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In J.W. Banks,1 the Supreme Court held that con-
tingent attorneys’ fees generally represent income 
to the plaintiff, resolving a bitter dispute among the 
Circuit Courts. Unfortunately, this decision did not 
address all types of litigation or all fact patterns and 
thus provides incomplete answers to the puzzle of 
attorneys’ fees taxation.2 Although the Court an-
nounces that contingent attorneys’ fees are income 
to the plaintiff, it expressly provides that this is only 
a general rule.

Moreover, the Supreme Court carves out several 
substantive issues it says it will not address. Some 
of these issues are huge, such as the appropriate tax 
treatment in cases involving injunctive relief, and 
in cases involving statutory fee shifting provisions. 
The Supreme Court implicitly creates exceptions to 
the general rule, but says it is not going to discuss or 
analyze them. In the end, the Banks decision may 
have raised more questions than it answered.

Shortly before the Banks decision, Congress 
also decided to address the tax treatment of at-
torneys’ fees. The American Jobs Creation Act of 
2004 (the ”Jobs Act”),3 provides that in employ-
ment discrimination and federal False Claims Act 
cases, a recovering plaintiff gets a 100-percent 
deduction for attorneys’ fees, thus offsetting the 
income inclusion.4 However, there are still numer-
ous kinds of cases not covered by the Jobs Act, 
so attorneys’ fee tax problems will arise in many 
cases for years to come.5

Adverse Tax Hit
In cases not covered by the Jobs Act (which basically 
applies to employment cases and federal False Claims 
Act cases), there is a dramatic tax difference between 
the result obtained when a plaintiff is taxed on the 
gross amount of a settlement, rather than merely 
on his recovery net of attorneys’ fees. For example, 
suppose a taxpayer sues for defamation and agrees 
to pay his lawyer 40 percent of what he recovers. 
He eventually recovers a $1 million settlement. He 
will be taxed on the entire $1 million recovery, and 
only entitled to a miscellaneous itemized deduction 
for his legal fees. This taxpayer owes $276,500 in 
federal income tax on the recovery (assuming he is 
married fi ling jointly). Of this amount, over $75,000 
stems from the alternative minimum tax (AMT). In 
stark contrast, if he only included the net amount 
of $600,000 in gross income, he would owe only 
$181,881.50 in federal income tax. The difference 
is a whopping $94,618.50. State taxes usually make 
the disparity bigger, not smaller.

Congress took one important swipe at this disparity 
in the Jobs Act, allowing (since October 22, 2004) an 
“above-the-line” deduction for attorneys’ fees. Where 
it applies, this should make a plaintiff indifferent 
whether the recovery is income. Unfortunately, this 
new super-sized deduction only applies to employ-
ment cases and federal False Claims Act cases. That 
leaves a huge volume of cases where tax problems 
to the plaintiff will still be posed by the contingent 
legal fees.

Attorneys’ Fees in Class Actions
This attorneys’ fee tax problem can be particularly 
serious in class actions, simply because there the 
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ratio between the plaintiff’s recovery and the attor-
neys’ fees may be particularly skewed. Even a class 
member’s pro rata share of the attorneys’ fees can be 
grossly out of proportion to his recovery. For example, 
a class member may have a net recovery of $1,000 
in a case, but his gross recovery (including his share 
of the attorneys’ fees) may be $3,000. If that plain-
tiff must include the $3,000 in income and seek to 
deduct $2,000, he will pay signifi cantly more taxes, 
unless this is an employment case. 

Thus, it is appropriate to ask whether the often enor-
mous attorneys’ fees paid to class counsel constitute 
income to class members. In addressing this question, 
it may matter what type of a class action is involved. 
Historically, different approaches were taken by the 
IRS and the Circuit Courts in taxing attorneys’ fees in 
opt-in versus opt-out class actions. As we’ll see, the 
Jobs Act and the Supreme Court’s Banks decision do 
little to rectify this disparity.

