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Introduction 

This article reviews tIle changing land­
scape of the federal income tax treatment of 
attorneys' fees. The tax treatment of contin­
gent lega] fees has been rife with contro­
versy for more than a decade, with the last 
few years seeing several particularly 
momentous developments. The first major 
development was Congress's enactment of 
the American Jobs Creation Act of 2004 
(Jobs Act). Although legislators had been 
considering versions of a bill to affect the 
tax treatment of attorneys' fees for years, 
Congress finally acted upon such a bill only 
as the United States Supreme Court was also 
set to consider the issue. 

Suggesting that Congress acted only to 
save face might be an exaggeration. Never­
theless~ it took many years for Congress to 

provide any relief on the tax treatlnent of 
attorneys' fees, The provision that was 
finally passed as part of the Jobs Act had 
been proposed and re-proposed since 1999. 
when it was first introduced as the Civil 

Rights Tax Fairness Ad of 1999. However, 
the issue cried out long before that for atten­
tion. 

The second significant development 
began with the Court's grant of certiorari in 
two attomeys' fees cases in 2004. Commis­
sioner v. Banks, 345 F.3d 373 (6th eir. 
2003), cert. granted, 541 U.S. 958 (2004) 
and Commissioner v. Banaitis, 340 F.3d 
1074 (9th Cir.2003)~ cert. granted, 542 U.S. 
958 (2004). The two cases were consoli­
dated before the Court for briefing and argu­
ment. When the Court issued its unanimous 
opinion on January 24, 2005, the Court not 
only missed a chance to correct an appalling 
tax problem~ but it also created substantial 
uncertainty about precisely what kind of tax 
planning will be permitted to avoid the gen­
eral tax rule the Court announced. 

The Jobs Act and the Banks decision both 
address the issue of how the Internal Rev­
enue Code (the Code) should treat contin~ 
gent attorneys' fees and costs paid by 
successful plaintiffs. Of course, the lawyer 
must pay federal income tax on his or her 
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legal fees received. The question is how the 
client will be taxed. The Issue is of sm:pris­
ing prevaJence~ as it arises whenever lawsuit 
proceeds in a settlement or judgment repre­
sent taxable income. Notwithstanding sec.­
tion 104 of the Code and its personal 
physical injmy exclusioD, most lawsuit pro­
ceeds .received via settlement or judgment 
represent taxable income. 

Logic suggests that aU expenses incurred 
to achieve this income, including Jawyers' 
fees and costs, would be deductible against 
that income. However? prior to the Court's 
decision in Banks. a ~j()rity of circuit 
courts held that a plaintiff could DOt net 
legal fees against his or her recovery. .In 
these circuits, the plaintiff had to generally 
include the gross recovery in income. even 
if the legal fees were paid directly to the 
contingent*fee lawyer. In contrast. a minor­
ity of circuits aDowed plaintiffs to .report 
gross income measured only by their net 
recovery. This practice was usually based 
on the theory that a plaintiff's attorney has 
an underlying interest in his percentage por­
tion of the case, and would in any case be 
taxed on his attorneys' fees. In Banks. the 
Court agreed with the majority of the circuit 
courts, albeit only as a general rule. 

The difference between the net and gross 
approach to reporting attomeys~ fees can be 
significant. Under net reporting, a success­
ful plaintiff reports gross income only in the 
net amount he eventually keeps. Under 
gross reporting, the plaintiff reports the 
entire settlement or judgment in gross 
income, and then takes a deduction for the 
attQrn~" fees and (J0Sb3 paid to counsel. 
Although the plaintiff can deduct his attar· 
neys' fees, the deduction is generaUy a IJlis.. 
ceUaneous itemized deduction. which ean 
be claimed only to the extent it exceeds 2% 
of the plaintiff's adjusted gross income. 

Overall limits also apply to itemized 
deductions. Most draconian of aU, the alter­
native minimum tax (AMT) allows no 

deduction for miscellaneous itemi.zed 
deductions. The Jobs Act eJiminates these 
historical eoncerns in some cases. In other 
instances. these problems will continue to 
plague taxpayers. for example. suppose a 
plaintiff receives a gross award of $100, 
owing 40% to his lawyer. Historically, a 
majority of circuit courts held the plaintiff 
has $100 of gross income. and must cfaim a 
deduction for the $40 paid to bis attorney 
(even if his attorney is paid directly out of 
the proceeds of the case, with the money 
never passing througb the plaintiffs hands). 
In the minority of circuits .. the plaintiff only 
bas $60 of gross income. The tax difference 
between these seemingly equivalent eco­
nomic results can be dramatic. 

ff> The minority cirtwt taxpayer has gross 
income and tax.able income of $60. The 
majority circuit taxpayer has gross income 
of $100 and a miscellaneollS itemized 
deduction of $40, of which the first 2% of 
adjusted gross income (or $2) would not be 
deductible. On top of this 2% limit this 
plaintiff may face phaseouts of deductions. 
Finally. attorneys' fees will not be 
deductible for AMT purposes. 

The 'latter point can actually tum a pre­
vailing party in litigation into a financial 
loser. An often cited New York Times arti· 
cle highlights the plight of a Chicago law 
enforcement officer who won a sex discrim~ 
ination suit, only to fmd that her recovery 
resulted in her paying $99,000 more in taxes 
than she recovered in the suit. 

Such situations shriek of inequity and 
bear no relationship to fundamentals of a 
fair tax system. The problems associated 
with the tax treatment of attorneys' fees has 
led to endless academic debates. numerous 
legislative assaults from various taxpayer 
groups,. a strident position announced by the 
U.S. Taxpayer Advocate, and ultimately} to 
passage of the attorneys' fee provision of 
the Jobs Act. Regrettably. the Jobs Act 
focuses. solely on employment claims and 
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cases arising from the Federal False Claims 
Act. Even though attorneys' fees tax prob­
lems arise in many non-employment cases t 

employment cases traditionally have served 
as the poster child of inequity. 

Although a taxpayer going out-of-pocket 
to pay taxes on a settlement or judgment 
may be unusual, successful plaintiffs often 
face a disproportionate tax burden on their 
recoveries compared to the tax burden borne 
by otber income. The magnitude of the 
problem varies with the following factors: 
(1) the size of the recovery; (2) the percent­
age of contingent fees; (3) the amount of 
costs and the way in which costs are applied 
under the fee agreement; (4) the plaintiff's 
other income; and (5) the plaintiff's other 
deductions. Given contingent attorneys· 
fees and costs may be 40% or 50% of a 
recovery, and sometimes much higher, the 
problem is manifest. 

Pri01" to the Court's decision in Banks, the 
tax treatment of attorneys' fees generated a 
decade of bitterly fought litigation, leaving a 
deep rift in the circuit courts around the 
United States. The lack of uniformity .led to 
forum shopping and frequent gerrymander­
ing of attorneys' fees arrangements. 
Although the Jobs Act eliminates the attor~ 
neys' fee problem in some cases, its scope is 
limited, with many cases escaping its relief. 

