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Employment Law
By: Joette S. Doran, Joette S. Doran & Associates, P.C.
Civil Rights Tax Relief Ad of 2004

On October 22, 2004, President George W. Bush sgned the Civil Rights Tax Relig Act
(CRTRA), a provision included in he American Jbs Creaibbn Act of 2004 H.R. 4520). The
CRTRA ends the double taxati of attorneys’ feesnd costs appd to individuas who winor
setle employment discriminaton and related cases. Sewti703 allows glintiffs to exclude
attorney’s fees and costsdm their adjsted gross incomending double tixation of fees and
costsand avoidig anyproblems \th the Aternative Minimum Tax. The masure pplies b
civil rights cass, employment discrimination caseFLSA and d¢her wage and hour cases,
ERISA benefis cases, and cases unday FederalState or local statute,r accommon aw,
reguhtingthe erploymer relatonshp.

The attorneys’ fees provision is praspective onl, and appes to fees andosts paid after
that date, on judgments or setlements occurring after October 22, 2004. The original verson of
the CRTRA alg includel a grovision that eXaded non-economiawards or settlements such a
emotionaldistress from taxation and a povision to allow incomeaveraging so that plaintiffs
receiving lump sum awais for their badk pay didn't pay higher &axes. Along the \ay, those
provisionswere removed from the bill to allow pasage o the end d double taxaton since it was
the moslikely provigson to pas bebre Congres

Until the passage of the CRTRA,aplications exsted wth narly every settement of
an employment disémination cae shcethe IRS requred a cvil rights plantiff who won or
setled a cased paytaxes onthe atire avard orsettenent ncuding tke paynent that went to
the plairtiff’ s attorney. For instancd the plaintiff won an awad of $100,000, the plaintiff
would be required to pay tax on thetiemmamount even though antingent fee of $3Q000 went
to the plaintff’s attorney andeven thaigh theplaintiff's attorney wauld have b pay txes on he
$30,000.

The IRS position was that sia the entire awardemt to he dient t shaild betaxel to
the client regardess of wheher the tient &tudly receved the noneysnce it was money
recaved to extinguisha debt owed by the plairitio the atbrney. The plaintifargued that IRS
postion did not tke nto acour thatthere woudl be no ecovey without the assisince @ the
attorney creaing a “joint venure” beween the atorney and theplaintiff. This issuehas ben tle
subjectof rumerouscourt @ase thouglout thecourry with mxed resuts. Som crcuis
followed the fjoint ventue” gprozh $ding with the phintiff howeve, in the majority of the
courts, includng the Seventh Circuit, the IRPostion has prevld. See Kenseth v.
Commissioner of Internal Reven@s9 F.3d 81 (7th Gi. 2001).

A frequently cited case & to the injustice of the double taxaton issueis Spna v. Forest
PreserveDistrict of Cook County, 207 F. Supp 2d 764 (2002)n Spina, the plaintff
successfully broudnt sut for dscrminaton, seud harasnent, ad realiationby her emjoyer,
the Cook County Forest Preseive. The plaintiff was awarded $3 million by a &deral jurythat
was later reduced by theourtto $300,000 (the sktutory capfor compensabry damags). The
Court awarded té plantiff over $850,00 in attorneys fes whth resuked in the IRS equiring
herto pay taxes on hamntire awarlus an additional $100,000rfehe taxes o the atbrney’s



feesaward.

The Spinacase wa anong those mentioned earlyNovember whe the United States
Supreme Court head oral argumentin the combinal cases d Commissiorer d Internal Reenue
v. Banks and C.I.Rv. Banaitis,where bdh plaintiffs won awards in emplgment dispués and
chalengedthe IRS based on tax billsaged on he full amountof the recovery including
attorney’sfees. The Supreme Court’'s decision remamsortant to he issue sce the CRTRA
applies to fee paynens madeafter October 22,2004, when thelaw became effdive. As such,
plaintiffs who hae receied awads or settlmers bebre October22, 2@4 do ot berfi from
the newenactrant.

However,there is now some cargion as to whether the enaetih of the CRTRA has
madethe @asesmoot That was the position taken bye plaitiffs before oral arguent when
they asked the Supreme @urt to dismiss the ase The plantiffs argued that the decision would
havelittle or no mpact onfuture tx dispues nwlving sibstantially the same facts and because
some membersof Congress belieed that the impact of the lawpassng was to simply claify
existing law, ratrer tha clangng it. The @urt detinedto dsmiss the cse and heard oral
argunents. A dcison s not expeted fromthe Court untithe gring of 2005.
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