An opt-in case is a class action that requires indi-
viduals to take affi rmative action to be included in 
and bound by the resulting settlement or judgment. 
Class actions brought under the Fair Labor Standards 
Act of 1938 (FLSA), the Age Discrimination in Em-
ployment Act (ADEA) and the Equal Pay Act (EPA), 
require that potential plaintiffs opt-in if they wish to 
participate in the litigation and share in any recovery. 
In contrast, an opt-out case is a class action which 
does not require individuals to take any action to be 
included in and bound by the resulting settlement 
or judgment. Potential plaintiffs in opt-out cases 
may opt-out of the class, and this will preserve any 
individual cause of action they might have against 
the defendant. 

The IRS and the courts have generally tended to 
treat attorneys’ fees as excludable (not taxable to class 
members) in opt-out cases, but as taxable (includable 
in class members’ gross incomes) in opt-out cases. 
As we’ll see, it is not this simple, but it is fair to call 
this a discernable trend. As such, it is prudent to ask 
how the Jobs Act and the Banks decision, the two 
most recent developments in the attorneys’ fee tax 
puzzle, affect class actions and this trend. 

Since the Jobs Act was enacted in October 2004 and 
the Supreme Court handed down its Banks decision 
in January 2005, no new tax case has considered the 
tax ramifi cations of either opt-in or opt-out cases. That 
seems to leave much uncertainty. Furthermore, as we’ll 
see below, the Jobs Act and Banks may have made the 
contingent attorneys’ fees discussions in many prior 
cases less relevant and perhaps even obsolete. 

Tax on Attorneys’ Fees in Opt-
in Class Actions
In J.T. Sinyard,6 the Ninth Circuit agreed with the Tax 
Court’s determination that contingent attorneys’ fees 
in an opt-in class action are includible in the plaintiff’s 
gross income. The IRS argued that the attorneys’ fees 
recovered in an opt-in class action brought under the 
ADEA resulted in gross income to the plaintiff. The 
Sinyards asserted that because the defendant was or-
dered to pay attorneys’ fees by the court, the Sinyards 
had no gross income. The court disagreed.

The court went on to note that under the ADEA 
the prevailing plaintiff, not the prevailing plaintiff’s 
counsel, is entitled to attorneys’ fees. The Sinyards 
had personally executed an agreement to pay class 
counsel for their services. Finding the Sinyards in 
constructive receipt of the funds paid to class coun-
sel, the court held the fees includible in their gross 
income. 

The Tax Court in Sinyard distinguished Eirhart v. Lib-
bey-Owens-Ford Co.7 from Sinyard noting that Eirhart 
was based on a common fund theory that appears 
to apply only to opt-out class actions where all class 
members have not yet been identifi ed at the time 
the fees are awarded, and where the class members 
are not contractually obligated to compensate class 
counsel. The Sinyard court reasoned that in opt-out 
class actions, there may be policy reasons to treat 
recovered attorneys’ fees as nontaxable to the class 
members; e.g., additional members of the class may 
later be identifi ed and held responsible for a portion 
of the legal fees. In contrast, in an opt-in action, all 
class members are identifi ed when the class is closed 
(long before any settlement), and potential plaintiffs 
who failed to join the class are ineligible to share in 
any recovery. 

A series of Tax Court cases have been decided in-
volving former employees of Payless Drug Stores and 
their Fair Labor Standards Act suits.8 Payless agreed 
to pay opt-in class members, and the attorneys were 
separately paid. Still, the court held the attorneys’ 
fees to be income to the class members. The Tax 
Court reasoned that the taxpayers did not physically 
receive the portion of the settlement proceeds paid to 
the attorneys, but they received benefi ts from those 
funds in the form of payment for services required to 
obtain the settlement.9 
In E.R. Kenseth,10 the court held contingent attor-
neys’ fees in an opt-in class action were income 
to the plaintiff, notwithstanding the fact that the 
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class members had very little control over the 
disbursement of the settlement funds. Kenseth had 
personally executed a contingent fee agreement 
with class counsel, so the court found Kenseth 
to be in constructive receipt of the funds paid to 
class counsel. 