Moreover, the general rule announced by 
the Court in Bonks makes clear that broader 
relief is needed. In the meantime. the self­
expressed limitations of the Banks opinion 
should give Some taxpayers hope that they 
may be able to distinguish their case from 
the general rule announced in Banks. Yet, so 
far. the limited post-Banks case law sug­
gests that taxpayers may have a rough time 
with these arguments. 

The Jobs Act 

The Jobs. Act, signed by President Bush 
on October 22. 2004, allows an above~the--

line deduction for amounts attributable to 
attorneys' fees and costs received by indi­
viduals based on claims brought under the 
False Claims Act~ section 1862(b)(3)(A) of 
the Social Security Act, or unlawful dis­
crimination claims. The law identifies the 
types of qualifying "unlawful discrirnina­
tionH by referencing a long list of laws that 
provide for employment claims. Specifi­
cally enumerated, these laws arc as foUows: 

1. Civil Rights Act of 1991; . 
2. Congressional Accountability Act of 

1995; 
3. National Labor Relations Act; 
4. Fair Labor Standards Act of 1938; 
5. Age Discrimination in Employment 

Act of 1967; 
6. Rehabilitation Act of 1973; 
1. Employee Retirement Income Secu .. 

rity Act of 1914; 
8. Education Amendments of 1972; 
9. Employee Polygraph Protection Act 

of 1988; 
10. Worker Adjustment and Retraining 

Notification Act; 
11. Family and Medical Leave Act of 

1993; 
12.38 U.S.C. §§4301-34 (2000) (relating 

to employment rights of unifonned service 
personnel); 

13. CivilllightsActof1991; 
14. Civil Rights Act of 1964; 
15. Fair Housing Act; 
16. Americans With Disabilities Act of 

1990; 
11. any provision of federal law prohibit­

ing the discharge of an employee, discrimi­
nation against an employee, or any otber 
form of retaliation or reprisal against an 
employee for asserting rights or taking other 
actions permitted under federal law (known 
as whistleblowerprotection provisions); or 

18. any provision of federal, state or local 
law, or common law claims pennitted under 
federal, state or local law, that provides fur 
the enforcement of civil rights. or regulates 
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any aspect of the employment relationship, 
including claims for wages. compensation, 
or benefits. or prohibiting the discharge of 
an employee, discrimination against an 
employee. or any other form of retaliation or 
reprisal against an employee for asserting 
rights or taking other actions permitted by 
law. The list is noteworthy in that it covers 
two basic groups: (1) Federal False Claims 
Act claims and (2) employment claims. 

False Claims Act 
False Claims Act cases are generally 

brought to expose fraud and to recover 
monies for the federal government Under 
the False Claims Act. a whistleblower who 
uncovers fraud serves in the capacity of a 
private attorney general, and on the sUCce8S~ 
ful prosecution of the case is entitled to a 
relatorSs share. The government mayor 
may not choose to intervene in the case. Lit­
igation is often protracted. and attorneys' 
fees and costs tend to be very high.. The latter 
fact exacerbates the already difficult attor­
neys' fee deductibility problem. 

Many states have their own versions of 
the False Claims Act to recover monies for 
their state. Although the Jobs Act applies to 
Federal False Claims Act cases~ drums 
hrought under state counterpart legislation 
arenol entitled to an above-the-line deduc­
tion for attorneys' fees under the lobs Act. 
Congress has granted relief for the attorney 
fee problem ill the employment litigation 
context and for Federal False Claims Act 
cases, but relators in cases brought under 
state counterparts to the False Claims Act 
get no relief. This omission suggests that 
there is a premium on fonn~ instead of sub­
stance, and results in different tax treatment 
of similar claims. 

Employment Nexus 
The Jobs Act's list of sixteen federal 

statutes that entitle plaintiffs to an above­
the-line deduction for their attorneys' fees 

are al1 related to employment. Also included 
on the list of those entitled to protection are 
whistIeblower provisions which cover pro-­
visions of federal law (thus omitting state 
whistleblower protections) that prohibit the 
discharge of (or discrimination or reprisal 
against) an employee (or being a whistle­
blower. There is a catchall category, but it 
also applies only to employment cases. 
Most whisdeblowers are employees or for­
mer employees who have access to informa­
tion~ A Federal False Claims Act case. or 
state counterpart, in which the relator is 
seeking a recovery for the government (with 
a share to the relator) might also involve a 
claim under a whistleblower protection 
statute. but that would generally be a sepa-
rate action. . 

In this age of increasing legal specializa­
tion, a whistle blower may use one law firm 
to bring a False Claims Act action and 
another law finn to bring an employment 
action. For example, such a situation would 
arise where the employee/whistleblowcr is 
fired and discriminated against on the job. 
Suppose a whistleblower receives (1) a 
$300,000 recovery in the employment 
action that is protected from double taxation 
of attorneys' fees under the Jobs Act, and 
(2) a $3 million relator's share under a state 
counterpart to the False Claims Act. The lat­
ter is not covered by the Jobs Act, and thus 
is p~esumptively subject to the general ruJe 
expressed by the Court in Banks. 

Scope a/the "Catchall" 
The fmal "catchall" at the bottom of the 

list of provisions, which allows for specific 
above-the-line deductions, expressly entitles 
attorney fee relief in Federal False Claims 
Act cases. Stale false claims cases are not 
mentioned and presumably not entitled to 
relief. Indeed, after the litany of specific 
statutes that are all employment related, the 
catchall basket appears to embrace employ~ 
ment cases o~ly. and would seem not to 
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bring other things within it. Although it does 
scoop up state and local laws. and even 
common law claims made under federal, 
state or local law. it is hard to imagine the 
catchalJ applying to non-employment 
claims. 

Other Causes of Action 
Various other claims,a)sodo notappear to 

be within the catchall. such as detamation 
claims. If a taxpayer is defamed and suc­
cessfully brings an action through a contin­
gent-fee lawyer. the general· rule of Banks 
will presumptively apply, and the taxpayer 
will suffer the same kind ofattomey fee 
problems which taxpayers have dealt with 
for yeatS. The Jobs Act plainly suggests that 
defamation claims are less deserving of pro­
tection against tax. inequity than employ~ 
ment claims. DefamatioD1 a tort under the 
common law. is not entitled to an above-the­
line deduction for attorneys' fees unless it 
occurs in the context of employment The 
Jobs Act thus supplies one tax rule if a tax­
payer is defamed outside of his employ­
ment, and quite another tax rule if he is 
defamed, for example~ by his employer. 

