Cir. 2001); Baylin v. U.S., 43 F.3d 1451 (Fed. Cir. 1995); Alexander v. U.S., 72 F.3d 938 (1st Cir. 1995); O’Brien v. Commr., 319 F.2d 532 (3d Cir. 1963). 

Additional former minority position cases include: Srivastava v. Commr., 220 F.3d 353 (5th Cir. 2000); Foster v. U.S., 249 F.3d 1275 (11th Cir. 2001); Davis v. Commr., 210 F.3d 1346 (11th Cir. 2000); Estate of Clarks v. U.S., 202 F.3d 854 (6th Cir. 2000); Cotnam v. Commr., 263 F.2d 119 (Former 5th Cir. 1959). 

This inconsistency in rulings across the country was perceived to be unfair, because it effectively meant that people were governed by different sets of federal tax laws, depending on where they lived. The Supreme Court has harmonized the application of the Internal Revenue Code (“Code”) for this issue. No longer will the differences among the states in attorney lien statutes have any impact on the taxability of attorney fees to plaintiffs.

The Supreme Court’s position did not come as a surprise to most observers, as it had denied petitions for certiorari in previous cases on the same question in which the taxpayers had appealed. The Banks and Banaitis cases, in which the taxpayers had prevailed in the circuit courts, were appealed by the U.S. Solicitor General.

Jobs Act Reduces Impact

Ironically, this ruling came just three months after the American Jobs Creation Act of 2004 (P.L. 108-357) (“Jobs Act”) was signed into law on October 22, 2004, providing relief from double taxation of attorney fees, but only in Civil Rights cases with settlements or judgments reached after the effective date. It would have applied to both the Banks and Banaitis cases. Conversely, because the Supreme Court decision in Banks is retroactive, the Internal Revenue Service could assess taxes in cases previously decided in states where the then-prevailing minority view had favored the taxpayer.

The Jobs Act provides additional “above-the-line” deductions allowed under section 62 of the Code, which defines gross income, whether or not the taxpayer itemizes other deductions. That means relief also from the Alternative Minimum Tax, which did not allow deductions at all. Damages net of attorney fees and court costs paid by or on behalf of claimants are still taxable, however, unless otherwise excluded.

The Jobs Act applies to cases brought under the False Claims Act, “unlawful discrimination” actions which are further defined in the law by 18 examples, and all other employment cases. As a result of this new law, plaintiffs in these types of cases settled after the effective date of the Jobs Act will not be adversely affected by the Banks decision.

However, plaintiffs in other taxable damage cases may not, under the Banks decision, deduct attorney fees and costs in other types of taxable damage cases, including: defamation, false imprisonment, negligent infliction of emotional distress, abuse of legal process, property rights, insurance bad faith, invasion of privacy and contractual relations litigation. Punitive damages are always taxable, even when other damages may be excluded for personal physical injury or workers’ compensation claims under Code section 104.

Relief Theories Not Addressed

The Supreme Court in Banks did not address other theories proposed by Banks, Banaitis and their amici (“friends of the court”) that had not been advanced in earlier stages of the litigation or examined by the circuit courts. These include:

● Subchapter K partnerships established in the contingent fee agreement;
● Recoveries as proceeds from disposition of property, making the attorney fee a capital expense; and

● Fees deducted as reimbursed employee business expenses.
Some observers believe this leaves open the possibility of reducing the impact of Banks with proper tax planning. 

Structured settlements can also help reduce the tax bite for those types of taxable damage cases not covered by the Jobs Act. This might involve the structuring all or part of the claimant’s recovery or the attorney fee, or both, through a “non-qualified” assignment. A financial consultant can assist by running a pro forma tax return showing various scenarios to reduce current year income by accepting tax-deferred periodic payments.

Physical Injury Cases Unaffected

It is important to note that the Banks decision affects only taxable damage cases. Damages other than punitive recovered by suit or agreement, whether in a lump sum or periodic payments, arising from personal physical injury or physical sickness claims, or workers’ compensation claims, are excluded from gross income, regardless of the payee, under section 104(a) of the Internal Revenue Code.
Attorney Structures Bolstered
Additionally, Banks seems to strengthen the theory on which attorney fee structures in section 104(a) cases through qualified assignments are based. The IRS challenged attorney fee structures in Childs v. Commr., 103 T.C. 634 (1994), aff’d 89 F.3d 865 (11th Cir. 1996), based on the theory that the attorney fees belonged to the attorney at the time of settlement and could not be deferred under the plaintiff’s right to periodic payments from a qualified assignment. In 1994, Tax Court ruled in favor of the taxpayer in Childs, and the circuit court upheld. Under Banks, the attorney fees first belong to the plaintiff. There have been no more known challenges of attorney fee structures in over a decade.

In addition to providing relief in some types of taxable damage cases, the Jobs Act also created temporary havoc by added new section 409A to the Internal Revenue Code pertaining to “Deferred Compensation Rules to Commissions and Other Contingent, Event-Based Compensation Received by Vendors in the Business of Providing Services to Customers.” Initially, this new section was thought to apply to attorney fee structures, and most annuity markets terminated their attorney fee structure programs. This consternation proved to be short-lived when the IRS issued Notice 2005-1 on December 20, 2004, clarifying that deferred attorney fees were not affected by the new law. ■
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