Taxation of Attorneys’ Fees in 
Opt-out Class Actions
Opt-out cases have fared much better from a tax 
viewpoint. In a series of private letter rulings,11 the 
IRS has ruled that contingent attorneys’ fees paid 
from qualifi ed settlement funds (as defi ned by Code 
Sec. 468B) do not result in gross income to opt-out 
class members. The IRS reasoned that individual class 
members had not agreed to personally compensate 
class counsel. This is consistent with Rev. Rul. 80-
364,12 where a labor union, on behalf of its members, 
instituted an action against an employer for breaching 
a collective bargaining agreement. The union entered 
into a settlement agreement with the employer under 
which the employer agreed to pay damages and at-
torneys’ fees to the union. The union paid its counsel, 
and disbursed the remaining funds to its members. 
The IRS held that the attorneys’ fees were not includ-
ible in the union members’ gross income. 

However, there are adverse decisions here, too. 
A series of Tax Court cases involve women who 
unsuccessfully sought employment with State Farm 
and who sued for gender discrimination violating 
Title VII.13 State Farm entered into a settlement 
agreement stating that payments to class members 
were being made inclusive of attorneys’ fees and 
costs, to which the class members were entitled 
as prevailing plaintiffs.14 The IRS asserted that the 
attorneys’ fees were taxable to the class members, 
and the courts agreed.

A.H. McKean15 is a more favorable decision. There, 
the Court of Federal Claims granted a motion for sum-
mary judgment to members of an opt-out class in a 
Title VII case, permitting them to exclude their pro 
rata share of attorneys’ fees from income. In granting 
the class’ motion for summary judgment, the court 
noted that it was doing so merely because the gov-
ernment failed to challenge the motion.16

In Eirhart,17 an action to which the IRS was not 
a party, the court held that fees paid in an opt-out 
Title VII case did not result in gross income to the 
class members, some of whom remained unknown. 
It is worth noting that in Eirhart, the funds were 

paid through a common fund. This seems to be an 
important factor in distinguishing results from cases 
like the State Farm Cases, which appear not to have 
been paid through a common fund. 

Reconciling the Cases
Despite Banks and despite the Jobs Act, this area of 
the tax law is muddled. Although the tax treatment of 
attorneys’ fees in general remains troublesome, this 
is especially true for class actions. Most class action 
plaintiffs do not realize that they could be taxed on 
their proportionate share of the sometimes enormous 
attorneys’ fees paid to class counsel. For that mat-
ter, many class action attorneys are also completely 
oblivious to this potential. 

The Jobs Act and Banks signifi cantly impact the 
taxation of attorneys’ fees in class action lawsuits. 
After the Jobs Act, the Internal Revenue Code now 
provides that attorneys’ fees in employment cases are 
fully deductible from gross income, meaning there is 
a 100-percent offset, even for purposes of the AMT. 
This will make plaintiffs indifferent to whether they 
must take their share of attorneys’ fees into income, 
since they can now deduct the full amount of any 
fees they must include. 

Arguably, a class member in certain types of law-
suits is much better off now, since federal suits under 
the ADEA, FLSA and Title VII are treated as opt-in 
cases, and a plaintiff opting in to such a case previ-
ously had a tax problem. Now, these three federal 
causes of action, like any other federal or state em-
ployment claim, will give rise to a 100-percent legal 
fee deduction. For employment cases, this makes the 
attorneys’ fees a wash.

Unfortunately, the treatment of attorneys’ fees in 
other types of class actions is not so clear. Assuming 
a non-Jobs Act recovery, a class action involving a 
small net damage recovery with substantial attorneys’ 
fees may be quite punitive. 

Example. A class of 100 plaintiffs in a nonemploy-
ment case recovers a $100 million judgment, 
which includes $80 million of attorneys’ fees. 
Class members are required to recognize their 
proportionate share of the gross amount, so will 
collectively be taxed on the entire $100 million 
recovery. They are entitled to miscellaneous 
itemized deductions for the amount of the legal 
fees. Each member of the class owes $276,500 
in federal income tax on his proportionate share 



40

of the recovery (assuming each taxpayer is mar-
ried fi ling jointly). Of this amount, over $213,000 
stems from the AMT. 

Each class member actually ends up losing 
$76,500 after taxes as a result of “winning” the 
case. Each class member is allocated $1 million in 
gross income, and each class member is allowed 
to deduct a proportionate share of the attorneys’ 
fees, $800,000. From a cash-fl ow standpoint, 
that yields $200,000 in cash. Of course when 
you chalk up $276,500 in federal income taxes, 
you end up in the red by $76,500.18

In contrast, if each class member is only required 
to include the net amount of $200,000 in gross in-
come, he will owe $42,297.50 in federal income tax. 
That yields a whopping $234,202.50 difference. This 
much more favorable tax liability results if the Jobs Act 
covers the recovery (an employment case) or if the 
recovery escapes the general rule stated in Banks.

