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CS FO R  SENATE BILL NO. 300(F1N)

IN THE LEGISLATURE OF THE STATE OF ALASKA 

TWENTY-THIRD LEGISLATURE - SECOND SESSION

BY TH E SENATE FIN A N C E C O M M IT T E E

O rc rc d :
Relerred:

Sponsor(s): SENATOR STEDM AN

23-LS1576M
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A BILL 

OR AN ACT EN TITLED  

"An Act relating to an a ttorney 's lien, to court actions, and to other proceedings where 

attorneys are employed; and providing for an effective date."

BE IT  ENACTED BY TH E LEGISLATURE OF T H E  STATE OF ALASKA:

* Section 1. AS 34.35.430(b) is amended to read:

(b) The [THIS] lien described in (a) of this section is su p erio r to all 

subsequent liens except tax liens. The lien is a charge on the action, and the 

parties to the action may not extinguish o r affect the attorney 's lien hv anv 

means, including settlem ent, other than by satisfying the underlying claim of the 

attorney for the fees and costs incurred in connection with the action [, 

HOWEVER, SUBORDINATE TO THE RIGHTS EXISTING BETWEEN THE 

PARTIES TO THE ACTION OR PROCEEDING].

* Sec. 2. The uncodified law o f the State of Alaska is amended by adding a new section lo 

read:

APPLICATION. AS 34.35.430(b), as amended by sec. 1 of this Act, applies to an

- 1-

New Text: Underlined [DELETED TEXT BRACKETED]
CSSB 300(FIN)



23-LS1576M

attorney's lien sen'ed and filed in a court action or other proceeding on or after the effective 

date of this Act.

* Sec. 3. This Act takes effect immediately under AS 01.10.070(c).

L
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Se n a to r Bert St e d m a n
Senate D istric t A

State Capitol, Room 30, Juneau, Alaska 99801-1182 Phone (907) 465-3S73 Fax (907) 465-3922

SPO N SO R  STA TEM EN T 
SB 300

SB 300 elim inates an u n fa ir and  poten tia lly  d isastrous federal incom e tax issue affecting 
A laskan  taxpayers and  p rev en ts  the IRS from  taxing tw o A laskans on the sam e income. 
SB 300 corrects this un just trea tm en t of A laskans u n d e r cu rren t 9'1' C ircuit rulings.

Because of a pecu liarity  in A laskan law , A laskans w ho  w in  in co u rt m ay pay  federal 
incom e lax on p h an to m  incom e. W hen A laskans file their federal tax re tu rn , they m ust 
rep o rt any litigation  recovery allocated to a tto rney  fees as gross incom e, even though 
they receive no  econom ic benefit from  those fees. The federal g overnm en t taxes that 
p o rtio n  of the p reva iling  s id e 's  aw ard  twice; once as incom e to the client and again  as 
incom e to the c lien t's  a tto rney . Incredibly, there is no federal tax deduction  to offset this 
inequ ity . It's  even  possible for som eone to w in in  cou rt b u t com e o u t w ith  a n e t loss 
after pay ing  legal bills and  taxes.

U nder cu rren t A laska lien law  <AS 34.35.430>, a tto rneys have a "subo rd inate  lien" or 
ow nersh ip  in te rest in  the "cause of action". O ther states, inc lud ing  O regon, use 
d ifferen t language to specify that as long  as an a tto rn ey  has filed an ap p ro p ria te  lien 
an d  is ow ed m oney  by  the w inn ing  client, all fee aw ard s  or pay m en ts  m ade to the client 
belong exclusively lo the a ttorney . In so vesting  the a tto rn ey  w ith  the p ro perty  
in terests  of the aw ard , those states avoid  the unfair tax b u rd en  cu rren tly  im posed  on 
A laskans. Instead , any  po rtion  of an aw ard  retained to p ay  a tto rn ey  costs, is no t incom e 
to the client.

