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Strategy Can Avoid Double Taxation of Attorney Fee

(2003-1) — Unless a plaintiff lives in the Fifth, Sixth or Eleventh Circuit of the U.S. Court of Appeals, he or she might be in for some harsh tax treatment of a taxable damage award or settlement. This is the cruel reality of an income tax system that is supposed to be uniform for everyone.

With proper planning, all taxpayers can avoid these effects, regardless of their residence, a tax professor suggests. 

The controversy in taxable damage awards always centers on whether the attorney fee should be excluded from the plaintiff’s income or included first then deducted. Under the minority view, shared in the Fifth, Sixth and Eleventh Circuits, the attorney fee is never included in the plaintiff’s income. No problem.

The majority view, shared by the IRS, is the law in Tax Court and in the First, Third, Fourth, Seventh, Ninth, Tenth and Federal Circuits. In those jurisdictions, the attorney fee is considered income to the plaintiff, subject to income taxes, then is considered income to the attorney, subject to being taxed again on the same amount. If the plaintiff is subject to the alternative minimum tax (AMT), the attorney fee cannot be deducted even below the line.

The U.S. Supreme Court has declined to review circuit court decisions on tax treatment of contingent attorney fees in nonphysical injury cases. A ruling on this issue would harmonize the tax treatment throughout the country.

When Attorney Fee is Income

There are four main problems that arise in majority view jurisdictions, where the attorney fee is included, then deducted:

·  The legal fee may be deducted only as an itemized expense, meaning that the taxpayer would have to give up the standard deduction.

·  Because the legal fee is a “miscellaneous itemized deduction,” it is subject to the 2 percent floor; it can be deducted only to the extent that it exceeds 2 percent of the taxpayer’s adjusted gross income (AGI).

·  Itemized deductions, except medical expenses, casualty losses and investment interest, are phased out above a certain AGI level.

·  If the AMT applies, the attorney fee cannot be deducted at all.

Taxes Would Leave Woman Owing

Consider the case of Cynthia Spina, a police officer for the Cook County (Ill.) Forest Preserve. Spina sued her employer under the federal civil rights statute, alleging harassment and discrimination. A jury found the Forest Preserve’s conduct so outrageous it awarded her $3 million. 

The U.S. magistrate presiding over Spina’s trial called the award excessive, reducing it to $300,000. Spina was given the choice of accepting the reduction or going through another trial.

Non-Physical Injuries Are Taxable

Section 104(a)(2) of the Internal Revenue Code was amended in 1996 to require a personal physical injury or physical sickness as the origin of the claim in order for any damages awarded to be excluded from taxable income. Even damages for emotional distress causing physical symptoms, such as stomach disorders and headaches, do not qualify, unless the symptoms stemmed from physical injury or sickness. All of Spina’s damages, therefore, are taxable, since her claim did not include physical injury or sickness.

Because Spina lives under the jurisdiction of a majority view circuit (the Seventh), her attorney fees are considered to be her income. Spina’s attorney, Monica McFadden, earned about $850,000 in fees and claimed about another $100,000 in expenses. That $950,000 would be considered income to Spina, even though it may be paid directly to her attorney.

Under the AMT rules, as interpreted by the majority of circuits, Spina does not get to deduct the attorney fee, either above or below the line. Her taxable income from the settlement totals $1,250,000 if she accepts the terms. Her AMT liability on that amount is around $400,000, which is some $100,000 more than she will receive. She will keep nothing and, in fact, owe the IRS $100,000.

To make matters worse, not only does Spina have to pay taxes on the attorney fees and expenses, so does her lawyer. The IRS collects attorney fee taxes twice in majority view jurisdictions.

Would she have been better off by going on disability for her headaches, insomnia and weight loss caused by her working conditions, or did she do the right thing by standing up to her co-workers and suing, owing more in taxes than she is awarded?

Law of Unintended Consequences

Critics argue that the majority view is an unintended consequence of laws designed for other reasons. Spina’s case is a prime example of the law of unintended consequences. Congress taxed emotional distress to discourage frivolous lawsuits and imposed the AMT to ensure that rich people paid taxes, even when they had enough tax credits that would otherwise wipe out their liability. Cynthia Spina’s case fell into neither category.

Tax Professor Suggests Partnership

Rolf Auster, a professor of taxation at Florida International University in Miami, offers several tax-planning strategies to avoid the double-taxation and AMT consequences, regardless of where the taxpayer lives.

In an article in the January 2003 issue of RIA/WGL Practical Tax Strategies titled “Implement Strategies to Avoid Tax on Contingent Attorney’s Fees,” Professor Auster suggests that the plaintiff and the attorney form a partnership or limited liability company (LLC), instead of signing a contract with each other. The amount of the attorney’s contingent fee will determine the attorney’s share in the partnership. The plaintiff hires the partnership, and the partnership hires the attorney.

When the judgment or settlement amount is collected, each party receives a proportionate share. The plaintiff may avoid self-employment taxes by being a limited partner. The attorney reports income from this arrangement the same as for a sole proprietorship, Auster explains.

An attorney may avoid self-employ-ment taxes by forming an S corporation, then splitting the attorney fee share between a salary and a distribution, Auster suggests. An S corporation limits flexibility, however, and may not be desirable.

Other possible approaches offered by Auster include:

·  Be indifferent to the problem; you may be able to deduct the whole legal fee if you have met the 2 percent floor with other deductions, will not be phased out at the high end by deducting the legal fee, and are not subject to the AMT .

·  Hope the U.S. Supreme Court acts.

·  Hope Congress will act.

·  Move to another state where the minority view applies, before you settle.

The Supreme Court has consistently denied certiorari on this issue, signaling that a legislative fix will be required. Congress will need to act to eliminate the disparity among the federal circuits as to how attorney fees are taxed. Moving to another state may not be desirable. In the meantime, Professor Auster’s suggestion to form a partnership or LLC seems to be a viable way to avoid the consequences.

Structures Can Reduce Taxes

Even though these tax strategies can let a taxpayer avoid double taxation and AMT traps, both the plaintiff and attorney will pay taxes on the net amount received as taxable damages. A structure can reduce that tax liability by shifting earnings in a peak year, as a result of a damage award, spreading them over several years. This may avoid the higher tax brackets.■ 
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