Resolution in Banks?
On the surface, the Banks case decided by the Su-
preme Court in early 2005 resolves the split in the 
circuits, fi nding that plaintiffs will be taxable on their 
share of attorneys’ fees. The Banks case involved the 
consolidated cases of Banks and Banaitis, two cases 
in which the IRS (not the taxpayer) had petitioned the 
Supreme Court for certiorari. Attempting to shy away 
from reliance on state attorneys’ lien law (something 
upon which the majority of the circuit court cases had 
relied), the Supreme Court announced the general 
rule that plaintiffs will have gross income measured 
by the attorneys’ fees paid to their lawyers. The 
Supreme Court seems strongly infl uenced by the 
proposition that the Jobs Act obviated this income 
inclusion in employment cases (thus covering Banks 
and Banaitis had they involved recoveries after the 
effective date of the Jobs Act). 

There is no discussion in Banks of the manner in 
which the general rule announced there would apply 
to class action attorneys’ fees. However, the court 
does acknowledge that it is not considering many 
of the issues brought before it, primarily by amicus 
briefs. For example, the Supreme Court says that it 
is not considering the impact of cases in which in-
junctive relief is sought by the plaintiff, thus raising 
the specter of an allocation of attorneys’ fees be-
tween those pursuing the injunctive relief and those 

pursuing money damages. This circumstance could 
obviously arise in a class action. 

Much more signifi cantly, the Supreme Court leaves 
for another day the appropriate tax treatment of cases 
in which there is a statutory fee award. Interestingly, 
the court does recognize that the Banks/Banaitis 
facts involved a statutory fee-shifting statute, but the 
court suggests that this by itself is not suffi cient to 
avoid income to the plaintiff absent one or more of 
the following: (1) some indication in the contingent 
fee agreement that the plaintiff’s attorney is being 
compensated for the availability of statutory fees, 
even if the attorney ends up receiving a contingent 
fee amount in lieu of a statutory fee award; (2) some 
indication in the settlement agreement that the plain-
tiff’s attorney is being compensated via a statutory fee 
award, or contingent payment in lieu thereof; or (3) 
an actual statutory fee award by a court.

Class action attorneys might well read the Supreme 
Court’s reservation on these points as suggesting 
that the attorneys’ fee tax issue will surely be solved 
to the benefi t of taxpayers/plaintiffs in such a case. 
However, all the Supreme Court does is leave that 
decision for another day. To my mind, the Supreme 
Court has outlined a clearly marked path to follow 
in any case (class action or otherwise) involving a 
statutory fee shifting statute. First, the Supreme Court 
suggests that the best of all worlds will be a court 
award of the attorneys’ fees, preferably directed solely 
at the plaintiff’s counsel. This will often be the case 
in a class action, and if it is, it may not be necessary 
to go further in the tax analysis. 

However, creative plaintiffs’ counsel should already 
be retooling their fee agreements, as well as what might 
be regarded as the “stock” provisions in their form 
settlement agreements. The Supreme Court in Banks 
implies (if it does not outright state) that a provision in a 
contingent fee agreement that recognizes that the claim 
will be pursued under a statutory fee shifting statute, and 
that therefore recognizes that the lawyer may in effect 
be paid by the defendant rather than the plaintiff, may 
be enough. Presumably, most plaintiffs’ counsel will not 
agree to be compensated solely in this way, and will 
want to know that either they will receive a court award 
of attorneys’ fees from the defendant, or a contingent 
fee share from their own client(s). 

It should be possible to draft language in the fee 
agreement that accomplishes both goals, thus leav-
ing the door open for the overriding statutory fee 
shifting statute, which is in all events deemed to 
compensate plaintiffs’ counsel. The same can be said 
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for the settlement agreement, at which stage it will 
presumably be clear exactly how the plaintiffs’ coun-
sel is being compensated, and from whom. 