SB 300 changes A laskan  law  to p rev en t the IRS from  taxing A laskans on incom e they 
d o n 't  receive. This bill recognizes that court aw arded  fees w hich pass th rough  to one 's 
a tto rn ey  is incom e to the a ttorney . A nd as such, the a tto rney  is responsib le  for paying  
federal incom e tax on tha t po rtion  of their income.



m n i e l E. W i n e e e e  

A j m e e  A n d e r s o n  O r a v e c  

C a s s a n d r a  J. T r x y

W ikfree L a w  Offic e
OF COUNSEL

W i l l i a m B. S c h r n d b l  

S h e l l e y  D, E b e n a l

301 Cuukman Street, Suite 200 * Fairbanks, Alaska 99701-4629 * 907.451.6500 Telephone * 907.451.6510 Facsimile

Senate Judiciary Committee 
Butrovich 205 
State Capitol 
Juneau, AIC
Attn: Sen. R. Seekins, Chairman

Re: SB 300 -  attorney lien am endm ent 

Dear Chairman Seekins and Members,

SB 300 has been favorably reviewed by a broad range o f practicing Alaskan 
attorneys who represent all sides of many different kinds o f disputes. Just recently, at the 
February 4, 2003. regular monthly meeting of the Employment Law Section of the 
Alaska Bar Association, 22 attorneys from Fairbanks, Anchorage, Juneau, and Kotzebue 
discussed the draft, after hearing from tax and other experts. While the Section is not 
permitted to lobby or endorse legislation, I can represent that, o f those present, not a 
single person voiced any objection to the bill;1 all comments were favorable with regard 
to passage. A number of participants, in fact, recounted examples of unfair taxation of 
clients who had recei ved fee awards and who were then obligated to pay over the fees to 
their attorneys without taking a corresponding deduction from their gross income. Other 
attorneys commented that the unfair taxation of fee awards drives up the cost of 
settlement for the opposing party'.

This bill, if  passed, would eliminate the current double taxation of fee awards, and 
will make fee awards taxable only to the recipient attorney, and not to the prevailing 
litigant. The bill makes the Alaska lien statute track the Oregon lien statute, which the 
federal Court of Appeals has held is effective to eliminate double taxation.2 The hill 
appropriately recognizes that earlier-asserted liens of any origin will prevail over a later- 
filed attorney lien, and that a later-filed tax lien will even prevail over an earlier attorney

1 Thus, these com m ents do not reflect the official position o f the A laska B ar A ssoc ia tion .' The Association 
has not taken a position, nor has it been asked to take a position.
2 B anaitis v. CLR, 340 F.3d 1074 (9* Cir. 2003).

February 6,2004

TAX: 907 465-3922



Schendel letter to Sen.Jud. Comm. 
February 6, 2004 
Page two

lien. By eliminating double taxation, this bill, i f  passed, will result in substantial sayings 
to Alaskan citizens, whether plaintiffs or defendants.

I urge the passage of SB 300.

Thank you.

fU n r .r x i^ lv  v n i i r c

William B. Schendel 
Of Counsel

i

W infree  L a w  Office ■
A  Prvfmslorvi] Corporation
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F ebruary  5, 2004
Senc

Senator Stedman

Rec on

Read Copy

e.-mM ndc ress:
.LO  i u

V IA  F acsim ile 907-465-3922

Sen. Bert S tedm an  
State C apital R oom  30 
Juneau , AK 99801

jkuahleWalaskrtfrm. 
* 17n fcE5& V

IAN_

DICK
Note:

P a X  S '"

Re: Senate Bill 300: A ttorney Lien Amendment

D ear Senator S tedm an:

T hank  you  fo r in tro d u c in g  th is im portan t bill to elim inate the double  taxation  of fee 
aw ard s  on  A laskan  taxpayers. The 9th C ircuit C o u rt of A ppeals has h e ld  th a t on  a 
recovery  in  a co u rt p roceed ing , tha t po rtion  subject to an  a tto rneys fee a w ard  is taxable 
to the p la in tiff /tax p ay e r. T hen  w hen  the p lain tiff p ays the  a tto rney , the incom e is taxed 
a second tim e. The 9th C ircuit has recognized  an  exception in  O regon , w here  the 
a tto rn ey  lien  s ta tu te  m akes tire po rtion  ow ed to the a tto rney  a su p erio r lien. Based on 
th a t difference, O regon  taxpayers — w ho are also  in  the 9 th C ircuit — avo id  the double  
taxation  issue. T he p o rtio n  pay in g  the a tto rney  is taxed only  to the a tto rn ey  an d  n o t to 
the p la in tiff /tax p ay e r.