It is arguable that a defamation claim, 
whether based inside or outside the employ­
ment relationsbip, is never an employment 
claim. Howevert it seems likely that a 
defamation claim against an employer 
would arise only in the context of other 
employment-based claims, such as some 
type of di~rimination. harassment or 
wrongful termination, It remains to be seen 
whether the Internal Revenue Service (IRS) 
will attempt to bifurcate recoveries into 
employment and. non-employment daimst 

seeking to limit the above-the-linededuc­
tion to only those attorneys'· fees related. to 
theemployment·claims. Thus far,the IRS 
has given no guidance on this point. 

How this issue will be resolved may be 
very fact-based. A case that seems predomi­
nantly employment-based may be decided 

one waY,wbile a case brought predomi­
nantly as a tort case, but with ancillary 
employment claims~ might be resolved in 
another way. If this does occur, it may put a 
premium on planning around such a result. 
Although there have always been good rea­
sons to include: specific tax allocation Jan­
guage in settlement agreements, there may 
be yet aootber reason to be specific. Unlike 
the Code's pre-1996 version of section 104, 
which favored tort recoveries over employ­
ment recoveries, this new tax incentive­
b?Scd planning would favor allocations to 
employment claims (with a corollary alloca­
tion to related ~ttorneys' fees) rather than 
tort claims. Such dramatically contrary 
incentives tum logic, or at leaSt traditional 
practice.. on its head and are likely to catch 
some t~payers and advisors unaware. 

Similarly7 if a false imprisonment case 
occurs in the context of employment, an 
above-the-line deduction for attorneys' fees 
could apply. Conversely, if the false impris­
onment occurs outside of that context, pre­
sumablyno above-the .. line deduction would 
be available. Thus, if an employer locks an 
employee in his office, perhaps the 
employee can deduct ·his attorneys' fees 
above the line. Conversely, if the police lock 
bim up in error, be cannot claim an above­
the-line deduction for his attorneys' fees and 
therefore may pay more taxes on his even­
tual recovery. 

Despite the lack of ~dance from the IRS 
or Treasury Department, there is still inter­
play betweenattomeys' fees issues and sec­
tion 104~ whicb excludes personal physical 
injuries and sickness damages. If a taxpayer 
actually suffers physical injuries while 
being falsely imprisoned., he may be able to 
obviate some or aU of the attorney fee prob­
lem by claiming a section 104 exclusioIil.. 
However, section 104 is also controversia1 
with theIRS. The IRS has given very little 
guidance on the scope of section 104 as 
amended in 1996. We still do not knowpre-
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cisely how serious something must be 
before it is considered a physical injury, 
altbough it appears the IRS wants to see 
bruises or other outward evidence· before it 
places a halo of excludability on the injured 
plaintiit 

The Jobs Act above-the-line deduction 
plainly does not apply to causes of action for 
negligent or intentional infliction of emO­
tional distress. Although emotional distress 
claims are often brought in the employment 
context, they are also often brought outside 
of-this sphere. ,As with defatl1atio~ emo­
tional distress claims will apparently receive 
one tax treatment if they occur in the 
employment context, and decidedly less 
favorable treatment if they do not. Of 
COUl'Set it could be argued that ancillary 
emotional ,distress. claims made in the con­
text of an employment action would not be 
entitled to relief. The IRS could seek to aIlo .. 
cate attorneys 'fees between various claims. 
If the IRS attempts to allocate' attorneys' 
fees between the' c1aims~ she administrative 
problems areJikelyta be enonn.ous. 

Invasion of privacy claims seem likely to 
suffer from the same dichotomy. Causes of 
action far interference with contractual lela .. 
tions and/or breach of contract would also 
appear to be treated differently inside,. ver­
sus outside, the employment context. 
Claims for investment losses may also be 
affected. If a broker has made bad invest~ 
ment decisions on your behalf and you 
recover from him, you may'· have trouble 
deducting your attorneys' fees. Conversely, 
if your employer makes the bad investment 
decisions for you. and the investment claim 
is made in the context of your employment 
litigation, presumably you can dedu~ the 
attorneys t fees above.the-line. 

Noncovered Employment Cases 
Despite the apparent completeness of the 

catchall list in regard to employment cases, 
some employment lawyers bring employ-

ment claims that are not true discrimination 
cases. In fact, lawyers may be concerned 
that some of their cases will not faU within 
the group of enumerated claims. even given 
the long list and its catchall. 

,J For example, this could be true with some 
Employee Retirement Income Security Act 
(ERISA) claims. ERISA applies to pension 
and welfare beitefit cases, and preempts 
state law. The Jobs Act enumerates ERISA 
cases as one of the categories entitled to an 
above-the--line deduction, yet it refers only 
to cases under sec. lion 51 () of ER1S~. That 
section deals with discrimination claims and 
aooounts for only a small fraction of sue· 
cessful ERISA claims. Some employment 
lawyers assert that a section 510 c1aim i$ 
nearly impossible to pursue effectively. A 
more typical ERISA claim is for benefits, 
such as pension or long-term disability bene­
fits. 'Ibis reality makes one wonder whether 
these other ERISA claims are entitled to the 
above~the~tine deduction under the catchall 
basket. 

Furthermore, overtime pay claims are 
generally not regarded as discrimination 
claims. At the same time, the Jobs Act sug­
gests that any unlawful act that is pursued 
WIder the Fair Labor Standards Act (FLSA) 
should give rise to anabove~the-line deduc­
tion for attorneys' fees. Ye., if the IRS 
interprets the term "discrimination" nar­
rowlYl perhaps only true discrimination 
claims under FLSA~ such as retaliation 
claims' and' Equal Pay Act claims, would 
qualify. It is arguable that the catchall provi­
sion would bring many cases under its pro­
tection, including overtime, minimum wage, 
and benefrt cases. Howeve{l.this assumption 
is far from certain. 

Punitive Damages 
Since the enactment of the Small Busi­

ness Job Protection Act of 1996 (1996 Act), 
punitive damages ate clearly taxab.le. This 
clarification came after decades of confu .. 
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sian about the tax treatment of punitive 
damages. The IRS has done nothing to 
addIcssthat ambiguity, and there remains 
no definition of "punitive damages~' in the 
Code or Regulations. Furthennore, many 
states now require that in a civil action in 
which punitive damages are paid to a private 
party, the state is entitled to a share. 

For example, suppose a taxpayer receives 
a punitive damage award for willful defama­
tion in California. Assume the taxpayer 
reCovers $1 in actual damages and $1 mil­
Han in punitive damages. Under California 
law, 75% of that punitive damage award (or 
$750,(00) goes to the State of California. 
The taxpayer would receive the remaining 
25%. There are several possible ways in 
which thjs distribution could be taxed~ par­
ticulady when contingent attorneys' fees are 
involved, 

In 2003. when the Senate veiSion of what 
became the Jobs Act was being considered, 
Senator Orrin Hatch, R-Utah, tried to 
address the increasing popularity of laws 
allowing for punitive damages to be split 
Senator Hatch introduced an amendment to 
the Senate bill to address punitive damage 
awards. The amendment correctly indicated 
that even 1hough punitive damages are 
always taxable to the recipient. punitive 
damages that must be paid to a state under a 
split-award statute would be excluded from 
ta.'l\:able income. 

