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| have four topics | want to cover, and | begin this installnent
of ny colum on devel opnents in the tax treatnent of settlements and
judgnents by observing that a petition for certiorari has been filed in
Raymond v. Conmi ssioner.?

Next 1’11 exam ne Lindsey v. Conmissioner,? in which the Tax Court
found that a recovery (which stemmed froma failed joint venture) for
tortious interference with contract, injury to reputation, and
enot i onal distress was not excl udabl e under section 104(a)(2).

Third, 1'Il cover Washington state’s new attorneys’ lien |aw,
which is akin to Oregon’s attorneys’ lien law, the lien law at issue in
Banaitis v. Commissioner.® Those in the Evergreen State certainly are
cl ever ones; fashioning an attorneys’ lien law that purports to render
the attorney fee dispute noot is a capital idea -- even if that
approach solves the attorney fee problemonly one state at a tine.

Last but not least, I'll discuss Murray v. Conmi ssioner, in which
the Tax Court found anounts received for enotional distress to be fully
taxabl e, even though legitinmate clains for danages on account of
personal physical injuries may have existed but were not made.*

Raynmond Petition for Certiorari

The attorney fee quandary has proven to be one of the nost
contested i ssues ever tackled by the IRS -- and the courts.® Devot ed

1355 F.3d 107, Doc 2004-760, 2004 TNT 10-11 (29 Gir. 2004),
petition for cert. filed, 72 U S.L.W 1437 (U. S. April 9,
2004) (No. 03-1415).

2 T.C. Meno. 2004-113, Doc 2004-10134, 2004 TNT 92-13.

% 340 F.3d 1074, Doc 2003-19359, 2003 TNT 167-5 (9'" Gir.
2003), petition for cert. granted, 2004 U S. LEXI S 2385
(U.S. Mar. 29, 2004) (No. 03-907).

4 T.C. Summ Op. 2004-60, Doc 2004-10354, 2004 TNT 94-11.

®> See, e.g., Robert W Wod, “Everybody Loves Raynond?
Second Cir. Wighs In on Att’y Fees,” Tax Notes, Mar. 29,
2004, p. 1639 (hereinafter Raynond); Robert W Wod, “Tax
Treatnent of Settlenents and Judgnents,” Tax Notes, My 31,
2004, p. 1134 (May Settl enents and Judgnents); Robert W
Wod, “Taxation of Settlenents and Judgnents,” Tax Notes,
Mar. 1, 2004, p. 1120 (March Settlenents and Judgnents);
Robert W Wod and Dom nic L. Daher, “IRS Audit QGuide on
Damage Awards M sses the Mark,” Tax Notes, Feb. 23, 2004,
p. 1013 (M sses the Mark); Robert W Wod and Dominic L.
Daher, “Attorney Fees: Rebellious Crcuit Don't Need No
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readers (if | have any!) know that on March 29, 2004, the Suprene Court
decided to resolve the widening split in the circuit courts as to the
proper tax treatnment of contingent attorney fees. Lo and behol d, the
Supreme Court granted certiorari in Banaitis v. Commi ssioner® and Banks
v. Commissioner.” Not to look a gift horse in the mouth, but I’mstil
scratching ny head as to why the Suprene Court decided to hear both
Banks and Banaitis; after all, it declined to opine on the attorney fee
i ssue on five prior occasions.® One might ask what makes Banks and
Banaitis so special.

Through the years, the circuit courts have repeatedly squabbl ed
over whether contingent attorney fees represent gross income to the
plaintiff (as well as to the attorney).® The majority has held that
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Stinkin' Lien Law,” Tax Notes, Dec. 22, 2003, p. 1427
(Rebellious Circuit); Robert W Wod, “Tax Treatnent of
Attorneys' Fees: Wiose Law Applies?,” Tax Notes, June 16,
2003, p. 1651 (Whose Law Applies); Robert W Wod,
California State Bar Section of Taxation Report, “Tax
Treatment of Attorneys’ Fees,” Doc 2003-11996, 2003 TNT 94-
128 (California State Bar Report).

® Supra, note 3. See also Wod, May Settlenents and
Judgnents, supra note 5; Wod, March Settl enents and
Judgnents, supra note 5; Robert W Wod and Dom nic L.
Daher, “Attorneys’ Fees: Maverick Crcuit Says 'O egon
Good, Calif. Bad’” Tax Notes, Cct. 6, 2003, p. 91 (Mverick
Crcuit).