Y our leg islation  w ill he lp  m any  A laskan taxpayers avo id  this often d isastrous tax result. 
By am en d in g  A laska 's  a tto rn ey  lien statu te  to m atch  O regon 's , this inequ itab le  tax 
re su lt sho u ld  be av o id ed  u n d e r the cu rren t 9Ul C ircu it ru lings. T hank you  again.

S hou ld  there  be any  hearings before the Senate Judiciary  C om m ittee, p lease le t m e 
k n o w  the da te  a n d  tim e as I w ou ld  be w illing to testify.

Sincerely,
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Senator Stedman

"i-l11Rec on:

Read

SENATOR

M IL E 8 i^ 2

IAN____

DICK
Note:

February 6. 2004

Senator Bert Stedman 
Senate Judiciary Committee 
State Capitol 
Room 30 
Juneau, AK 99801

■ Re: SB 300; A ttorney Lien A m endm ent

Via fax (original in mail): 907-465-3922 

Dear Senator Stedman,

I would like to thank you for giving this legislation a hearing. It has the 
potential to fix what I consider to be grievous miscarriages o f justice.
Although the proposed legislation is quite simple, the story behind the need 
for this is a bit more complicated. If you have this information from other 
sources, please just consider this a message from a citizen speaking in favor of 
the bill.

Copy

If you need to know more about the issue I am happy to be o f sendee. First I 
would like to give you some background on the Federal income tax 
consequences o f  an award to the plaintiff o f attorney fees and litigation costs.

Both Alaska and Oregon lie under the jurisdiction of the Ninth Circuit Court 
o f Appeals and the decisions o f the Ninth Circuit control the decisions o f the 
United States Tax Court for cases o f taxpayers residing in the Alaska and 
Oregon. I realize you undoubtedly know this hut it becomes very relevant to 
this legislation.

The Ninth Circuit in Coady vs. Commissioner, 85 AFTR 2d 2000-2049. (213 
F.3d 1187), 06/14/2000 looked at a Federal income tax case, the result of 
which turned on Alaska law. Nona Coady was an employee of the Alaska 
TTousing Finance Corporation. She lost her job and later prevailed in 
employment litigation and won an award for back wages and benefits lost as a 
result o f wrongful termination. The issue with respect to their tax return for 
the year involved whether the Coadys needed to include in income the portion 
o f the award that went to their attorneys. The Ninth Circuit indicated that the 
plaintiff must include the attorney fees in income.



Businesses that receive damage awards or other lawsuit awards must also include the 
gross amount in income, but businesses are allowed to deduct all o f their legal costs 
against the award so that they only pay tax on the net proceeds.

I f  tax law provided that damages in the employment context were taxed only to the extent 
o f net proceeds we would not have a problem and the desperate need for your assistance. 
Unfortunately, the tax law does not tax the net proceeds o f non-business cases, at least in 
Ninth Circuit cases dealing with Alaska, but rather taxes the entire award to the plaintiff. 
A limited deduction for attorney fees and litigation costs is allowed for regular tax 
puiposes and no deduction at all is allowed for purposes o f the alternative minimum tax. 
At least one taxpayer has tried to claim, under a reimbursement theory, a direct deduction 
o f legal expenses against the gross award and been rejected by the Ninth Circuit. See 
Biehl v. Com, 92 AFTR 2d 2003-7280, (CA9) 12/12/2003.