The second portion of the Hatch amend­
ment said that in such a case. any attorneys' 
fees or other costs incurred by the taxpayer 
in connection with obtaining an award of 
punitive damages would also not be taxable. 
UnfommatelYl the Hatch amendment was 
not included in the Jobs Act It is unclear 
whether the amendment, having been pro· 
posed and Dot adopted, suggests anything 
about how this proviSion of the tax law will 
be interpreted when the IRS or the courts are 
faced with this punitive damage awards 
question. 

Prospective Relief 
The effective date of the Jobs Act is con­

troversial. as its attorneys' fee provision is 
prospective only_ The amendments apply 
only to fees and costs paid after the date Qf 
enactment (October 22,2004), with respect 
to any judgment or settlement occurring 
after that date. Thus, the fees and costs must 
be paid after October 22. 2004. and they 
must be paid thereafter on a settlement or 
judmnent that occy.t'S after that date. 

Although the Jobs Act plainly states that 
it applies only prospectively. a Senate floor 
debate suggests that the Senate (or at lea.')t 
Senators Baueus and Grassley) believed that 
the Jobs Act provision merely reaffimloo 
then existing Jaw (from the taxpayer­
favored circuits) on the tax treatment of 
attorneys' fees. The floor debate leading up 
to passage of the Jobs Act included the fol­
lowing: 

"Mr. Baucus: . . .As I understand it. tbe 
case Ia.w with respect to the tax treatment of 
attorncyfs fees paid by those that receive 
settlements or judgments in connection with 
a claim of unlawful discrimination~ a False 
Claims Act, 'Qui Tam: proceeding or simi­
lar actions is unclear and that its application 
was questionable as interpreted by the IRS. 
Further. it was never the intent of Congress 
that the attorneys' fees portions of such 
recoveries should be included in taxable 
income whether fOT regular income OT alter­
native minimum tax purposes. 

It is the understanding of the chairman 
that it was the conferees' intention for Sec~ 
tion 703 [which provides an above-the-line 
deduction for attorneys' fees] to clarify the 
proper interpretation of the prior law, and 
any settlements prior to the date of enact­
ment should be treated in a manner consis­
tent with such intent? 

Mr. Grasslcy: The Senator is correct. 'The 
conferees are acting to make it clear that 
attorneys' fees and costs in these cases are 
not taxable income, especially where the 
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plaintiff: or in the case of a Qui Tam pro~ 
ceedirJg. the relator, never actually receives 
the portion of the award paid to the attor­
neys. Despite differing opinions by certain 
jurisdictions and the IRS t it is my opinion 
fhat this is the correct interpretation of the 
law prior to enactment of Section 703 as it 
will be gojng forward. In adopting this pro­
vision, Congress is codifYing the fair and 
equitable policy that the tax treatment of set­
dements or awards made after or prior to the 
effective date of this provision should be the 
snme. The courts and IRS should not treat 
attorneys' fees and other costs as taxable 
income. 

As I stated in my May 12, 2004 press 
release summarizing this and other provi­
sions passed by the Senate as part of S. 
1637(:] Tax relief gets the headlines, but 
part of tax relief is tax fairness. It's clearly a 
fairness issue to make sure people don't 
have to pay income taxes on income that 
was never theirs in the first place. Tbat*s 
common sense. U 

Section 703 will help in well known 
cases, such as that of Cynthia Spina) an Illi­
nois police officer that secured a settlement 
in a sexual discrimination case that left her 
owing $10,000 or more. There are literally 
dozens of others like her in similar situa~ 
tions and it is my strong belief that the 
courts and the IRS should apply the guide~ 
lines of Section 703 not only after the date 
of enactment but also to settlements put in 
place prior to that time. 

Of course, it can be argued that this floor 
debate is nol persuasive in light of an 
express effective date in the Jobs Act itself 
Moreover} the Court's Ballks decision. in 
which the Court stated that the Jobs Act was 
prospective only (without mentioning the 
floor debate) is another point against the 
relevancy of this discussion. Nevertheless, 
it seems likely that this point will be raised 
by taxpayers in litigation where the effective 
date of the Jobs Act is important. It will be 

interesting to see if. when. and how this 
debate will be raised in the future. 

On a more fundamental level. the Jobs 
Act provision itself raises legitimate ques­
tions as to how one detennines what settle­
ments or judgments are covered. 
Sett1ements are straightfoJWard. Both the 
execution of the settlement agreement and 
the payment of the money must occur after 
October 22,. 2004,. to qualifY for the above­
the-line deduction. Judgments. however, 
are not so simpJe. Some judgments predat­
ing the enactment of the Jobs Act may be on 
appeal and are only currently being 
resolved. Consider tbe following example: 

Taxpayer A brings suit for employment 
discrimination and recovers a verdict of 
$800,000 in 2003. Judgment is entered, but 
the defendant appeals. The Court of Appeals 
affmns in January 0(2006. On February 15. 
2006, the date for a petition for rehearing to 
the state Court expires. and the defendant 
prepares to pay the judgment 

In this situation. when the defendant pays 
the judgment, is the plaintiff entitled to an 
above-the-line deduction provided by the 
Jobs Act? The Jobs Aces amendment to 
section 62 (a.llowing an above~the .. line 
deduction for attorneys' fees) specifically 
states that the new law applies to "fees and 
costs paid after the date of the enactment of 
this Act with respect to any judgment or set­
tlement occurring after such date." The trig­
gering event here is when the judgment can 
be said to "occur;' 

When Does a Judgment Occur? 
No ready answer exists in the statute or its 

legislative history to the question of when a 
judgment "occurs. n Presumably, this seem­
ingly simple "uccur'* language refers to 
something more basic than the time at which 
a judgment is entered. or the time at which a 
judgment becomes final. The entry of judg~ 
ment has a legal meaning and can be ascer­
tained witrl accuracy. The same can be said 
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for the time at which a judgment becomes 
fmal. 

Similar effective date provisions in other 
tax law changes have been more clear-cut. 
For example~ when the 1996 Act added the 
physical modifier to section 104, it did so 
for all amounts received after the date of 
enactment (August 20~ 1996)~ except for 
amounts received under a written binding 
agreement, court decree or mediation award 
in effect on, or iSsued on or before, Septem­
ber 13, 1995. 