" 345 F.3d 373, Doc 2003-21492, 2003 TNT 190-11 (6'" Gr.
2003), petition for cert. granted, 2004 U S. LEXI S 2384
(U.S. Mar. 29, 2004) (No. 03-892). See al so Wod, My
Settlenments and Judgnments, supra note 5; Wod, March
Settlenents and Judgnents, supra note 5; Wod and Daher,
Rebel lious Circuit, supra note 5.

8 See OBrien v. Conm ssioner, 319 F.2d 532 (39 Cir. 1963),
cert. denied, 375 U S. 930 (1963); Benci-Wodward v.

Comm ssi oner, 219 F. 3d 941, Doc 2000-20007, 2000 TNT 144-8
(9" Gir. 2000), cert. denied, 531 U S. 1112 (2001); Coady
v. Conmi ssioner, 213 F.3d 1187, Doc 2000-16766, 2000 TNT
117-9 (9'" Cir. 2000), cert. denied, 532 U S. 972 (2001);
Sinyard v. Conmmi ssioner, 268 F.3d 756, Doc 2001-24862, 2001
TNT 188-11 (9'" Gir. 2001), cert. denied, 536 U.S. 904,
(2002) ; Hukkanen- Canpbel | v. Conm ssioner, 274 F.3d 1312,
Doc 2001-31455, 2001 TNT 247-75 (10'" Gir. 2001), cert.
denied, 535 U. S. 1056 (2002). See al so Wod, My
Settlenents and Judgnents, supra note 5; Wod, March
Settlenments and Judgnents, supra note 5.

° See, e.g., Wod, My Settlenents and Judgnents, supra note
5; Wod and Daher, Maverick Circuit, supra note 6; Wod,
Raynond, supra note 5; Wod and Daher, "C ass Action
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contingent attorney fees are gross inconme to both the attorney and the
plaintiff.?°

On the other side of this barbed-wire fence (which is probably
electrified, too), the mnority has held that contingent attorney fees
are not gross incone to the plaintiff, but are nerely taxable to the
attorney.
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Attorney Fees: Even Bigger Tax Probl ens?" Tax Notes, Cct.
27, 2003, p. 507 (Cass Action); Wod, March Settlenents
and Judgnents, supra note 5; Wod, "Davenport's Sol ution
for the Attorney's Fee Mess: A Capital ldea,” Tax Notes,
Nov. 18, 2002, p. 969 (Davenport’s Solution); Wod, "The
Energi zer Bunny Has Not hing on the Attorneys' Fee Debate,"”
Tax Notes, Aug. 21, 2000, p. 1059 (Energi zer Bunny); Wod,
"Schleier Strikes Taxpayers Three Tines," Tax Notes, July
24, 1995, p. 475 (Three Tinmes); Wod, "New Law Radically
Changes Tax Rules in Enploynent Litigation," Tax Notes,

Aug. 19, 1996, p. 1045 (New Law); Wod and Daher,

Rebel lious Circuit, supra note 5; Wod, "Navigating the Tax
Maze of Workplace Wnnings," Tax Notes, Mr. 24, 1997, p.
1605 (Tax Maze); Wod, “The Plight of the Plaintiff: The
Tax Treatnent of Legal Fees,” Tax Notes, Nov. 16, 1998, p.
907 (Plight of the Plaintiff); Wod, “Taxing D scrimnation
Recoveries: Bucking Burke,” Tax Notes, July 20, 1992, p.
363 (Discrimnation Recoveries); Wod, “Even Tax Court
Itself Divided on Attorneys' Fees Issue!,” Tax Notes, July
24, 2000, p. 573 (Tax Court Divided); Wod, “Leave Section
83 Qut of This Mess,” Tax Notes, Nov. 27, 2000, p. 1187
(Section 83); California State Bar Report, supra note 5;
Deborah A. Geier, “Some Meandering Thoughts on Plaintiffs
and Their Attorneys' Fees and Costs,” Tax Notes, Jul. 24,
2000, p. 531 (Meandering Thoughts).

10 See Al exander v. Commi ssioner, 72 F.3d 938, Doc 96-602,
96 TNT 1-74 (1°* Cir. 1995); Raynond, supra note 1; O Brien,
supra note 8; Young v. Conm ssioner, 240 F.3d 369, Doc
2001-5150, 2001 TNT 36-11 (4'" Gir. 2001); Kenseth v.