These drafting niceties may seem like silly savings 
clauses that will not effect (and hopefully they will 
not) the real economics of the plaintiffs’ counsel 
arrangement. At the same time, the Supreme Court 
in Banks does suggest that such provisions that may 
make a difference in determining the ultimate tax 
burden of the plaintiffs’ counsel fees on the plaintiff 
himself. Considering the potential tax liability, mak-
ing this attempt seems the best alternative.

Given the realities of class actions, in which the plain-
tiffs’ counsel will presumably be applying to the court 
for approval of its fees, jumping through these hoops 
should not be diffi cult. That leads me to hope that, while 
Banks does not expressly address class action attorneys’ 
fees, it may hold promise for a better result when the 
next class action attorneys’ fee case is litigated. Such 
feelings of optimism should be tempered, though, with 
the reality of decisions such as Sinyard, in which a class 
member is tagged with his share of attorneys’ fees.

Reconciliation
In attempting to reconcile the different results reached 
by the various cases, it is again important to distin-
guish opt-in class actions from opt-out class actions. 
It is also important to differentiate attorneys’ fees in 
opt-out class actions paid out under the common fund 
theory of recovery from those not paid out under this 
common fund theory of recovery. In differentiating 
opt-in class actions from opt-out class actions, it is 
helpful to compare the results reached by the court 
in Sinyard,19 with the results in Eirhart.20 

In Sinyard, the court distinguished Eirhart on the 
grounds that it was based on a common fund theory 
that appears applicable only to opt-out class actions 
where all class members have not yet been identifi ed 
at the time the fees are awarded, and the class mem-
bers are not contractually obligated to compensate 
class counsel. In the case of opt-out class actions, 
additional members of the class may later be identi-
fi ed and held responsible for a portion of the legal 
fees. Accordingly, it is not unreasonable to treat the 
funds recovered and used to pay attorneys’ fees as 
nontaxable to the class members.

In opt-in class actions, on the other hand, all class 
plaintiffs are identifi ed when the class is closed, and 
potential plaintiffs who fail to join the class are ineligible 
to share in any recovery. As a result, the recovery of attor-

neys’ fees by opt-in class members generally constitutes 
gross income to the class members.

Attorneys’ fees paid out under a common fund theory 
are generally not includible in gross income of the opt-
out class members. Attorneys’ fees recovered by opt-out 
class members in noncommon fund recoveries are in-
cludible in the gross income of opt-out class members. 
In the case of attorneys’ fees paid under a common 
fund theory of recovery, the attorneys’ fees are generally 
awarded directly to the class counsel based on judicial 
precedent.21 The IRS has held that does not result in 
gross income to the class members, assuming the class 
members did not individually agree to compensate the 
attorneys.22 This result can be reconciled with the result 
in noncommon fund opt-out recoveries, in that these 
plaintiffs generally individually agree to compensate 
class counsel, and accordingly have income (under a 
discharge of indebtedness theory) when the attorneys’ 
fees are paid to class counsel.

Conclusions
If the case is an employment case and thus falls within 
the ambit of the Jobs Act’s new deduction for attorneys’ 
fees, the plaintiff is home free. Although the class 
member may have to take his share of legal fees into 
income, he gets to deduct it dollar-for-dollar, so suffers 
no additional tax. If it is not an employment case, the 
class member must consider the opt-in opt-out gaunt-
let. This means usually (though not exclusively) that a 
plaintiff will have to worry if he is a class member who 
has opted in to a case.

Of course, against this general background, consider 
the impact of statutory fee awards, the potentially huge 
exception sidestepped by the Supreme Court in Banks. 
Although I’ve offered suggestions here for how one 
might try to fall within the Supreme Court’s apparent 
statutory fee award carve-out, this remains uncertain.

This, then, brings us to other ways in which we might 
ameliorate these tax issues. Where possible, make sure 
that separate 1099s are issued to class counsel and to the 
plaintiffs. Also, from a tax perspective, class members 
are better off not signing the fee agreement with class 
counsel, though class counsel will hardly be happy with 
this advice, nor with taking this notion to extremes. 

As to the award of attorneys’ fees, if at all possible, 
petition the court to award the attorneys’ fees. If the 
attorneys are directly entitled to the attorneys’ fees 
(rather than the class members) a strong argument ex-
ists that the recovered attorneys’ fees are not income 
to the class members.
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