The time at which a judgment "occurs," 
on the other hand, is not precise, though 
some clarification on this topic exists. For 
examplt:!t in the context of the priority of a 
federal tax li~ a judgment U occurs" when it 
is first rendered by the CQurt, In United 
States v- Dishman Independent Oil. Inc., 46 
F.3d 523, 525 (6th eir. 1995). the court of 
appeals reviewed the procedural history of 
the litigation, finding that the judgment 
occurred when the bankruptcy court first 
entered its fmal decision. notwithstanding 
an appeal to the federal district court and 
ultimately to the court of appeals. The court 
of appeals stated; 

Dishman was granted judgment by the 
bankruptcy court on April 27. 1992. The 
IRS tax lien seeks to collect $2,851,910.09, 
which is owed to the United States by the 
debtors for unpaid taxes from the third quar­
ter of 1987 through the third quarter of 
1988. On May 29, 1992, the IRS was per­
mitted to intervene in the proceedmg to seek 
a determination by the court that its federal 
tax lien was valid and prior to any interest 
held by Dishman in the debtors' property. 
The IRS eventually filed a motion for sum­
mary judgment which the bankruptcy court 
denied. Dishman then filed its own motion 
for summary judgment against the IRS. The 
bankruptcy court granted Dishman's motion 
for summary judgment, after fmding that 
Dishman's attachment lien, was perfected by 
the judgment entered in its favor on April 

27, 1992. and was therefore prior to the fed­
eral tax lien against the debtors. The district 
court affitmed the banKruptcy court's order 
granting Dishman's motion for summary 
judgment. The IRS appealed the case to the 
Sixth Circui~ where the court recognized 
the taxpayer's judgment occurred on April 
27. 1992, notwithstanding the appeals. The 
court stated: 

We believe this issue is controlled by the 
bolding of United States v. Acri1 which sup­
ports the IRS's position. In Acri, the 
Supreme Court unequivocaHy held that a 
federal tax lien filed after an attachment lien 
was executed had priority over the attach­
ment lien because judgment on the attach­
ment Hen did not occur until after the filing 
of the tax lien. In Acri, the Court was not 
persuaded by the recognition of the attach~ 
ment lien as perfected under Ohio law. 
Rather, for "federal tax purposes" the lien 
was "inchoate . . . because, at the time the 
attachment issued, the fact and the amount 
of the lien were contingent upon the out­
come ofthe suit for damages." 

These lien authorities may not be 
expressly directed at the question of when a 
judgment occurs for purposes of section 62. 
Nevertheless, these authorities do appear to 
support the view that a judgment "occurs" 
when it is first rendered. They also suggest 
that the IRS would probably interpret the 
term "occur" in a general way, rather than 
by reference to some technical lapsing of 
appeal period, or to a judgment otherwise 
becoming' final. There may well be other 
areas of the body of federal tax law where 
this kind of spadework should also be done. 

The rudimentary fonnulation of the Jobs 
Act's effective date, with its simpJistic con­
cept of the occurrence of a judgment as a 
trigger for the effective date of this impor­
tant provision. may preclude the application 
of an above~the-line deduction in many 

_ cases. However. it should often be possible 
to enter into a settlement agreement to make 
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the timing of the judgment irrelevant. If a 
judgment would otherwise not be covered 
by the above-too-line deduction because it 
occurred prior to October 23, 2004, a settle­
ment 6f the dispute between plaintiff and 
defendant after October 22, 2004, should 
import the abo.ve~the-line deduction. A 
binding settlement agreement dated after 
October 22, 2004. would serve as the vehi­
cle for the paymenl:. not the judgment. A!$ 
lOIig as there is some procedural possibility 
for keeping the case ajive - a writ, an appeal, 
a proceeding to attempt to set aside the judg­
ment - a settlement should be effective. 

Indee~ the plaintiff who needs a settle­
ment for tax purposes may be willing to give 
up some of the consideration that would be 
paid via the judgment. Altematively~ the 
plaintiff may be willing to make other con­
cessions such as agreeing to confidentiality 
obligations or other non-monetary items. 
Given the procedural wrangling and delays 
that are often encountered in enforcing a 
judgment, a consensual resolution would 
seem appropriate. A settlement should not 
be regarded as a sham if any material term in 
the settlement differs from those set forth in 
the judgment 

There may conceivably be cases in which 
the defendant insists on paying the judgment 
and not settling a case. There may also occa~ 
sionally be defendants who ate willing to 
settle. but who insist on extracting a hefty 
price for their cooperation, perhaps seeking 
to split what they perceive as the pertinent 
tax benefits. However, in the vast majority 
of cases. a settlement should be possible. 
Hopefully such settlements will secure the 
plaintiff's above-the-Une deduction. 

Allocating Among Claims 
The fact that the Jobs Act differentiates 

some claims from others may prompt tax~ 
payers to attempt to categorize their claims 
within the .list of "good" attorney fees. 
which are those paid Of incurred to pursue 

Federal False Claims Act cases and ~w.ploy­
ment discrimination claims. The vast major­
ity of lawsuits have multiple C3U&..es of 
action and a mix.tur~ ,:of factual dett\~:ls. For 
e,<ample, a plaintiff :migbt bring a Jaw~t 
with one daim for employment di$C~­
tion au,dot.b.er cJairps iq(tlt}ding de;(~~ 
arising Qut of employment. Will the Jl{S ,try 
to allocate the attonteys' f~es? Will it~b.e like 
~e situation so often occ~g in th~ .coo­
te:Kt of divorce, where .. attQqlcys ,tO~only 
allocate their fees betwe!m regul,ar c:ijYorce 
legal fees and tax ,legal fees. the latter~b.eing 
deductible? 

Banks 

Although the Jobs Act basbfought 
tremendous statutory change tf) this ~. the 
Court brought about judicial change almost 
simultaneously. The CotUt's decisiQll ,in 
Banks attelIlpted to resolve the bitt~r split 
raging in the circuit courts. Banks reviewed 
holdings where attorneys' liens were held to 
have been strong enough that the attorneys 
themselves owned the fees, and the gross 
income was not considered to pass t4r~)Ugh 
the clients' 'hands. futhe lower CQ~, the 
respondents in Banks had been allowed to 
report only their net income, after attorneys' 
fees. Although the Court had five :times 
refused to hear a case on attorneys' fees 
where the taxpayer had lost, in Banks,it was 
the IRS who had lost in the lower courts and 
ultimately asked the Court to in~e:rvene. 

Oral argument in Banks was scheduled 
for November 1.2004, a little over a.y.teek 
after the en~otment of ,the Jobs Act. 
Approximately one week ,before the oral 
argwnent was :«;heduled,. the tax,payqrs in 
Banks asked, the . Court not to <k!cide the 
case, arguing in a supple~tal bri,eftbat the 
Jobs Act bad mooted their case. Underlying 
,this request was the assumption that fflXpay­
ers would be·better off aUe;u;t knowing that 
the law in some circuits· was· favorable on 
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the attorneys' fee point, rather than having 
the door shut entireJy. It was a prescient fiI~ 
ing by t.he taxpayers. one that the Court did 
not heed. 

The Court rendered its decision on Janu· 
ary 24, 200S. The actual holding is succinct. 
though much of the Court's opinion is not 
The holding bears quoting. particularly 
since there is much speculation about what 
this opinion does and does not do. The Court 
held that,. 4<as a general rule, when a liti­
gant's recovery constitutes income, the liti­
gant"s income includes the portion of the 
recovery paid to the attorney as a contingent 
fee." 