Conmmi ssioner, 259 F.3d 881, Doc 2001-21203, 2001 TNT 154-9
(7'h Gir. 2001); Bagley v. Conmissioner, 121 F.3d 393, Doc
97-23130, 97 TNT 153-8 (8'" Cir. 1997), en banc reh’ g denied
1997 U.S. App. LEXIS 27256 (8'™" Cir. 1997); Benci-Wodward,
supra note 8; Coady, supra note 8; Sinyard, supra note 8;
Hukkanen- Canpbel |, supra note 8; Baylin v. Comm ssioner, 43
F.3d 1451, Doc 95-342, 95 TNT 4-23 (Fed. Cir. 1995);

Lansill v. Burnett, 58 F.2d 512 (D.C. Gr. 1932).

11 See Cotnamv. Conmissioner, 263 F.2d 119 (5'" Cir. 1959);
Estate of Clarks v. United States, 202 F.3d 854, Doc 2000-
1776, 2000 TNT 10-21 (6'™ Cir. 2000); Davis v. Conmissioner,
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On April 9, 2004, the taxpayer in Raynond v. Conmi ssioner
expressed his dissatisfaction with the Second Crcuit’s recent pro-
governnent holding by filing a petition for certiorari.? Certiorari
hasn’t been granted in Raynond, at |east not yet.

As readers will likely recall, Raynmond arose froma wongfu
term nation case. After being fired by IBMin 1993, Raynond hired a
contingent fee | awer and sued for wongful termnation. The | awer was
entitled to receive one-third of the net recovery, plus expenses.
Raynond won a jury verdict. |IBM appeal ed and | ost, and then paid the
roughl y $900, 000 j udgnent.

On his 1998 federal inconme tax return, Raynond included the entire
recovery in gross inconme, including the approxi mately $300, 000 paid to
his attorneys. In 1999 Raynond fil ed an amended return requesting a
refund for the taxes concerning the anount paid to his | awyers. Not
surprisingly, the IRS denied the refund claim Undeterred, Raynond
filed a refund suit in district court.*® The court awarded the refund,
al l owi ng Raynond to exclude the portion of the recovery paid to his
contingent fee attorneys.

Inits holding, the court found that applicable Vernont |aw gave
Rayrmond’ s attorneys an equitable lien on his recovery.!* That equitable
lien effectively transferred a proprietary interest in Raynond’ s claim
to his attorneys.'® The district court found that the portion of the
recovery used to pay attorney fees already bel onged to the attorneys,
so they, not Raynond, had to book that anount as gross inconme. The
gover nnent appeal ed to the Second Crcuit.?®

The Second G rcuit in Raynond trotted out the usual suspects,
being careful to segregate the “good circuits” fromthe “bad
circuits.”' But unfortunately, the Second Grcuit in Raynond really
dropped the ball on its first brush with the attorney fee issue by
resorting to antediluvian (nearly nedi eval) assignnment of incone cases,
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210 F.3d 1346, Doc 2000-12246, 2000 TNT 86-7 (11'" Cir.
2000); Srivastava v. Conmm ssioner, 220 F.3d 353, Doc 2000-
20090, 2000 TNT 145-9 (5'" Cir. 2000);: Banaitis, supra note
3; Banks, supra note 7.

272 U.S.L.W 1437 (U.S. April 9, 2004) (No. 03-1415).

13 See Raynond v. United States, 247 F. Supp. 2d 548, Doc
2003- 7274, 2003 TNT 55-6 (D. Vt. 2002).

Y 1d. at 554 citing Estate of Button v. Anderson, 112 Vt.
531, 533 (1942).

1 Raynond, supra note 1. See al so Wod, Raynond, supra note
5.

17 See Raynond, supra note 1, at 108 citing, e.g., Young,
supra note 7; Kenseth, supra note 7; Bagley, supra note 7;
Estate of O arks, supra note 11. See al so Wod and Daher,

Cl ass Action, supra note 9.
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chiefly Lucas v. Earl'® and Helvering v. Horst.!'® Those cases invol ved
assi gnnents of inconme by persons who had actually earned the incong,
but had not yet received it. To nmake matters worse, the taxpayers in

t hose cases “assigned” the incone to related parties -- famly nenbers.
In Earl and Horst, the taxpayers were correctly considered to have
taxabl e i ncone, even though they never had actual possession of the
funds.

Regrettably, the Second Circuit in Raynond failed to distinguish
Earl and Horst fromthe contingent attorney fee fact pattern the way
the Sixth CGircuit did in Estate of Clarks.?° | think it’s fair to argue
that at many -- probably nost -- points in the process, the val ue of
Raynmond’ s | awsuit was entirely specul ative, and dependent on the
services of his counsel, as well as on the vicissitudes of any |lawsuit.
I mght even go so far as to say that the clainms of his counse
amounted to little nmore than an intangi bl e contingent expectancy.

