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New Law Gives Favorable Federal Income
Tax Treatment To Attorney Fee Awards In
Civil Rights Cases
On October 22, 2004, President Bush signed into law the American Jobs Creation Act

of 2004 (the “Act”), sweeping legislation that makes extensive changes to the Internal

Revenue Code of 1986 (the “Code”). Section 703 of the Act, entitled “Civil Rights Tax

Relief,” makes a significant change in the law with respect to the federal income tax

treatment of amounts paid by civil rights plaintiffs (or paid on their behalf) in attorneys’

fees and court costs and, as a result, has important implications for settlements in civil

rights cases.

Currently, most of the federal Circuit Courts and the U.S.Tax Court have agreed with

the Internal Revenue Service that civil rights plaintiffs must include in their federal tax-

able incomes not only amounts they receive personally as part of a judgment or settle-

ment (unless the amounts result from a claim for personal physical injury or physical

sickness) but also amounts either paid directly to their counsel or paid to the plaintiffs

but designated and paid as attorneys’ fees and court costs in settlement documents. (A

minority of the circuits has ruled that such amounts are not includable. The Supreme

Court is expected to resolve this split this term in two cases that were argued before the

Court on November 1, 2004.)  Under the majority view, if a plaintiff obtains a $100,000

settlement of a discrimination claim, $60,000 of which either is paid by the settling

defendant directly to plaintiff ’s counsel or is designated as such in the settlement papers,

the plaintiff must include the entire $100,000 in his/her federal taxable income. Prior

to the passage of the Act, the plaintiff would be entitled to deduct the amount actually

paid to the attorney ($60,000 in this example) as a miscellaneous itemized deduction on

his/her federal income tax form.

These pre-Act rules had two adverse consequences for civil rights plaintiffs. First,

amounts treated as a miscellaneous itemized deduction were deductible only to the

extent that they exceeded 2% of the taxpayer’s “adjusted gross income.” In addition, the

amounts deductible as miscellaneous itemized deductions were subject to further lim-

itations for high income taxpayers. Thus, under the pre-Act law, attorneys’ fees could

not be deducted on a dollar-for-dollar basis with the amount that had to be reported as

income. Second, and equally important, amounts deducted as miscellaneous itemized

deductions were excluded from the calculation of the alternative minimum tax. As a

result, on occasion civil rights plaintiffs have been required to pay the alternative min-

This Employment and Labor Alert has been pre-

pared by SIDLEY AUSTIN BROWN & WOOD LLP for

informational purposes only and does not consti-

tute legal advice.This information is not intended

to create, and receipt of it does not constitute, an

attorney-client relationship. Readers should not

act upon this without seeking professional counsel.

NOVEMBER 11, 2004



EMPLOYMENT AND LABOR
PAGE 2

BEIJING  BRUSSELS  CHICAGO  DALLAS  GENEVA  HONG KONG  LONDON  LOS ANGELES

NEW YORK  SAN FRANCISCO  SHANGHAI  SINGAPORE  TOKYO  WASHINGTON, D.C.

www.sidley.com

The affiliated firms, Sidley Austin Brown & Wood LLP, a Delaware limited liability partnership, Sidley Austin Brown & Wood LLP, an Illinois limited liability partnership, Sidley Austin Brown & Wood, an

English general partnership and Sidley Austin Brown & Wood, a New York general partnership, are referred to herein collectively as Sidley Austin Brown & Wood.

imum tax solely as a result of the income they were required to

report for the attorneys’ fees received by them or their counsel.

This pre-Act law had the effect of complicating (and, for defen-

dants, increasing the costs of) settlement negotiations of civil

rights cases, with plaintiffs demanding higher settlements to off-

set the consequences of being forced to pay taxes on amounts

paid by them or others on their behalf to their attorneys.

The Act, which amends Section 62 of the Code, eliminates these

unfavorable tax consequences by giving a civil rights plaintiff an

“above-the-line” deduction from gross income in an amount

equal to the amount paid by the plaintiff, or on his/her behalf by

the defendant, to the plaintiff ’s lawyer for attorney fees and court

costs as part of a judgment or settlement. Thus, while such

amounts still must be reported by plaintiffs as income on their

federal income tax returns (subject to the outcome of the

pending Supreme Court case), plaintiffs will now receive an off-

setting dollar-for-dollar deduction from gross income that

should eliminate any tax consequences of the fee payments.

The amount of the new deduction allowed under the Act is lim-

ited to the amount includable in the plaintiff ’s gross income for

the taxable year as a result of the judgment or settlement. The

Act applies to fees and costs paid after the date of the Act’s pas-

sage, October 22, 2004, with respect to any settlements or judg-

ments occurring after such date. It applies to judgments and

settlements obtained on a wide variety of employment-related

claims, including claims brought under:

•  Federal equal employment opportunity statutes, such 

as Title VII of the Civil Rights Act of 1964, the Age 

Discrimination in Employment Act, the Americans

with Disabilities Act, the Rehabilitation Act, 42 U.S.C.

§ 198, and Title IX of the Education Amendments of 

1972;

•  The Fair Labor Standards Act, including the Equal 

Pay Act;

•  The Family and Medical Leave Act;

•  The National Labor Relations Act;

•  Section 510 of the Employee Retirement Income 

Security Act;

•  The Worker Adjustment and Retraining Notification 

Act;

•  Federal whistleblower protection provisions; and  

•  Any federal, state, or local law, including common law,

providing for the enforcement of civil rights or regu-

lating any aspect of the employment relationship.

As a result of this last catch-all category, the Act would appear to

apply in the case of virtually every type of claim arising from the

employment relationship.

Groups representing both employers and employees supported

this portion of the Act. From the employers’ perspective, the Act

should simplify settlement negotiations and may make settle-

ments less costly because parties should no longer have to con-

sider the tax consequences to the plaintiff of settlement

proceeds paid to, or destined for, plaintiff ’s counsel.

State income tax laws may differ from the new federal provi-

sions. Accordingly, employers should consult with their tax

counsel concerning the application of both state and federal tax

laws to specific settlement terms.

Information on other provisions of the American Jobs Creation

Act of 2004 is available at the Sidley Austin Brown & Wood LLP

website at www.sidley.com.