On first glance, more than a few taxpayers 
will be comforted by the fact that the Court 
announced this concept "as a general rule," 
thus implicitly endorsing the notion that 
there will be exceptions. The opinion was 
written by 1ustice Kennedy. and all mem~ 
bers of the Court agreed except Chief Jus­
tice Rehnquist, who did not take part in the 
decision. The lack of dissent. and discern­
able tack of compassion for taxpayers in the 
opinion, seems surprising. it is particularly 
,odd because some Justices in oral argument 
expressed concern about the possibility of 
confiscatory taxation. JustiJ;e O'Connor 
made more than a passing point about this 
during oral argument, saying the tax on 
attorneys' fees might even mise Constitu­
tional questions. Justice Breyer made a sim­
ilar suggestion. 

After stating the holding "as a general 
rule." the Court recited the facts. explained 
the problem of deducting legal fees as a mig .. 
cellaneous itemized expense, and then noted 
that Congress had prospectively addressed 
the problem for many cases (and in particu­
lar. for cases arising in the employment con­
text). The Court noted, though, that the Jobs 
Act is not retroactive; so the taxpayers in 
Banks still needed a decision. As noted 
above~ it could be argued that the Senate 
floor colloquy between Senators Grassley 

and Baucus is support for the argument that 
the Jobs Act is retroactive and merely enun­
ciates current law. It is not dear whether the 
Court's explicit notation that the Jobs Act is 
not retroactive was meant to squelch this 
argument Of course, the Jobs Act itself 
notes that its application is prospective only. 

In large part, the Court adopted the 
assignment of income cases" referring to 
such hoary cases as Heiwring. v. Horst, 311 
U.S. 112 (1940) and Lucas v. Earl. 281 U.S. 
111 (1930). With strident language, the 
Court addressed the theory that the attorney­
client relationship can be viewed as a kind 
of business partnership or joint venture for 
tax. purposes. Giving it short shrift, the 
Court rejected this partnership suggeStion, 
dismissing it with one sentence. The Court 
then talked about the lawyer as an agent, and 
cited liberally from the Restatement of 
Agency. 

Citing favorably from Judge Posner*s 
stinging opinion in Kenseth v. Commis­
sioner., 259 F3d 881. 883 (7th Cir. 2001), 
the Court dispensed with the notion that 
state taw might confer special benefits on 
attorneys which could influence ownership 
and, therefore, taxation. Instead, the Court 
concluded that lawyers are mere agents, and 
again cited liberally from the Restatement of 
Agency. The Court seemed to hold up the 
possibility that state law might make a dif­
ference. stating U[t]his rule appJies whether 
or not the attorney~lient contract or state 
law confers any special rights or protections 
on the attorney" so long as these protections 
do not alter the fundamental principal-agent 
character of the relationship." Although the 
Court noted that state law varies on the 
strength of attorneys" security interests in a 
contingent fee, the Court said no state laws 
of which the Court was aware actually "con­
vert the attorney from an agent to a partner." 

This finding suggests that the Court does 
not, and perhaps can not, comment on an 
state laws. The recent enactment ()f a Wnsh-



Tax Treatment of Attorneys Fees 21 

ington attorneys' lien law. which appears to 
be far stronger than any of the state laws 
considered by the Court, could be relevant 
and was not examined by the Court. 

The Court noted that the taxpayers pro­
posed various theories that would exclude 
attomeys' fees from gross income, or permit 
deductibility. The Court referred to these as 
''novel propositions," stating the arguments 
were not advanced ill the earlier stages of 
the litigation, and therefore were not exam­
illed by the courts of appeal. Therefore. the 
Court "dec1ine[ dJ comment on these supple­
mentary theories,u which were as follows: 

.. the contingent fee agreement estab­
lished a Subchapter K partnership; 

.. litigation recoveries were proceeds 
from the disposition of property. so that the 
attorneys' fees must be subtracted as a capital 
expense from the proceeds; and 

., the fees are deductible reimbursed 
employee business expenses. 

Noting that it would not consider any of 
these arguments (and this is apparently a 
nonexclusive list of what the Court would 
not consider). the Court also said it did not 
reach the fact pattern where a relator pur­
sues a claim on behalf of the United States 
under the Federal False Claims Act. 
Althougb False Claims Act cases are cov­
ered prospectively by the Jobs Act. prior 
False Claims Act cases are not impacted by 
the Banks opinion. 

Finally. as if these carveouts were not 
enough, the Court addressed statutory fee 
shifting provisions. as well as injunctive 
relief. The Coun noted that Mr- Banks 
argued tbat assignment of income principles 
would be inconsistent with the purpose of 
statutory fee shifting provisions. Statutory 
fees Inay be available to a plaintiff's lawyer 
under either state or federal law, the idea 
being that fee shifting, which enables a 
defendant to bear the plaintiffs attorney's 
fees, is important to encourage proper com­
pliance witb the law. Taxpayers have often 

, " 

argued that the assignment of income analy­
sis frequently applied by the IRS and the 
courts ought to have no bearing in a fee 
shifting case, since a fee shifting statute 
makes the argument for lawyer ownership 
of the fees considerably stronger. 

Indeed, it seems hard to afgJle in such a 
case that the client is "paying" the plaintiffs 
lawyers anything) since the court is award­
ing damages. Taxpayers have sometimes 
taken comfort from cases such as Flannery 
v. Pretltice~ 28 P.3d 860 (Cal. 2001). a Cali­
fornia decision involving whether a statu­
tory fee award is reaDy the property of the 
client or the lawyer. Taxation. after aU, 
ought to be about who is entitled to the 
income. The question in Flannery was' 
whether the attorneys or client were entitled 
to fees awarded under the California Fair 
Employment and Housing Act. Although 
not a tax case. the Flannery court rejected 

Sinyard v. Commissi(mer, 268 F.3d 756 (9th 

Cir. 2001) and found that. absent proof of an 
enforceable agreement to the contrary. the 
attorneys> fees belonged "to the attorneys 
who labored to earn them,» 

Quite significantly, in Banks. the Court 
glossed over the fee shifting issue. The 
Court noted: After Banks settled his case, 
the fee paid to his attorney was calculated 
solely on the basis of the private contingent­
fee contract There was 00 court-oroered fee 
award [to Banks' attorney], nor was there 
any indication in Banks' contract with his 
attorney} or in the settlement agreement 
with the defendant, that the contingent fee 
paid to Banks' attorney was in lieu of statu­
tory fees that Banks might otherwise have 
been entitled to recover. 

AU of these explanations are quite impor­
tant The Court suggested that the result in 
Banks might well have been different if 
there had been a court-ordered fee award. 
The Court also suggested that the result 
might have been different if there were any 
indication in Banks's contract with his 
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lawyer that the contingent fees were in lieu 
of statutory fees. Finally, the Court sug· 
gested that the result might have been differ­
ent if there were a statement in the 
settlement agreement to this effect. 