Al though the Second G rcuit acknow edged that Estate of d arks
anal ogi zed a contingent fee agreenent to an interest in a partnership
or joint venture, the Second Grcuit quickly dismssed the anal ogy. The
Second Circuit refused to adopt the Estate of darks rationale. The
court rejected the argunent that Raynond contracted for the services of
his | awer and assigned his | awer a one-third interest in the venture
so that he m ght have a chance to recover the renai ning two-thirds.

Rej ecting Estate of Oarks and Cotnam?!' the Second Gircuit found
Vernont’s attorneys’ lien |aw too weak to support a Cotnamlike result.

W' Il have to sit back and wait to see if the Suprenme Court will
grant Raynond’s petition for certiorari. The Suprene Court shoul d have
addressed the attorney fee issue years ago. The di sparate treatnent of
simlarly situated taxpayers directly contradicts equity and fairness
in our tax system-- essential elements of any tax system %2

18 281 U.S. 111 (1930).

19311 U S. 112 (1940). See al so Wod, Raynond, supra note
5.

20 See Estate of Clarks, supra note 11, at 856-57.

21 253 F.2d 119 (5'" Gir. 1959).

’2 See Wod, May Settlenments and Judgnents, supra note 5;
Wod and Daher, Maverick Crcuit, supra note 6; Wod,
Raynond, supra note 5; Wod and Daher, C ass Action, supra
note 9; Wod, March Settlenments and Judgnents, supra note
5; Wbod, Davenport's Solution, supra note 9; Wod,

Energi zer Bunny, supra note 9; Wod, Three Tinmes, supra
note 9; Wod, New Law, supra note 9; Wod and Daher,
Rebellious Crcuit, supra note 5; Wod, Tax Maze, supra
note 9; Wod, Plight of the Plaintiff, supra note 9; Wod,
Di scrimnation, supra note 9; Wod, Tax Court D vided,
supra note 9; Wod, Section 83, supra note 9; Wod, My
Settlenents and Judgnents, supra note 5; Geier, Meandering
Thoughts, supra note 9.
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I’ m pl eased that the Suprene Court has chosen to hear Banks and
Banaitis in its Cctober 2004 term and | hope the Court will agree to
add Raynond to its fall Iineup

Darmages From Fail ed Joint Venture Taxabl e

In a recent Tax Court case, Lindsey v. Conmissioner,?® the Tax
Court found that settlenment paynments received for tortious interference
with contract, injury to reputation (both personal and professional),
and enotional distress were fully taxable absent proof of persona
physi cal injury or physical sickness.

Li ndsey arose froma corporate joint venture run anok. In 1994
Li ndsey, the mgjority sharehol der, CEQ and COB of Enpire Gas Corp.
entered into an agreenment with Northwestern Gowmh Co. to acquire
Syner gy, a propane conpany. To effectuate that agreenent, Enpire and
Nort hwestern formed SYN Inc. as a prospective hol di ng conpany for
Synergy. The plan in the agreenent was for Enpire to supply managenent
expertise to the new entity and for Northwestern to supply capital
Enpire and Northwestern al so agreed that Enpire woul d manage any ot her
propane conpani es |ater acquired through their hol ding conpany, SYN

I n Decenber 1996, after nyriad disagreenents with Enpire and
Li ndsey, Northwestern breached the 1994 joint venture agreenent by
attenpting to usurp a corporate opportunity by purchasing and nmanagi ng
Coast Gas without Enpire’s or Lindsey' s participation. Enpire obtained
a tenporary restraining order agai nst Northwestern to stop it from
goi ng ahead with the Coast Gas acquisition. So that it could nove ahead
with its acquisition of Coast Gas and rid itself of Lindsey and Enpire,
Nort hwestern entered into a term nation agreenent with Lindsey. Under
the agreement, Lindsey was paid $2 nmillion in settlenent of his clains
agai nst Northwestern for tortious interference with contract, injury to
reputation (both personal and professional), and enotional distress.

On his 1996 tax return Lindsey failed to report any portion of the
$2 million settlement he received from Northwestern. At trial, Lindsey
took an interesting tactical approach — he attenpted to chall enge the
effective date of the 1996 Small Business Job Protection Act. As the
Tax Court noted, before the 1996 act, section 104(a)(2) excluded from
gross inconme anounts received on account of personal injuries or
si ckness (including enotional distress recoveries) wthout any evidence
or requirenment of physical injuries or physical sickness.

