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U.S. Supreme Court to Hear Attorney Fee Taxation Cases  

(2004-1) — The U.S. Supreme Court announced on March 29, 2004, that it will hear appeals on the question of whether an attorney’s contingent fee must first be taxed to the plaintiff in a taxable damage case. Petitions for writs of certiorari by the U.S. Solicitor General were granted in Banks v. Commr., 345 F.3d 373 (6th Cir. 2003) and Banaitis v. Commr., 340 F.3d 1074 (9th Cir. 2003). The two cases were consolidated.

The court previously denied certiorari in previous cases on the same question in which the taxpayers had appealed. Observers had felt that the court was signaling this was a public policy issue to be decided by Congress.

In an even more recent case decided January 13, 2004, the Second Circuit reversed the U.S. District Court for the District of Vermont, which had granted summary judgment to the taxpayer. Raymond, et al. v. U.S., 355 F.3d 107. 

David A. Raymond had entered into a one-third contingent fee agreement with the law firm of Ouimette & Runcie to represent him in his wrongful termination suit against IBM. Raymond prevailed at a jury trial, receiving a judgment of about $900,000. IBM issued a check payable to Raymond, sending it to the law firm, which collected some $300,000 in satisfaction of the contingent fee agreement.

Initially, Raymond had claimed the entire amount of the judgment, $900,000, including the attorney fee, as part of his gross income along with other income of about $65,000, then attempted to deduct it. Due to the gross income amount, his tax liability was controlled by the Alternative Minimum Tax, which does not allow attorney fees among offsetting itemized deductions. His tax liability for 1998 was approximately $275,000. Raymond then filed an amended return, excluding the attorney contingent fee payment from gross income, claiming a refund of about $55,000, which the IRS denied. 

The trial court had concluded that, in Vermont, a “contingent fee agreement operates more like an assignment of income-producing property than an assignment of future income from property.” Raymond, 247 F.Supp. 2d at 554. That is, when a client agrees to a contingent fee arrangement, he assigns to his attorney not merely the future income to be generated from the claim, but rather a portion of the claim from which future income will flow.” Id. at 555 N.6. (quoting Estate of Clarks, 202 F.3d 854, 858). The Second Circuit concluded differently, siding with the majority view.

All but the Eighth and D.C. circuits have now ruled on this issue, and the decisions are inconsistent. Many observers believe that this is not a true split among the circuits. Rather, the various rulings simply indicate applications of different facts to the property laws of the individual states.

 Such was the recent case of Banaitis v. Commr., 340 F.3d 1074 (9th Cir. Ore. 2003). The Ninth Circuit applied the property law of Oregon and found that the attorney fee is not taxable to the plaintiff, a minority view and different conclusion than it had made in applying the laws of two other states, California in Benci-Woodward v. Commr., 219 F.3d 941 (9th Cir. 2000), cert. denied, 531 U.S. 1112 (2001), and Alaska in Coday v. Commr., 213 F.3d 1187 (9th Cir. 2000).

 The majority position is that such fees are includable in the client’s gross income. See 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). 

The minority position is that contingency fees are income to the attorney, but not to the client. See 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). ■   

Caution: This article has been overcome by events.
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