Any of these suggested differences may 
have changed the outcome of Banks. How~ 
ever,it may have been necessary for all of 
these facts to be present (a court ordered tee 
award, plus a provision in the contingent fee 
agreement obviating a percentage fee when 
there is a court awarded fee. plus a statement 
in the' settlement agreement that the plainw 

tiff's lawyer is receiving a statutory fee) for 
Banks to have come out differently. 

UnfQrtunately for taxpayers, despite the 
Court's positive language in Banks, at least 
one case in the Tax Court has already given 
short shrift to the argument that a statutory­
fee-based claim would make a difference. In 
Vincent v. Commissioner, 89 T.C.M. (CCH) 
1119. decided after Banks, the Tax Court 
ruled that an award of attorneys' fees pur­
suant to a California fee shifting statute was 
not excludable from the taxpayer's gross 
income. The court noted that Ninth Circuit 
law governs any appeal of the Vincent Tax 
Court case, and citing Sinyard, notwith~ 
standing a statutory fee claim. 

Perhaps more significantly, the Tax Court 
stated in a footnote that: 

Petitioner's reliance on Flannery is mis~ 
placed. We are not bound by State law clas~ 
sifications as to the ownership of income. 
Any contingent attorney's fees paid by peti~ 
tioner on account of her (taxable) civil set­
tlement would properly be income under 
Banks, supra, and she may not escape this 
outcome by arguing that. because her attor­
ney's fees and costs were awarded by a civil 
court pursuant to a statutory fee shifting pro­
vision, the income is properly attributable to 
her attorney. We are not presented with, and 
do not decide, whether petitioner would 
have been taxed on the attorney's fees paid 
to her attorney. had she been represented by a 

nonprofit Jegal foundation. 
The last point the Court did not address in 

Banks is the situation prevailing where there 
is injunctiVe relief. Although related to the 
fee shifting point, it is distinct. Banks argued 
that in some cases, such as where the plaintiff 
seeks only injunctive relief, where the 
statute caps the doUal' amount of a plaintiff's 
recovery, or where for other reasons dam­
ages are substantially less than attorneys' 
fees, court~awarded attorneys' fees can 
actually exceed a plaintiff's monetary 
recovery. Banks also argued that treating 
the fee award as income to the plaintiff in 
such cases can lead to the penrerse result 
where the plaintiff loses money by winning 
the suit. The Court held that it need not 
address such claims. 

Questions Remaining Following Banks 

Class Actions 
The tax treatment of attorneys 1 fees in 

class actions has long been confusing. The 
authorities have often drawn distinctions 
between opt-in and opt-{)ut classes. with 
opt~in plaintiffs being more likely to be 
treated as receiving attorneys' fees for tax: 
purposes. Tax authorities have even drawn 
distinctions between those class members 
who sign, versus those who do not sign., a 
fce agreement with class counsel. Such dis­
tinctions often do not seem to make sense. 
Because of the nature of class actions. attor­
neys' fees and costs can be especially high, 
with Spina-like results. Unfortunately, the 
Banks case, with its side-stepping of the 
statutory fee issue, does not help to clarify 
this confusion. 

Insurance Industry 
Banks has had a curious effect on the 

insurance industry. The mere fact that it is 
an adverse decision on the attorneys' fees 
issue may prompt some plaintiffs to struc· 
ture fees they otherwise would not There is a 
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growing trend. of structured settlements out­
side the personal injury field. A nonquali­
tied structure, with its deferral of tax 
consequences? can ameliorate the AMT 
prohlems caused by attorneys ~ fees. 

For some plaintiffs,Banks means that 
contingent attorneys' fees will continue to 
cause tax problems. For example, claims for 
defamation, false imprisonment, intentional 
or negligent infliction of emotional distress, 
and insurance bad faith will still give rise to 
attorneys Y fee AMT problems. Any case 
With punitive damages, even true personal 
physical injury cases, can raise this problem, 
too. 

Even employment claims that resulted in 
verdicts prior to October 23, 2004~ may still 
be caught by tillS problem when they are 
resolved on appeal, since the effective date 
of the Jobs Act provision covers judgments 
"occurring" after October 22. 2004. Suc­
cessful litigants whose cases are on appeal 
will have a strong incentive to "settle" the 
case, since settlements, unlike having the 
verdict affinned on appeal, should bring the 
case within the Jobs Act provision. 

Structures of attorneys' fees themselves 
may become more popular after Banks. 
Some insurance companies have accom­
plished attorneys' fee structures with a sec­
tion 130 qualified assignment. Such 
companies have taken the view that in a true 
personal physical injury case, the lawyers' 
portion of the recovery can be structured 
because it too represents section 104 dum­
ages, at least to the plaintiff.. 

At least one insUrance company; on the 
other hand, has shied away from using a 
qualified assignment company, and used a 
nonquaJified assignment company. Banks 
solidified the view that damages (outside the 
statutory fee area) belong to the client,first 
and foremost. This view may make insur­
ance companies more comfortable using 
qualified assignment companies for struc­
tured settlements of attomeys' fees, leading 

to more structures of attorneys' fees, since 
the number of providers will grow. 

A related point is that structures of attor­
neys' fees may get a boost from the implica~ 
tions Banks has on section 72(u) of the 
Code. This section taxes the cash build-up 
in value of a Jife insurance policy in certain 
cases. A notable exception is a ~~qualified 
funding assef' as defined in section 130( d) 
of the Code. This provision, therefore. 
favors qualified structured settlements 
(within the meaning of sections 104 and 
130) as oppo~ to unqualified (meaning 
taxable) ones. It has Jed at least -one insur­
ance company to position its assignment 
company outside the United States fo~ creat~ 
ing nonqualified stmctures. The Banks 
decision suggested that contingent attor­
neys" fees "generally" belong to the client 
firs~ SO that even the attorneys' portion of 
the award can be structured with a domestic 
asSignment company. The fact that struc­
tures of attomeys' fees can be domestic in 
light of Banks suggests that there may be 
more attorneys' fees structures in the future. 

Other Misconceptions 
It is perhaps a sign of how widely the 

Court '5 decision was anticipated that there 
was much confusion when it was handed 
down. The Los Angeles Times initially 
reported that Banks meant that all personal 
injury recoveries might be taxable. TIlis 
misUtlderstanding was quickly pointed out 
to the Los Angeles Times, which in tunl 
published a correction. All this created con­
siderably more hubbub than one usually 
sees with a tax case. 

Continuing Controversy 
Perhaps practitioners were wrong to think 

that the Court, already materially aided by 
Congress's enactment of the Jobs Act, 
would clear up the taxation of contingent 
attorneys' fees in a tidy way. In fact, the 
Court's decision was underwhelrning, 
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though perhaps.ts lack of precision and the 
several areas it declined to consider will 
allow tor some taxpayer planning. 

