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Two Circuits Rule Attorney Fees Not Taxable to Claimant
(2003-3) — The U.S. Court of Appeals for the Ninth Circuit, has ruled that, under Oregon law, attorney fees in a taxable damage lawsuit are not included in the taxpayer plaintiff’s income. Inclusion in the plaintiff’s gross income means the attorney fee will be taxed twice and it subjects the plaintiff to the alternative minimum tax. The majority of circuit court rulings across the country, including the 9th Circuit, have been to include attorney fees.

Reversing the Tax Court in Banaitis v. Commr., 2003 U.S. App. LEXIS 17913, issued Aug. 27, 2003, the appellate court cited the unique features of Oregon law in concluding that the fees paid directly to the plaintiff’s attorney were not includable in the plaintiff’s gross income for the relevant year. The 9th Circuit had ruled the opposite in previous cases in Alaska and California.

Sigitas Banaitis, an Oregon resident, had retained the law firm of Merten & Associates to pursue legal action against his former employer. The one-third contingent fee agreement authorized the attorney to accept a structured payment of fees directly from the adverse party. Any award of statutory attorneys fees paid by the opposing parties would be credited toward Banaitis’ debt to Merton. Merton’s underlying case was lost in state trial court but reversed on appeal. It settled in 1994 for the confidential amount of $8,728,559 to be paid for Banaitis’ benefit. Banaitis lost his appeal to exclude his damages under IRC § 104(a)(2), which were for emotional distress, even though physical symptoms manifested.

In distinguishing its decisions between this case and ones it made in Alaska and California, both also in the 9th Circuit, the court applied a state-law-specific analysis. It reasoned that Oregon law vests attorney with property interests that cannot be extinguished or discharged by the parties to the action except by payment to the attorney. Under Alaska and California law, attorneys do not have a superior lien or ownership interest in the cause of action. See Coday v. Commr., 285 F.3d 1210 (9th Cir. 2002), and Benci-Woodward v. Commr., 219 F.3d 941 (9th Cir. 2000), cert. denied, 531 U.S. 1112 (2001).

The 6th Circuit, on Sept. 30, 2003, in Banks v. Commr., Case Nos. 01-2171/2177, reversed the Tax Court, allowing the petitioner, John W. Banks, II, an Illinois resident, to exclude from gross income money he received pursuant to an out-of-court settlement, including the portion his attorney had received as a contingency fee. This ruling is consistent with the circuit’s earlier decision in a Michigan case, Estate of Clarks v. U.S., 202 F.3d 854 (6th Cir. 2000).■ 
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