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MAJOR CHANGES

TO TAXATION or
TORT DAMAGES

BY STEVE JOHNSON*

Tax law touches virtually all economic
and social transactions. Accordingly, no
attorney — regardless of his or her specialty — can
afford to be unaware of tax effects.” Moreover, tax
law changes fregquently, and obsolete knowledge is a
synonym for malpractice.

This article discusses federal income taxation of damages recov-
ered in tort actions. There were important changes in the area
in 1996. More recently, a significant statutory change was made
in October 2004, and the Supreme Court decided a key case in
January 2005.

. 1996 Changes

In defined circumstances, Section 104(a)(2) of the Internal Revenue
Code excludes some damages from taxability. Before the mid-
1990s, the exclusion was broader than it is now. It applied to
essentially all damages recovered (whether via settlement or as a
result of trial and whether received in a lump sum or in install-
ments) in actions sounding in tort.?

However, as a result of Supreme Court decisions in the 1990s®
and legislation in 1996, the exclusion was significantly nar-
rowed. It now applies only to compensatory damages received
“on account of personal physical injuries or physical sickness.”
Thus, punitive damages are never excludable, and only natural
persons, not entities, can qualify for the exclusion. Moreover,
damages for emotional distress are not excludable except to the
extent of “the amount paid for medical care . . . attributable to
emotional distress.”’

Several related considerations also are important. First, if an
award consists in part of taxable damages and in part of exclud-
% able damages, a clear basis must exist by which to calculate the
fﬁ two components. Absent such an allocation, the IRS may be
# able to argue that the taxpayer has failed to meet her burden of
« proof, thus that all of the damages must be taxed.®

g Second, the total amount received by the plaintiff-taxpayer

? may include interest as well as damages. Such interest is never
= excludable.” Again, this requires the attorney to achieve and
clearly document an allocation.

Third, attorney’s fees paid with respect to recovery of taxable
damages will be deductible under rules discussed in parts II and
TII of this article. However, as a result of LR.C. § 265(a)(1), the
plaintiff-taxpayer will not be able to deduct attorney’s fees and
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related costs
allocable to
recovery of
excludable
damages.

in. 2004
Legislation

For decades,
controversy raged
as to the tax treat-
ment of attorney’s fees
allocable to taxable dam-
ages. To illustrate, assume

a $100,000 recovery and a 40
percent contingency fee arrangement,
thus $40,000 of attorney’s fees. There
are two ways to conceptualize the case: (1) the
plaintiff-taxpayer has a $100,000 inclusion into gross income
and a $40,000 deduction versus (2) the plaintiff-taxpayer has

a $60,000 inclusion into gross income and no deduction. The
second approach would be based on the idea that the attorney,
not the plaintiff-taxpayer, had the right to the $40,000 all along,
or a similar rationale.

One might ask: “What'’s the difference? The first approach nets
out to be the same as the second approach.” Not so. The tax
consequences of Way 1 are dramatically different from, and far
worse for, the plaintiff-taxpayer than are those of Way 2.

This is because the $40,000 of deductions for
the attorney’'s fees are treated disadvantageously
for both regular tax and alternative minimum tax
(FAMT”) purposes.

For regular tax purposes, deductions for individual taxpayers
are classified as either above-the-line or below-the-line. Typi-
cally, attorney’s fees paid by tort plaintiffs were below-the-line
deductions.® As such, they were subject to significant limita-
tions inapplicable to above-the-line-deductions. In particular,
(1) they were miscellaneous itemized deductions which, under
LR.C. § 67, are deductible only to the extent that their aggregate
(along with all other such deductions for the year) exceeds two
percent of the taxpayer’s adjusted gross income for the year

and (2) they were subject, under L.R.C. § 68, to being lost via
phase-out as the taxpayer’s adjusted gross income rises to sub-
stantial levels (which will be the case if the damages received are



large).®- The AMT situation was even worse. Under L.R.C. §
56(b)(1)(A){1), the attorney’s fees were wholly nondeduct-
ible for AMT purposes.

be seen in part ITI below, such an argument would be inconsis-
tent with the Supreme Court’s teaching in 2005.

The amount of the above-the-line deduction for any year can-
not exceed the amount of the taxpayer’s income from the claim
or suit for the year. This could happen, for example, if all the
fees and costs were paid in Year 1 while the recovery going to
the plaintiff-taxpayer were stretched out in installments over a
number of years. Excess amounts over this limitation will be
deductible below-the-line in the year paid.