There are some cases that are not resolved 
by the Jobs Act, and also not resolved by the 
Banks opinion. First, False Claims Act cases 
are expressly not <:overed by Banks. False 
Claims Act cases that predate the Jobs Act 
(or False Claims Act cases that are resolved 
on appeal and the subject of a verdict relat~ 
ing back to a date prior to October 23, 2004) 
are governed by old law. Since there is no 
definitive case dealing with the tax implica­
tions of a False Claims Act case, it would 
appear that the old circuit court split con­
trols. 

At the same time, one could argue that a 
False Claims Act case is fundamentally dif­
ferent from any other attorneys' fee situa­
tion. A relator in a False Claims Act case 
serves as a private attorney general and is in 
the nature of a bounty hunter. Such an 
endeavor plainly sounds more like a trade or 
business than the activity in a typical 
employment casco Therefore, one might 
argue that a Schedule C treatment for the qui 
tam recovery would be the appropriate tax 
treatment. On a Schedule C, of course. there 
would be a natural netting of the attorneys' 
fees without running afoul of the 2% item­
ized deduction threshold, phaseout or AMT. 

Secondly, another big area left open by 
Banks is the statutory fees issue. The Court 
seemed to invite structures to avoid the 
Ba1lks result by noting that in Banks, there 
was no suggestion that there was a court 
award of attorneys' fees, and no statement 
as to tbe contingent fee award being obvi­
ated when there was a statutory award in 
either the fee agreement or in the settlement 
agreement. In many cases it would be fairly 
simple to add one of these elements~ and the 
Court suggested that it might make for a bet­
ter tax result 

Practitioners might consider adding a 
statement in a settlement agreement that the 

lawyer is receiving his or her money directly 
from the defendant and in lieu of statutory 
fees that would be awarded in the case had 
the case gone to trial. Alternatively, or in 
addition, this could be addressed in the con­
tingent fee agreement between lawyer and 
client. Contingent fee agreements can be 
amended. and it may be appropriate to 
amend or claritY a contingent fee agreement 
before the case settles. Such an amendment 
could presumably be made effective as of 
the date of the original agreement. It is con­
ceivable that such planning may avoid the 
result reached in Banks. 

Thirdly; another huge area Jeft open by 
Banks is the situation where there is injunc­
tive relief. A taxpayer who is ~eeking 

injunctive relief may end up with enormOus 
att<>rneys' fees and a relatively small net 
award. The fact that the Court in Banks 
avoided this fact pattern suggests that per­
haps a plaintiff can avoid the Banks result in 
a case of this sort. Allocating attorneys t fees 
between the injunctive relief and the cash 
compensation may be one alternative. Man­
dating the direct payment of the attorneys' 
tees, providing the appropriate language in 
the settlement agreement, and making sure 
that aFonn 1099 goes directly (and only) to 
the lawyers, may also help to obviate the 
general rule announced in Banks. 

Fourthly, another open area concerns the 
theory that the lawyer and client may be in 
partnership. thus dividing the gross income 
between the client and attorney. Although 
the Court devoted one sentence to rejecting 

"the partnership theory at the beginning of 
the Banks opinion, it later said that it was 
not considering the partnership theory at aU. 
That leads one to wonder whether partner~ 
ship-like language in a contingent fee agree­
ment may be enough to avoid the general 
rule announced in Banks. Attomeys may 
consider adding something like the follow­
ing to a fee agreement: 'IThis agreement will 
be interpreted as a partnership between 
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lawyer and client to the maximum extent 
permitted by law." 

Unfortunately, there is one Tax Court 
case post-Banks which suggested that meet­
ing the partnership theory may be difficult. 
In Allum v. Commissioner, 90 T.C.M. 
(CCH) 74 (2005). the p1aintiff argued that 
taxation of attorneys' fees was not dictated 
by Banks, and the Tax Court demanded 
items of proof. Finding no evidence of any 
kind of partnership between Mr. Allum and 
his lawyer. the Tax Court found that Banks 
controlled. The Tax Court seemed to indi­
cate that a high standard will apply to part­
nership detenninations, although in Allum's 
case there was little to suggest a partnership. 
In fact t Allum admitted he "hired" his 
lawyer. 

It is unclear. of course, exactly how high a 
standard will apply. In Allum. the taxpayer 
had done nothing to support the argument 
that there was a partnership. Given the lack 
of evidence, it d~s not seem surprising that 
the taxpayer's argument based on tbe part­
nership theory failed. It remains to be seen 
whether more significant compliance with 
partnership·]ike characteristics might make 
a difference and might come within the 
exception to the general rule of Banks. 

Conclusion 

The federal income tax treatment of attor· 
neys' contingent fees has had a tortured 
past. Its present has been populated by two 
enormously significant legal developments, 
beginning with the Jobs Act in 2004, and 
culminating in the Court's Banks decision in 
early 2005. Unfortunately, both of these 
momentous developments have not resolved 
many of the legal questions that will arise in 
future tax cases involving taxation of attor­
neys' fees. 

Regrettably. although the Jobs Act elimi~ 
nates attorneys' fee tax problems from a sig­
nificant class of cases (employment cases 

and Federal False Claims Act cases), it 
plainly did not address the vast population 
of other litigation claims. Because employ­
ment cases posed the most obvious attor~ 
neys' fee problems, the mere fact that 
Congress carved those cases out of the prob­
lem (allowing them an above~the-line 

deduction) may actually have made matters 
worse from a broader perspective. It now 
seems significantly less likely in the current 
political environment that tax legislation to 
eliminate the attorneys' fee problem will 
emerge. 

The Court's Banks decision purported to 
set forth a general rule that attorneys' fees 
will be included in plaintiffs' gross income 
eventf paid directly to their contingent fee 
attorney. Plainly, though, the' Court left 
open certain avenues by which taxpayers 
will continue to seek creative methods of 
avoiding the unfortunate result dictated by 
Banks. Indeed, few would argue that the 
Banks approach is equitable. Several recent 
post-Banks cases suggest that courts may 
consider both the statutory fee argument and 
the partnership skeptically, but taxpayers 
are likely to continue to assert these argu­
ments, providing additional tax cases on this 
point in the future. 

Other planning opportunities may sur­
face. Taxpayers, tax advisers. the IRS, and 
the courts all need time to digest the Court's 
ruling and its impact. Bear in mind, too, that 
all this comes on the heels of the Jobs AC4 
which itself is hardly a model of clarity. 

This article has speculated whether the 
employment claim focus of the Jobs Act) 
coupled with the IRS's victory in Banks, 
invites allocation. Thus, in the typical 
mixed-claim litigation, the IRS may seek to 
allocate fees between ",good" employment 
claims (that give rise to an above-the-line 
attorneys' fee deduction) and other "bad" 
claims. If the IRS bifurcates cases, then the 
Banks rule, with its various exceptions, will 
become that much more important. 