As we know, on August 20, 1996, the 1996 act becane effective and
amended section 104(a)(2) to exclude fromgross inconme only those
amounts recei ved on account of personal physical injuries or physica
sickness. In fact, section 104(a)(2) now excludes enotional distress
recoveri es except when coupled with personal physical injuries or
physi cal sickness. ?*

23 Supra note 2.
24 See section 1605 of the 1996 Act, 110 Stat. 1838.

™
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| expect the IRS would not even agree with ny | oose “coupled wth”
phrase here, or ny failure to nention bruises (and broken bones?), ?° or,
for that matter, my nmention at all of the term “sickness” — sonething
the IRS evidently does not |ike, understand, or think (fromwhat little
| can tell) belongs in the statute. Anyone see litigation on the “or
physi cal sickness” wing of section 104(a)(2) in the future? | sure do.

Unfortunately for Lindsey, the Tax Court had little trouble
di spensing with his argument that the pre-1996 incarnation of section
104(a)(2) should apply to his settlenent with Northwestern. Finding
that Lindsey's settlenent with Northwestern occurred several nonths
(Decenber 1996) after the effective date of the 1996 act, the Tax Court
appl i ed the anmended (post-1996 act) version of section 104(a)(2). As it
has done frequently in recent years, the Tax Court invoked the
Schl ei er?® test.

Regrettably, Schleier was not the Supreme Court’s best work. ?’
Schleier requires that for a recovery to be excludabl e under section
104(a)(2), it rmust be based on tort or tort-type rights, and the
damages nust be received “on account of personal injuries or sickness.”
Citing Shaltz v. Commissioner,?® the Tax Court noted that the Schleier
test has since been extended to apply to the post-1996 incarnation of
section 104, with the correspondi ng second prong now requiring proof
that the personal injuries or sickness for which the danages were
recei ved were physical in nature.

Al though the Tax Court found that sone of Lindsey’'s clains mght
satisfy the first prong of Schleier, Lindsey was unsuccessful in
convincing the court that he al so satisfied the second prong of
Schleier. Unfortunately for Lindsey, the clear |anguage of the
settlement agreenent stated that the $2 mllion he received was on
account of tortious interference with contract, injury to reputation
(both personal and professional), and enotional distress. Nowhere in
the settl enment docunents were any all eged personal physical injuries or
physi cal sickness ever nentioned. Accordingly, the Tax Court found the
entire $2 mllion recovery to be taxable.

Washi ngton’s New Attorneys’ Lien Law

25 See LTR 200041022, Doc 2000-26382, 2000 TNT 201-10 (in
which the IRS ruled that “direct unwanted or uninvited
physi cal contacts resulting in observable bodily harnms such
as bruises, cuts, swelling, and bl eeding are personal

physi cal injuries under Section 104(a)(2)." See al so Wod,
“Were Sex Abuse Paynents for Physical Injuries or

Si ckness?,” Tax Notes, July 5, 2004, p. 56.

26 515 U.S. 323, Doc 95-5972, 95 TNT 116-8 (1995).

2T See Wod, Three Tines, supra note 9; Wod, New Law, supra
note 9; Wod, Tax Maze, supra note 9.

8 T.C. Meno. 2003-173, Doc 2003-14203, 2003 TNT 113-9.
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In Banaitis v. Conm ssioner,? the Ninth Grcuit found that
contingent attorney fees are not gross inconme to the taxpayer.3°
Hal | el uj ah! The court sounded nmarkedly different fromits collective
voi ce in Benci-Wodward v. Commi ssioner, 3! Coady v. Conmi ssioner, 32 and
Sinyard v. Conmi ssioner. 33

In Banaitis the taxpayer sued his forner enployer for constructive
di scharge. After considerable procedural wangling, Banaitis and his
former enployer entered into a settlenent that paid $4.8 mllion to
Banaitis and $3.8 mllion to his contingent fee attorneys. On his tax
return for the year in question, Banaitis failed to include the $3.8
mllion in attorney fees in his gross inconme. The I RS assessed a
deficiency, which the Tax Court uphel d.

The Ninth Crcuit, citing Cotnamv. Conmi ssioner,3* found that the
attorney fees were excludable fromBanaitis's gross inconme. |In Cotnham
the Fifth Grcuit held that contingent fees paid out of a judgnment to
the plaintiff's attorneys were not inconme to the plaintiff. Under
Al abanma | aw, which applied in Cotnam a contingent fee contract
operates as a lien on the recovery.

In Cotnamthe Al abama code provided that attorneys at law wl|l
have the sane right and power over suits, judgnents, and decrees to
enforce their liens as their clients had or may have for the anmount
due. That gave the Cotnam court solid ground to say there had been a
transfer of part of the plaintiff's claim and any recovery by the
| awyers on that portion of the claimwas sinply gross incone to them
In Banaitis, noting that Oregon’s attorneys’ lien law mrrors
Al abama’s, the Nnth Crcuit held that attorneys in Oregon were
entitled to generous property interests in judgments and settl ements.