The combined effects were devastating. Some
plaintiff-taxpayers have been taxed on their
recoveries at an effective rate exceeding
100 percent. A well-publicized example
was that of a Chicago police officer
who had prevailed in a sex discrimi-
nation suit. Very large attorney’s
fees were the price of victory, and
those fees were subject to the tax
disadvantages described above.

The 2004 legislation provides important relief. However,
there are significant questions as to the provision’s
reach. These are addressed in part IV below.

As a result, the officer paid
$99,000 in additional taxes
and actually lost money, on an
after-tax basis, as a result of
winning the suit.’* That result
was extreme but not unique.
Moreover, numerous plaintiff-
taxpayers who did not actu-
ally lose money nonetheless
discovered that these tax traps
severely diminished the value of
their recoveries.!!

Repeated attempts were
made to redress this unfair
situation through legisla-
tion. Partial success
was achieved in the
American Jobs Creation
Act, signed into law in
October 2004. Section
703 of the Act amends
LR.C. §62(a)(19) to
create an above-the-line
deduction “for attorney’s
fees and court costs paid by,
or on behalf of, the taxpayer
in connection with any action in-
volving a claim of unlawful discrimi-
nation” or a claim under either 31 U.S.C. ch. 37, subch. III
(claims against the United States government) or 42 U.S.C. §
1395y(b) (3) (A) (private causes of action under the Medicare
Secondary Payer provisions).

“Unlawful discrimination” is defined in Section 62(e). That
section contains 18 paragraphs. The first 16 identify causes
of action by specific statutory citation. The 17%* relates to
claims under federal whistleblower statutes. The 18" refers
to common law or federal, state, or local statutory claims as
to civil rights and employment.

The 2004 legislation does not make deductible any expense
that previously was nondeductible. It simply elevates items
that are deductible from below-the-line to above-the-line status.
In doing so, however, it removes the regular tax and AMT
disadvantages described above.

Under Section 703(c), the relief applies to fees and costs paid after
the date of enactment (October 22, 2004) with respect to settle-
ments and judgments after that date. There is arguable support
for a contention that relief should apply earlier — on the theory
that the Act did not change the law but merely clarified that the
pro-taxpayer Way 2 always has been the law. However, as will

ili. 20085 Supreme Court Decision

At the beginning of part II, we saw that there are two principal
ways to conceptualize attorney’s fees for income tax purposes.
What we called Way 1 led to the tax traps; Way 2 avoided them.
Over decades of litigation, the courts were split as to which Way
was correct under the law. The majority of the courts held for
Way 1. On a variety of theories, though, a significant minor-

ity of courts embraced Way 2. This led to forum shopping for
taxpayers who were able and to inconsistent justice for those
who were not.

For many years, the Supreme Court chose not to resolve the
split, denying certiorari five times in cases presenting the issue.
Finally, in March 2004, the Supreme Court accepted the issue,
granting certiorari and consolidating cases from the Sixth and
Ninth Circuits. In January 2005, the Court rendered its decision
in Commissioner v. Banks.'?

By 8 to 0, the Court held for Way 1. It stated: “as a general
rule, when a litigant’s recovery constitutes income, the litigant’s
income includes the portion of the recovery paid to the attorney
as a contingent fee.”> The same result (full inclusion) obtains
irrespective of whether (i) the plaintiff-taxpayer received the full
amount, then used part of it to pay her attorney or (ii) the at-
torney received his fee directly from the judgment or settlement,
without it ever passing through the plaintiff-taxpayer’s hands.

The Court based its decision on the “assignment
of income” doctrine, under which gains are taxed
1o the person who eams them. The Court rea-
soned that the plaintiff is the earner since he retains
dominion over the asset (the suit) throughout the
litigation. The Court rgjected arguments that the
client-attorney relationship is like a business partner-
ship or joint venture, instead seeing the client as the
principal and the attorney as an agent.™

The Court noted the 2004 legislation, stating that
the causes of action in the consolidated cases
likely would have been among the categories cov-
ered. However, the Court held that the legislation
is effective only prospectively, so it did not apply to
the tax years at issue.!®

IV. New Ambiguities

The relief provided by the 2004 legislation plainly is welcome.
Unfortunately, both that legislation and Banks introduce new am-
biguities that likely will bedevil taxpayers and the IRS for years.

CONTINUED ON PAGE 15
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