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Supreme Court Refuses to Resolve Circuit Split on Attorney Fees
Structure May Reduce Adverse Impact of Alternative Minimum Tax 

(2002-2) — The U.S. Supreme Court has refused to harmonize tax treatment of contingent attorney fees in nonphysical injury cases among the federal circuit courts of appeals.

Tax treatment of physical injury cases is not affected by the split among the circuits because none of the recovery is included in the plaintiff’s gross income, being specifically excluded under section 104 of the Internal Revenue Code. Neither the recovery nor the legal fees ever appear on the plaintiff’s tax return. Until recently, almost all structured settlements involved nontaxable damages. However, with the popularity of structured settlements extending to taxable damages, the prospect that the amount of the attorney’s fee may be taxed twice—to both the plaintiff and plaintiff’s attorney—must be considered when a structure is being contemplated. 

On May 13, 2002, the justices declined to grant a writ of certiorari in a case holding a sexual harassment plaintiff liable for taxes on contingent attorney fees paid by the defendant directly to the plaintiff’s attorney. This marks the third time in two years the Court has left the country divided over how injury victims are taxed on the money paid to their attorneys. Hukkanen-Campbell v. Commissioner, 274 F.3d 1312 (10th Cir. 2001), cert. denied, No. 01-1348 (May 13, 2002).

Nancy Hukkanen-Campbell of Shawnee, Kansas, won a $150,000 judgment in 1993 against her employer, a labor union, under Title VII of the Civil Rights Act of 1964. She had alleged that her boss threatened at gunpoint to rape her. Under the terms of her contract with her lawyer, she was paid $76,000 by the union and the balance went to her attorney for fees and to cover costs. Hukkanan-Campbell paid income taxes on the money she received directly, but the Internal Revenue Service assessed her for an additional $17,402 in taxes and interest on the amount paid to her lawyer, due to the alternative minimum tax (AMT). The government had applied a state-by-state standard, basing its ruling on the fine distinctions it perceived between the operation of the Missouri attorney lien statute and the attorney liens created by the laws of other states. The plaintiff argued that this type of analytical framework is unworkable and inconsistent with the law of federal income taxation.

Under state law, she argued, she had no proprietary interest in the contingent attorney fee payment and, therefore, should not be required to include it in her gross income. In agreeing with the IRS, the U.S. Tax Court considered the contingent fee payment to her lawyer to be a transfer of income from the taxpayer to a creditor, applying the “assignment of income” doctrine. Hukkanen-Campbell v. Commissioner, T.C. 12371-98 (unpublished decision, June 12, 2000). The Tenth Circuit’s affirmation was issued in December 2001.

The other two recent cases which the Supreme Court refused to review were both appealed from the Ninth Circuit, which also had upheld the inclusion of contingent attorney fee payments in the plaintiffs’ gross income. Benci-Woodward v. Commissioner, 219 F. 3d 941 (9th Cir. 2000), cert. denied, 531 U.S. 1112 (2001); Coady v. Commissioner, 213 F.3d 1187 (9th Cir. 2000), cert. denied, 532 U.S. 972 (2001).

Majority View

Under the majority view, the recovery by the successful plaintiff in a nonphysical injury case is fully taxable to the plaintiff, meaning that the plaintiff’s contingent legal fees cannot be netted against the recovery. Because they must be deducted below the line, they are subject to the AMT, which can be a harsh blow to the plaintiff. Below-the-line deductions have several disadvantages including the fact that they are subject to the 2 percent floor of section 67 of the Internal Revenue Code and to the overall deduction limitation of section 68. Miscellaneous itemized deductions, such as attorney fees, are not considered in computing the AMT under section 55.

Critics argue that the majority view also amounts to double taxation because both plaintiffs’ attorneys and their clients are taxed on the same contingent fee payment. 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 of the Courts of Appeals. See Alexander v. U.S., 72 F.3d 938 (1st Cir. 1995); O’Brien v. Commissioner, 38 T.C. 707 (1962), aff’d 319 F.2d 532 (3rd Cir. 1963); Young v. Commissioner, 240 F.3d 369 (4th Cir. 2001); Kenseth v. Commissioner, 259 F.3d 881 (7th Cir. 2001); and Baylin v. United States, 43 F.3d 1451 (Fed. Cir. 1995).

Minority View

The minority view holds that contingent fees recovered in taxable damage cases may be excluded from the plaintiff’s gross income on the theory that the amount paid to the attorney is never income to the plaintiff. Rather, the attorney is considered to be at risk to receive no fee if the plaintiff’s case against the defendant is unsuccessful, and the amount paid as the attorney fee does not materialize as income to anyone until there is a judgment not subject to appeal or a compromise settlement. At that time, the money becomes income to the attorney, never being the property of the plaintiff. This is the law in the Fifth, Sixth and Eleventh Circuits. See Srivastava v. Commissioner, 220 F.3d 353 (5th Cir. 2000); Estate of Clarks v. United States, 202 F.3d 854 (6th Cir. 2000), describing the attorney operating under a contingent fee arrangement as a “tenant in common” with his or her client in the cause of action;” and Davis v. Commissioner, 210 F.3d 1346 (11th Cir. 2000).