Indeed, the Ninth Crcuit in Banaitis found that an attorneys’
lien in Oegon is superior to all other liens (except tax liens). The
court found that, |ike Al abama | aw, Oregon | aw provides that attorneys
have the sane right and power over suits, judgnents, decrees, orders,
and awards to enforce the liens as the clients have in the judgment.
Rel yi ng on the unique features of Oregon | aw on attorney fees, the
Ninth Grcuit found that the fees paid directly to Banaitis’s attorneys
were not includable in Banaitis's incone.

Referring to hoary (sorry, but |I love that word, especially when
the I RS keeps nisusing these cases in this area) assignnment of incone
cases such as Helvering v. Horst® and Lucas v. Earl,® the Ninth Grcuit
went on to talk about state |law and “state-law specific analysis.” It

29 340 F.3d 1074, Doc 2003-19359, 2003 TNT 167-5 (9'" Cir.
2003), petition for cert. granted, 2004 U S. LEXI S 2385
(U.S. Mar. 29, 2004) (No. 03-907).

%0 See Wod and Daher, Maverick Grcuit, supra note 6.

31 Supra note 8.

32 QSupra note 8.

3% Supra note 8.

34 Supra note 11.

3% 311 U.S. 112 (1940).

3 281 U.S. 111 (1930).
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was that analysis that led the Nnth CGrcuit to conclude in Coady that
under Al aska law, attorney fees are includable in the plaintiff’s gross
i ncone and that the same rule applies under California | aw (Benci -
Wodwar d) .

Di stingui shing Oregon |l aw on attorneys’ liens fromCalifornia and
Al aska law, the Ninth Crcuit found that Oregon’s attorneys’ lien |aw
was strong. The Ninth CGrcuit found that it went even further in sone
respects than Al abanma |l aw, the | aw considered in the sem nal Cotnam
decision. Relying on Oregon case law, the NNnth Grcuit found that an

Oregon attorneys’ lien is a charge on the action
Want an exanple? Wll, in Oregon the parties to the action cannot
extinguish or affect the attorneys’ lien by any nmeans (such as

settlenent) other than by satisfying the underlying claimof the
attorney for the fees incurred in connection with the action.® Finding
that Oregon clearly recognized the strength of the attorneys’ lien | aw
and that the attorneys in all events had the right to the noney, the
Ninth Grcuit concluded that the attorney fees “paid directly” to
Banaitis's attorneys were not includable in his gross incone.

Apparently, the Washi ngton Legi sl ature has been follow ng the
attorney fee issue closely. On June 10, 2004, Washington's new
attorneys’ lien law went into effect. Its stated purpose is to:

[ E] nd doubl e taxation of attorneys' fees obtained through
judgnents and settlenents, whether paid by the client fromthe
recovery or by the defendant pursuant to a statute or a contract.
Through this |egislation, Washington |aw clearly recogni zes t hat
attorneys have a property interest in their clients' cases so
that the attorney's fee portion of an award or settlenent nay be
taxed only once and agai nst the attorney who actually receives
the fee. This statute should be liberally construed to effectuate
its purpose. This act is curative and renmedial, and intended to
ensure that Washington residents do not incur double taxation on
attorneys' fees received in litigation and owed to their
attorneys. *®

The new statute provides that Washington attorneys’ liens are
“superior to all other liens.” That attorneys’ lien |law was designed to
be akin to those attorneys’ lien | aws discussed in Cotnhamyv.
Conmi ssi oner®® and Banaitis v. Conm ssioner.*® Washi ngton’s new
attorneys’ lien law not only mrrors Al abama’s and Oregon’s in that it

provides attorneys with generous property interests in settlements and
judgnents, but it seens to surpass them

37" See Potter v. Schlesser Co. 63 P.3d 1172 (Oregon 2003).
38 See Wash. Rev. Code Ann. section 60.40.010 (West 2004)
(Hi storical and Statutory Notes) citing 2004 Wash. Laws ch.
73, section 1.

39 Supra note 11.

40 Supra note 3.
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Attorneys’ liens in Washington are now superior to all other
liens, including tax liens.** At first blush some mght even go so far
as to question whether this superpriority lien statute is even | ega
(or constitutional). As it turns out, section 6323(b)(8) of the
I nternal Revenue Code specifically recognizes the superpriority of
attorneys’ liens in nost circunstances. *?