The alternative minimum tax is a tax computation which parallels the regular tax 
computation in many respects. All taxpayers are required to compute their tax liability 
under both systems and pay the government under the computation which produces the 
highest tax. The courts have repeatedly struck down arguments that the alternative 
minimum tax is unconstitutional or does not apply on other grounds. See Banaitis v.
Com. 92 AFTR 2d 2003-5840, 340 F3dlOSl (CA9, 8/27/2003)

One important area in which these two systems differ is in the treatment o f miscellaneous 
itemized deductions related to employee business expenses. These deductions, authorized 
under Internal Revenue Code Section 67, are deductible to as itemized deductions to the 
extent they exceed 2% o f adjusted gross income.

For alternative minimum taxes purposes however, Internal Revenue .. ^  Section 
56(b)(l)(A)(i) provides that “No deduction shall be allowed for a i \  ni ;ilaneous 
itemized deduction.”

This means that the payment of attorney fees provides no benefit for purposes of the 
alternative minimum tax. This can create horrific conseqn es to a successful plaintiff. 
We have had situations in our practice where a successful plaintiff, after paying attorney 
fees and taxes, had paid out more in attorney fees and taxes than they received in gross 
proceeds.

In addition, we have seen cases where public interest litigants and the disadvantaged have 
successfully sued to stop illegal behavior. The award often times consists o f 90-95% legal 
fees with a small amount o f  damages. In these instances the income tax liability greatly 
exceeds the damages. In some instances the inclusion in income, o f money they did not 
gel to keep, ended up causing problems with government programs and scholarships 
which look at gross income for eligibility. It ends up costing victims in this area more 
than just the tax bill when they win.

In a good example o f this, which is public knowledge, in August 2002, the New York 
Times reported that a female police office who was the victim of “reprehensible” sexual



harassment received an award of $300,000 as well as legal fees of almost $1 million. 
According to the story this victim will end up paying all o f her 5300,000 award, as well 
as almost $100,000 more, to settle income taxes due on the gross award. The defendant 
surely must have enjoyed reading how the winner in court lost it all plus thousands more 
to the IRS. See Spina v. Forest Preserve District o f Cook County, 207 F. Supp. 2nd 764 
(2002).
For a published case laying this out see Alexander v. Com 77 AFTR 2d 96-301 (72 F3d 
938) (Cal 1995) in which the successful (or more appropriately termed, unsuccessful) 
litigant received an award o f approximately $250,000 out o f which $245,000 was paid in 
legal costs. Tire First Circuit upheld the Tax Court and the Internal Revenue Service in 
finding that this “successful" plaintiff owed over $57,000 in taxes on his net award o f 
approximately $5,000 due to the alternative minimum tax disallowing the entire amount 
o f attorney fees as a deduction.

If the plaintiff in a Alaskan case were lo succeed, the Internal Revenue Service would 
have the backing of the Tax Court and the Ninth Circuit Court o f Appeals in finding that 
the plaintiff would be taxable on the entire gross award. A limited deduction for 
attorney’s fees and litigation costs paid would be availab’e for regular tax purposes and 
no portion o f the attorney’s fees or litigation costs would be deductible for alternative tax 
purposes.

Some other circuit courts o f appeal have held for the taxpayer in these types o f cases but 
the majority o f circuit courts have held for the government.

In spite o f a conflict between the Ninth Circuit opinion and those o f other circuits (see 
Cotnam and Clarks), the United States Supreme Court denied a petition for certiorari on 
April 16, 2001. This means that we will not have a “once-and-for-all” decision settling 
the matter for the entire country.

The Ninth Circuit eliminated any doubt about the steadfastness with which they held their 
opinion when they subsequently decided the issue several more times in other cases. 
Sinyard v. Com. [88 AFTR 2d 2001-6037, 26S F3d 759 (CA9, 9/25/2001)] and Benci- 
Woodward v. Com., [86 AFTR 2d, 2000-5404, 219 F3d 942 (CA9, 7/18/2000)]

Now, (Finally!, Thank you for your patience if  you are still reading this at this point) we 
get to the possible solution to the problem.