A Cruel Result

The classic example of how the AMT can be cruel to a taxpayer who is a successful plaintiff in a nonphysical injury case is the settlement of the claim by Paula Corbin Jones against then-President Bill Clinton alleging sexual harassment, violation of civil rights and emotional distress. One law professor explains: “Jones reportedly obtained a settlement of $850,000 from President Bill Clinton but incurred attorneys’ fees of almost $650,000. If she is considered taxable only on her net recovery of roughly $200,000, her regular tax liability would be approximately $72,000, and she would net $128,000 after taxes. However, if she must report the entire $850,000 award and deduct her attorneys’ fees below the line, her AMT liability would be approximately $238,000, with the result that she would be $38,000 out of pocket for bringing the action.” James Serven, Oral Argument in Hukkanen-Campbell: Taxpayers’ Last Stand? 93 Tax Notes 854 (2001). If this was the result, Jones was worse off for bringing the action than if she had not brought it.

While this example is an extreme one, the result is inescapable if the AMT statute is applied as written. Critics argue that the original intent of the AMT was to target the rich who were able to combine several tax preferences in one year to reduce their income tax liability to zero or some negligible amount. The AMT was not intended to target nonphysical injury victims who obtained once-in-a-lifetime recoveries for their damages, say the critics.

Tax preferences are granted by Congress to achieve social or economic policy goals by encouraging certain types of behavior. While many high-income taxpayers were arranging their finances to take advantage of the various tax-relief provisions, middle– and low-income taxpayers were paying a higher percentage of their incomes in taxes. The AMT was intended to ensure that individuals with high gross incomes paid at least some income tax, according to the history of the legislation that created it:

“The committee has amended the present minimum tax provisions applying to individuals with one overriding objective: no taxpayer with substantial economic income should be able to avoid all tax liability by using exclusions, deductions and credits. Although these provisions provide incentives for worthy goals, they become counterproductive when individuals are allowed to use them to avoid virtually all tax liability.” S. Rep. No. 494, 97th Cong., 2d Sess. 108-109 (1982).

Three Issues

There are really three issues that arise from these cases:

First, should an attorney fee in a nonphysical injury case be taxed as income to the plaintiff and then again as income to the attorney? The Supreme Court has declined to rule on this question, sending a signal that this is considered by the justices to be a social policy matter which should be addressed by Congress.

Second, is the imposition of the AMT on successful plaintiffs in nonphysical injury cases unfair, inequitable and an unintended consequence of the statute that created the AMT? While the severity of the AMT’s impact is determined by the question raised above, application of the AMT whether or not the attorney fee is considered part of the plaintiff’s gross income, can have a cruel impact on an injury victim. This also likely is a social policy question appropriate to be considered legislatively, not judicially.

Third, should the federal income tax liability on attorney fees paid by successful plaintiff in a nonphysical injury case to his or her own attorney be determined by where that taxpayer resides? A person living in the jurisdiction of a federal appeals court circuit that has adopted the majority view must pay income taxes on the attorney fee, while someone living in a minority view circuit does not. Historically, a role of the U.S. Supreme Court has been to harmonize the law when the circuits are split. Evidently, the justices believe the need to make the law uniform throughout the country is outweighed by the fact that social policy questions are within the realm of Congress and must be resolved there.

Structure Can Reduce Impact

Meanwhile, unless and until these issues are resolved, their adverse impact on nonphysical injury victims can be deferred or even reduced by structured settlements. Several life insurance companies in the structured settlement marketplace have devised alternative methods to the section 130 “qualified assignment” of payments excluded from gross income under section 104. Taxable payment obligations are being assigned through the employment of reinsurance assumption agreements when the assignment is between insurance companies. They are also being assigned and funded through the purchase of an annuity by a obligor situated in an offshore “tax haven,” with payments guaranteed by an insurance company based in the U.S.

If both the plaintiff and plaintiff’s attorney accept periodic payments instead of lump sums, the result can be very positive. The adverse impact of the plaintiff being taxed on the attorney fee is deferred, and the imposition of the AMT may be avoided or its effects reduced. The attorney, who cannot escape paying income taxes on fees in the year in which they are received, might avoid the highest income tax bracket if a large fee is spread out over a number of years. Both plaintiff and attorney get the benefit of tax-deferred growth. ■ 

Caution: This has been overcome by events.
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