It’s inmportant to note that section 6323(b)(8) recognizes the
validity of superpriority attorneys’ lien statutes only to the extent
the attorney fees result froma favorable recovery for the taxpayer.
Hence, attorney fees resulting fromdefending title to assets (or
ot herwi se not adding value to a taxpayer’s assets) do not receive that
superpriority status.*® The idea is that the governnment is happy to
allow an attorney to maintain a superpriority lien for attorney fees
when the attorney is adding value to the taxpayer’s assets that are
ultimately available to satisfy the RS s clains.*

It appears that Washington's new attorneys’ lien | aw may provide
the strongest protection yet under the Cotnamline of reasoning. Not
only does it provide that attorneys have the sane right and power over
suits, judgments, decrees, orders, and awards to enforce the liens as
the clients have in the judgnment, but it also provides that attorneys’
liens are superior to all other liens. If you believe the Nnth Grcuit
in Banaitis, taxpayers in Washi ngton should be able to rely on the
uni que features of Washington's |aw on attorney fees and exclude from
their income any anmounts paid to their contingent fee attorneys.

Admittedly, the IRS has had success with argunents based on those
state law and lien law factors (who really owns the attorney fees,
blah, blah, blah . . .).* | hope nore states, including California,
adopt attorneys’ lien laws to mrror WAshington's new statute. |If they
did, references to the frequently m sapplied assi gnnent of incone cases
such as Helvering v. Horst*® and Lucas v. Earl*’ might becone a thing of

the past -- at least in this context. O course, |'’mworried about
ef fecti ve dates here, about choice of |aw provisions, about non- O egon
cases, non-Oregon |awers, and lots of other things. | worry a lot.

| think there is a solid argunent that Washington’s | aw on

attorneys’ liens is very strong. In fact, | think it’'s the strongest
attorneys’ lien law l’'ve run across in nmy 25 years of practice as a tax
| awyer. Washington’s attorneys’ lien |aw goes even further in sone

“l Wash. Rev. Code Ann. section 60.40.010(3) (West 2004).
42 See al so Treas. Reg. section 301.6323(b)-1(h).

43 See United States v. Kuss, 69-2 USTC para. 9492 (E.D
P. A 1969).

4 See H-.R Rep. No. 1884, 89th Cong., 2d Sess. (1966),
reprinted in, 1966-2 C B. 815, 818.

4> See e.g., Al exander, supra note 10; Young, supra note 10;
Kenset h, supra note 10; Bagl ey, supra note 10; Benci -
Wbhodwar d, supra note 8; Coady, supra note 8; Hukkanen-
Campbel |, supra note 8; and Baylin, supra note 10.

4311 U.S. 112 (1940).

47281 U.S. 111 (1930).
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respects than Al abama’s, the | aw considered in Cotnam For that matter
Washington's attorneys’ lien | aw goes even further in sone respects
than Oregon’s, the | aw considered nore recently in Banaitis and found
to be even nore favorable than Al abama’s attorneys’ lien |aw |ndeed,
under Washington's |aw the parties to the action cannot extinguish or
affect the attorneys’ lien by any nmeans (such as a settlenent) other
than by satisfying the underlying claimof the attorney for the fees
incurred in connection with the action

That is akin to the favorable Oregon lien |aw that was at issue in
Banaitis. Considering that Washington clearly recogni zes the strength

of the attorneys’ lien law and that the attorneys in all events have
the right to their fees, the Ninth CGrcuit -- should it ever have
reason to revi ew Washington’s attorneys’ lien law -- would have anpl e

authority to justify finding that attorney fees in Washi ngton shoul d be
taxed solely to the attorney who | abored to earn them and not to the
plaintiff.

But, as | have cautioned, |I'mworried about effective dates, about
non- Washi ngt on | awyers and non-Washi ngton cases trying to bootstrap
about the IRS MSSP Audit Cuide for Lawsuit Awards and Settlements and
what it neans (specifically, howit lists only Al abama, M chigan, and
Texas as “good states”), about states of residence when cases are
settled, noney is paid, about the Golsen rule, and so on.“*® Perhaps |
overthought this, but |I don't think so.

Recovery for Sex Discrimnation and Sexual Harassnment |s Taxabl e

In Murray v. Conmissioner,* the Tax Court found a recovery for sex
di scrimnation and sexual harassment to be taxabl e absent a show ng of
personal physical injury or physical sickness. In 1996 Miurray accepted
enpl oynment with May Co. as a | oss prevention agent in one of its
California stores. During her enploynent, Miurray suffered an injury to
her hand when she tried to apprehend a disabl ed shoplifter who used a
wheel chair.

