
A 
big tax trap fo r winning 
lawsuit plalntlffs can cause 
them to keep much less 
from a court award, after 

taxes, than they ever expected. In 
fact. this trap can even cause plain­
tiffs to owe the IRS more in taxes 
than they win in damages-so they 
literally lose by winning. Plus. this 
pitfall has just been upheld by the 
US Supreme Court . What you need to 
know 10 be alert (0 (his dal/ger ... 

cruel twist 

Damages won in lawsuIts in most 
kinds of cases are taxable Income 

(though there are exceptions, such 
as damages meant to compensate for 
physical injury). A plaintiff who brings 
such a case and wins mIght naturally 
assume that his/her taxable income 
will be the amount he keeps after 
his lawyer's fee. 

Example: A plainliff who sues for 
$ 100.000 and agrees to pay his 

TarHolIIIJ/! inlerviewul Robert W. Wood, ESq., 
founder and president , Robert W. \I,'ood Pro­
fesslonaf Corporallon. specialists In taxation 
o f damage awards and set Ile­
ment payments. 639 Front 51.. 
San Francisco 941 11, u:/CW.ru:w 
pc rom. He is author of TaxallOll 
01 Damage Awards and Settle· 
ment Payments (Tax Institute. 
wwwdamageuuxmis.org), 



r,---T-AX--H-O--T-lI-n-e-------------------------------------~~-----------M-A-Y-'-00-" 
lawyer a 40'X) contin gency fee 
might expect to have taxable in­
come of S60,000 if the su it is fully 
won. 

BuL the IRS says that this is incor­
rect. Since the en tire award is paid 
to the plai ntiff. the entire $100,000 
is taxable to the plaintiff, who then 
can deduct the legal fees paid to 
the lawyer. 

Snag: Under normal tax rules, legal 
fees are deductible only as miscella­
neous expenses, and these are de­
ductible only to the extent that they 
exceed 2'X, of adjusted gross income 
(AGI). Moreover, itemized deductions 
generally a re disallowed by 3'X, of 
the amount by which AGI exceeds 
$145.950 On 2005). 

CombIned . these Iwo rules can 
cause an award of $ 100,000. all of 
which is included in AGI. to reduce 
itemized deductions by 55,000 (2 'X. 
+ 3'\,,). effectively making $5,000 of 
the related legal fees noncleductible. 
(Other deductions. such as medical 
expenses and casually losses that 
are allowed only to the extent that 
they exceed a percentage of AGI , 
will be reduced. too.) 

Big trap: If the plaintiff is subject 
to the alternative minimum tax 
(AMT)-and a large lawsuit award 
can cause this-the plaintiff will get 
no deduction at all. because legal 
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Under Section 7519 even if no 
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fees are not deductible under the 
AMT. 

Example: With a SI00.000 award 
and 540,000 legal fee, the 28'X. l ax 
rate o f the AMT can cause 528,000 of 
tax to be due on the entire award. 
even though only 560.000 of it is 
kept-an effective 46.7 'X. tax rat e 
(not including state and local taxes). 
This is the case even though the top 
regular federal tax rate is on ly 35%. 

But it can be much worse. Legal 
fees won in a court award or sett le­
ment agreement may be larger than 
the amount of damages. Then the 
plaintiff may wind up owing the IRS 
more than the amount won In the 
case. True-life examples. 

-A woman won a court award o f 
$300.000 in damages plus $1 million 
to cover her legal fees-and wound 
up owing the IRS almost $400,000 in 
tax. thus losing nearly $ 100,000 from 
the case by winning! [Spina v. Forest 
Preserve District of Cook County. 207 
~ Supp. 2d 764.1 

- Paula Jones. in her case against 
former president Bill Clin ton, re­
portedly obtained a sett lement of 
$850,000 and incurred attorney fees 
of $650,000. Although the full details 
of her tax si tuat ion aren't public, 
experts have noted that these facts 
could have caused her to lose 
$38,000 net due to the AMT. (A 28'X, 
tax rate $850,000 '" $238,000. when 
her recovery after her legal fees was 
only 5200,000). 

Congress a nd the Court 

The fact that deserving plaintiffs 
can lose by winning due to the 
AMT has created much consterna­
tion in the legal system. As a result, 
both Congress and the Supreme 
Court have ac ted a ll the problem 
during the past year-but largely 
without elim inat ing it . What they 've 
dOlle .. 

- In the American Jobs Creatioll 
Act of 2004. Congress made legal 
fees fully deductible notwithstand­
ing the AMT -but only in a limited 
set o f cases. These are cases ~for 
the en forcement o f civi l rights." 
or regu lating ~any aspect of the 
employment situation. inclllding 
claims for wages. benefits. prollib ... 

itlng discharge of an em ployee. 
and discrimination agai nst an 
employee . ~ 

This is helpful for civil rights and 
employment cases-but still leaves 
the majority of cases not covered. 

Examples of cases not included 
under the new law include those 
for libel and defamation, contract 
violations. investment losses. and 
inflic t ion of emotional distress, 
among many others. 

Moreover. a single lawsuit may 
have several causes of action-so 
even in a c ivil rights or employment 
lawsu it. if there are other causes as 
well. not all legal fees may be 
deductible. 

- In a January :W05 opinion. the 
Supreme Court generally upheld 
the IRS's position on legal fees (in 
cases not covered by Congress's 
new law) ruling. "We hold that. as a 
general rule, when a litigant's re­
covery cunstitutes income. the liti­
gant's income includes the portion 
o f the recovery paid to the attor­
ney as a contingent fee," so AMT 
rules do apply. I Banks and Bana/lis, 
US Supreme Court . 125 S.C!. 826.1 

But in upholding the IRS position 
only "generally." the Court left open 
the possibility o f making legal fees 
deductible through exceptions to 
t he general rule. 

planning strategies 

The case considered by the Su­
preme Court involved only a straight 
contingency fee-where the lawyer 
received a percentage of the plain­
tiff's award. 

There are other kinds of fee agree­
men ts (and even other arguments 
regarding contingency fees) that the 
Cuurt specifically said it d id not 
consider-and which thus still pro­
vide the possibility o f making fees 
deductible, 

Example: Statutory fee shifting is 
a possibility in Jllany cases under 
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both federal and state law. With 
this, instead of the plaintiff receiv­
ing a general award from which he 
pays his lawyer, the judge assess­
es the cost of legal fees directly 
against the losing defendant and 
directs their payment to the plain­
tiff's lawyer. Because they are not 
awarded to the plaintiff personally, 
they very arguably are not taxable 
to him. 

II's also possible to write a settle­
ment agreement to reflect terms of 
statutory fee shilting. The Supreme 
Court stated that its ruling did not 
consider this option-so the ques­
tion of whether this will work is still 
open. 

Another strategy is to design a ne­
gotiated set tlement as a sfruclllred 
sertlemeflt. In simplest terms, this 
spreads the receipt of the settlement 
amount over a period of years. This 
may prevent it from piling lip suffi­
ciently in anyone year to resu lt in 
AMT applying and legal fees becom­
ing nondeductible. 

the right help 

A full discussion of all strategies 
that might be tried to get around the 
Supreme Court·s decision is beyond 
the scope o f a short article. 

But if you are a plaintiff in a law­
suit , or planning to be one, it is im­
porlant that you-and your lawyer 
-know the tax risks imposed by the 
AMT. A lawyer who is a litigation 
expert may not be a tax expert who 
is up all the AMT. the new tax law, 
and the new Supreme Court deci­
sion. 50 be sure you consult with a 
litigation tax expert, too, and plan 
VOlJf strateRies accordingly. TH 