The Ninth Circuit found that these cases turned on local (state) law. If state law provided 
that the debt (attorney’s fees) was a vajid debt o f the plaintiff then a payment o f this debt 
by the defendant would result in income to the plaintiff. The couri stated their reasoning, 
perhaps most succinctly, in the Sinyard case when they stated that “If A owes B a debt, 
and C pays the debt on A ’s behalf, it is elementary that C ’s payment is income to A as 
well as to B.”



The Ninth Circuit, in reviewing the laws o f Alaska (Coady), Arizona (Sinyard) and 
California (Benci-Woodward) held that the laws of the state(s) made the successful 
plaintiffs the owners o f the entire award. The attorneys with whom the plaintiffs had 
contingent fee agreements were considered debtors o f the plaintiffs.

The importance o f this distinction was borne out in Banaitis v. Com. 92 AFTR 2d 2003- 
5840, 340 F3d 1 OS 1 (CA9, 8/27/2003) where the Ninth Circuit held that, under Oregon 
law, the attorneys in a successful plaintiff case were the lawful owners of their portion of 
the award. Therefore the payment o f the plaintiff attorney by the defendant did not result 
in income to the plaintiff because the plaintiff did not owe the attorney a portion of the 
award. The plaintiff was considered to have dominion only over the gross award less the 
attorney fess and costs. The attorney, under Oregon law, had a sufficient bundle o f rights 
to be deemed the owner o f the attorney’s portion o f the award. Thus, the taxpayer in this 
Oregon case only paid tax on the net proceeds.

We know that much o f Alaska law has been modeled on Oregon law. What we are 
proposing in this legislation is that Alaska law, in the area o f attorney liens, be molded to 
match Oregon. We are not asking for any more than what Oregon law provides, in fact, 
we want exactly what Oregon has as law in this area. Since the Ninth Circuit has said that 
Oregon taxpayers are treated favorably because o f the wording of their attorney lien law 
we hope that Alaskan taxpayers can also get favorable treatment if our law matches that 
o f Oregon exactly.

Keep in mind that the attorney, in all cases, must also include the fees received .in 
income. We are not proposing anything that would change the taxation o f the attorney.
We are trying to eliminate the double taxation o f the same money.

I realize that the Supreme Court or Congress should settle this matter and that would 
really be my preference. Both the high court and Congress have been made aware of this 
issue and declined to deal with it. Therefore, I implore you to do for Alaskan taxpayers 
what the Federal government refuses do for them. Please allow Alaskan taxpayers to pay 
income taxes only on what they get to keep and help eliminate the tax penalty for fixing 
injustices.



A4RP Alaska

March 22, 2004

The Honorable Lyda Green, Co-Chair 
Senate Finance Committee 
Alaska Capitol, Room 516 
Juneau, AK 99801-1182

The Honorable Gary Wilken, Co-Chair 
Senate Finance Committee 
Alaska Capitol, Room 518 
Juneau, AK 99801-1182

RE: SB 300 (Stedman) - Support

Dear Co-Chairs Green and Wilken: • •

On behalf of the AARP members in Alaska', we encourage you and your colleagues 
on the Senate Finance Committee to support SB 300, authored by Senator Bert 
Stedman. We believe SB 300 is a significant effort to help Alaska citizens who win 
civil damages in a court case.

r

Currently an individual who wins a civil suit and is awarded damages must pay taxes 
on the damages, before his/her attorney fees are paid. In effect, someone who 
"wins” a lawsuit suffers a tax liability for money that will go to his/her attorney, not to 
the individual.

Since some AARP members fall into this category, eg., individuals who might win a 
lawsuit and damages based on age discrimination in employment, AARP believes 
they should not be responsible for taxes on income that will be going to their legal 
counsel. The lawyers also have to pay taxes on the income and, as Senator 
Stedman correctly points out, it creates a system of inequitable double taxation.

AARP urges an ‘'AYEK vote on SB 300.

Should you have any questions about our position, please feel free to contact Marie 
Darlin (907.586.3637), Coordinator of the AARP Capital City Task Force; Patrick 
Luby (907.762.3314), AARP Legislative Representative; or me (907.245.5259).
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Thank you for your consideration. 