Soon after, her enploynent with May Co. ceased, and she filed a
conpl ai nt al | egi ng sexual harassnment, sex discrimnation, wongfu
term nation, and intentional infliction of enotional distress. Mirray
further clainmed that she was forced to abandon any possi bl e workers’
conpensation claimshe may have had because the individual responsible
for handling the clai mwas one of the individuals who had been
harassing her. In a settlenment agreenent between May Co. and Mirray,
the physical injuries that Miurray suffered in apprehendi ng the disabl ed
;yoplifter were not allocated any portion of the settlenent paynent.

48 See Golsen v. Conmmissioner, 54 T.C. 742 (1970), aff'd on
other grounds, 445 F.2d 985 (10'" Cir. 1971), cert. deni ed,
404 U. S. 940 (1971). See al so Wod and Daher, M sses the
Mar k, supra note 5; Wod, Whose Law Applies, supra note 5;
David B. Porter, “Were Can You Litigate Your Federal Tax
Case?,” Tax Notes, Jan. 27, 2003, p. 558.

49 Supra note 4.
50
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Instead, the settlenent agreenent allocated the entire settlenent
amount to “alleged enotional distress.” O course, that is |less than
i deal tax planning. Had the settlenent agreenent been drafted in a nore
tax-friendly manner, perhaps at |east sone (maybe all?) of the
settl enent funds could have been allocated to the personal physica
i njuries sustai ned by Mirray.

Sonme courts have found that the nost inportant factor in
determ ning the tax consequences of a settlenment paynment is the express
| anguage of the settlenent agreenent. >’

Miurray is remniscent of Durrett v. Conmissioner.® In Durrett the
t axpayer received a settlenent in a dispute with his enpl oyer that nade
no reference to potentially excludable clains. Holding the settlenent
to be nonexcludabl e, the court noted that the taxpayer's belief that he
was settling particular clains not delineated in the settlenent
agreenent was not sufficient to support a claimof excludability.?®

Unfortunately for Miurray, the Tax Court had little trouble
di spensing with her argunment that the settlenent funds were paid on
account of personal physical injuries. As has becone par for the
course, the Tax Court invoked Schleier,® which requires that a recovery
be based on tort or tort-type rights and nust be received “on account
of personal injuries or sickness” to be excludabl e under section 104.
Gting Prasil v. Conmissioner,® the Tax Court noted that the Schleier
test has since been extended to apply to the post-1996 incarnation of
section 104, with the correspondi ng second prong now requiring proof
that the personal injuries or sickness for which the danages were
recei ved were physical personal injuries or physical sickness.

Al t hough the Tax Court found that sone of Murray's clains mght
satisfy the first prong of Schleier, Mirray was unsuccessful in
convincing the court that she al so satisfied the second prong of
Schleier. Unfortunately for Miurray, the clear |anguage of the
settl enent agreenent stated that the settlenment funds she received were
on account of “alleged enotional distress.” Nowhere in the settlenent
docunents were any all eged personal physical injuries or physica
si ckness ever allocated any portion of the settlenment paynent.

> dynn v. Conmissioner, 76 T.C. 116, 120 (1981), aff'd

Wi t hout published opinion, 676 F.2d 1013 (3% Cir. 1988);
Met zger v. Conmi ssioner, 88 T.C. 834, 847, Doc 87-2385, 87
TNT 71-6 (1987), aff'd w thout published opinion, 845 F. 2d
1013 (3% Cir. 1988). The inportance of the settlenent
agreenent cannot be stressed enough. See Robi nson v.

Comm ssioner, 102 T.C 116, 94 TNT 23-18 (1994), aff'd in
part and rev'd in part on another issue 70 F.3d 34, 95 TNT
238-7 (5'" Gir. 1995), cert. denied, 519 U S. 824 (1996).

°2 T.C. Meno. 1992-682, Doc 92-10771; 92 TNT 239-15.

°® See al so Foster v. Commissioner, T.C. Menp. 1996-26, Doc
96- 2635, 96 TNT 17-10, aff'd, 122 F.3d 1071 (9'" Gir. 1997),
cert. denied, 525 U. S. 879 (1998).

>4 Supra note 26.

° T.C. Menob. 2003-100, Doc 2003-9085, 2003 TNT 69- 39.
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Accordingly, the Tax Court found the settlenment paynment to be taxable
because enotional distress alone is not excludabl e under section
104(a)(2).

Robert W Wod practices law with Robert W Wod, PC, in San Franci sco
(waww. rwwpc. com). He is the author of 29 books, including Taxation of
Danage Awards and Settlenment Paynments (published by the Tax Institute
and avail abl e at Anazon. conj.
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