Sincerely,

Marguerite Stetson 
AARP Alaska
Executive Council Member for Advocacy 
3009 Northwood Street 
Anchorage, AK 99517-1871
907.245.5259 voice
907.245.5279 fax 
ffmas@aurora.uaf.edu

CC: Vice-Chair Bunde 
Senator Dyson 
Senator Ben Stevens 
Senator Hoffman 
Senator Olson 

. Senator Stedrnan

mailto:ffmas@aurora.uaf.edu
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Tax Report 
By Tom Herman

How You Can Lose By Winning a Suit

How much you owe Uncle Sam sometimes can depend on where you live. And 
sometimes you can get slapped with a hefty tax bill on money you didn't pocket. 
How so? The answer lies in a string of differing federal appeals-court decisions 
affecting people who have won awards or received settlements in cases involving 
charges of racial, sexual or age discrimination, wrongful job termination or other 
nonphysical personal-injury battles.

This long-simmering subject is back in the news again because of a recent ruling 
by the U .S. Appeals Court for the Second Circuit. The case involves David 
Raymond, a Vermont man who sued International Business Machines Corp. 
alleging wrongful termination. A jury awarded him nearly $900,000 in the late 
1990s. The law firm handling his case received about one-third as a contingency 
fee.

A federal district-court judge later said Mr. Raymond could exclude the 
contingency fee when calculating taxable income. But now the second circuit 
appeals court has overturned that decision. It said Mr. Raymond had to include 
the entire award in his taxable income -- even the portion that went to his 
lawyers. Jam es W. Runcie, a Vergennes, Vt., lawyer who handled the case, said 
he and his client "are likely to ask the Supreme Court to review the case."

Many people in such situations are out of luck because of the vagaries of the 
alternative minimum tax, which is hitting growing numbers of unsuspecting 
Americans. Under the AMT, certain miscellaneous itemized deductions such as 
legal fees aren't deductible. Another problem is known as the "2% haircut": You 
can only deduct the amount of certain miscellaneous deductions to the extent 
they exceed 2% of your adjusted gross income.

Numerous other federal appeals courts have issued similar rulings, forcing 
victims to pay large amounts of taxes on money they didn't actually get. But a few 
other federal appeals courts have decided that taxpayers can exclude those fees 
from gross income. Thus, your tax tab can depend on where you live.

It is even possible for someone to win a big court award and come out with a net 
loss after paying legal bills and taxes, says Nina Olson, the Internal Revenue 
Service National Taxpayer Advocate.
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The Supreme Court hasn't weighed in, but there is a chance taxpayers could get 
some congressional relief.

Among lawmakers who favor speedy action is Senate Finance Committee 
Chairman Chuck Grassley, an Iowa Republican. "It remains a high priority for me 
that we end this terrible policy where individuals are subject basically to double 
taxation when they receive a settlement payment," Sen. Grassley said in an e- 
mail. "We passed legislation in the Senate last year to address this, and I hope 
we can get the bill to the president's desk this year."

The Raymond case arid the split among appeals courts drew attention at a 
recent tax conference in Los Angeles. "This issue really struck me," says Ruth 
Madrigal, a lawyer at Irell & Manella LLP in Los Angeles. She points to "the 
complete lunacy of the vast difference in results depending on which state you 
reside in when the issue goes to court."

This issue has been discussed at length in tax publications such as Tax Notes, 
an influential weekly from Tax Analysts, based in Arlington, Va. The subject also 
was analyzed in the IRS National Taxpayer Advocate's report to Congress for 
fiscal 2002.

"Legislation is needed to resolve the split among the circuit courts of appeal 
regarding the taxation of attorney fees," the IRS National Taxpayer Advocate's 
report said. The report outlined several suggestions and recommended this one: 
Include legal fees in your gross income but allow those fees to be deducted when 
calculating adjusted gross income, or AGI. That's known as an "above-the-line" 
deduction since it would appear on your return above the line for AGI.

Such a change "would effect uniform treatment" for all people who receive these 
awards and settlements, "irrespective of their place of residence," Ms. Olson's 
report concluded.
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