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Introduction
 
As soon as the President signs it, the American 
Jobs Creation Act of 2004 (HR 4520) will expand 
the US federal income tax deduction available 
to a plaintiff for attorney’s fees arising in cases 
involving “unlawful discrimination.” This change 
has the potential of making it easier to settle such 
cases on terms favorable to defendants, especially 
employers.   

The Problems 
 
Prior to adoption of this provision, an individual 
plaintiff in unlawful discrimination cases gener-
ally has been unable to fully deduct expenses for 
attorney’s fees for purposes of regular tax compu-
tations and has been unable to deduct them at all 
for purposes of alternative minimum tax calcula-
tions.  

The effect of this limitation on deductibility has 
been intensified because of a related issue—the 
holdings by most courts in most jurisdictions 
that the amount a defendant pays for a plaintiff’s 
attorney’s fees should be included in the income 
to the plaintiff, even when the plaintiff has a 
contingency fee arrangement with his or her 
counsel. The income inclusion issue in the case of 
contingency fee arrangements is currently pend-
ing before the US Supreme Court. Banaitis v. 
Commissioner, 340 F.3d 1074 (9th Cir. 2003), 
cert. granted, 124 S.Ct. 1713 (Mar. 29, 2004); 
Banks v. Commissioner, 345 F. 3d 373 (6th Cir. 
2003), cert. granted, 124 S.Ct. 1712 (Mar. 29, 
2004).  
 
The resolution of the income inclusion issue in 
turn affects the manner in which the defendant 
files tax information returns with respect to the 
payment of plaintiff’s attorney’s fees. 
 
The Problem the Bill Directly Solves and How the 
Bill Solves It 

The bill removes the previous limitations on 
plaintiff’s ability to deduct the amount of his or 

her attorney’s fees in these “unlawful discrimina-
tion” cases. This limitation is removed regardless 
of whether the plaintiff has a contingency fee 
arrangement with his or her attorney or whether 
the plaintiff or the defendant pays the attorney’s 
fees. Section 703 (Civil Rights Tax Relief) of 
the bill accomplishes this result by locating this 
deduction within Internal Revenue Code (“IRC”) 
Section 62(a), which defines “adjusted gross 
income.” A deduction at this location is often 
called an “above the line deduction.” Absent this 
new provision, a plaintiff such as an employee 
would typically seek to take a deduction for such 
attorney’s fees as a trade or business expense 
under IRC Section 162, which is one of those 
deductions that are often called “below the line 
deductions.”  

IRS Forms 1099 MISC

If a Form 1099-MISC needed to be filed with 
respect to a particular payment prior to the pas-
sage of this bill, it still needs to be filed afterward. 
Because the bill does not change any rules on the 
inclusion of income by the plaintiff, the bill leaves 
unchanged the previous obligations of the defen-
dant to report to the IRS with respect to payments 
it makes to the plaintiff and to plaintiff’s counsel. 

Limitations on the Types of Cases to Which This 
Rule Applies 

The scope of the deduction available under IRS 
Section 62(a) for attorney’s fees and court costs is 
limited, however, to the type of actions identified 
in the section. (For your convenience, they are 
listed in the accompanying box included at the 
end of this alert.)  While the list of actions is quite 
long and covers a very broad range of employ-
ment-related claims, it is theoretically possible 
that one or more claims in a particular case might 
fall outside the list. Further, it is possible that a 
general release signed by a plaintiff may be broad 
enough to cover claims outside the list. In either 
event, depending upon the particular facts of the 
case, the IRS might assert that at least some of 
plaintiff’s attorney’s fees might not come within 
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the “above the line” deduction under IRS Section 
62(a), but rather come under a “below the line 
deduction” and so be subject to a variety of limi-
tations. The defendant’s reporting of the payment 
to the IRS will be the same, whether or not the 
payment is fully deductible by the plaintiff.  

New Limitation On the Amount of the Deduction

While the prior limitation on deductibility of 
legal fees has been removed as described above, 
the provision imposes its own, different limita-
tion:  the deduction for attorney’s fees shall not 
exceed the amount includible in the plaintiff’s 
gross income for the taxable year on account of a 
judgment or settlement resulting from one of the 
claims identified within the provision.  

Effective Date 

The provision is effective for all fees and costs 
paid after the date of the enactment with respect 
to any judgment or settlement occurring after 
such date.  

If you have any questions regarding the expansion 
of deductions to plaintiffs for payment of attorney’s 
fees, or U.S. federal income tax law in general, 
please contact Julian B. Decyk directly at  
(213) 683-6289 or at  
juliandecyk@paulhastings.com. 
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(1) Section 302 of the Civil Rights Act of 1991 (2 USC 1202).
(2) Section 201, 202, 203, 204, 205, 206, or 207 of the Congressional Accountability Act of 1995 (2 USC 

1311, 1312, 1313, 1314, 1315, 1316, or 1317).
(3) The National Labor Relations Act (29 USC 151 et seq.).
(4) The Fair Labor Standards Act of 1938 (29 USC 201 et seq.).
(5) Section 4 or 15 of the Age Discrimination in Employment Act of 1967 (29 USC 623 or 633a).
(6) Section 501 or 504 of the Rehabilitation Act of 1973 (29 USC 791 or 794).
(7) Section 510 of the Employee Retirement Income Security Act of 1974 (29 USC 1140).
(8) Title IX of the Education Amendments of 1972 (20 USC 1681 et seq.).
(9) The Employee Polygraph Protection Act of 1988 (29 USC 2001 et seq.).
(10) The Worker Adjustment and Retraining Notification Act (29 USC 2102 et seq.).
(11) Section 105 of the Family and Medical Leave Act of 1993 (29 USC 2615).
(12) Chapter 43 of title 38, United States Code (relating to employment and reemployment rights of members 

of the uniformed services).
(13) Section 1977, 1979, or 1980 of the Revised Statutes (42 USC 1981, 1983, or 1985).
(14) Section 703, 704, or 717 of the Civil Rights Act of 1964 (42 USC 2000e-2, 2000e-3, or 2000e-16).
(15) Section 804, 805, 806, 808, or 818 of the Fair Housing Act (42 USC 3604, 3605, 3606, 3608, or 3617).
(16) Section 102, 202, 302, or 503 of the Americans with Disabilities Act of 1990 ( 42 USC 12112, 12132, 

12182, or 12203).
(17) Any provision of Federal law (popularly known as whistleblower protection provisions) prohibiting the dis-

charge of an employee, the discrimination against an employee, or any other form of retaliation or reprisal 
against an employee for asserting rights or taking other actions permitted under Federal law.

(18) Any provision of Federal, State, or local law, or common law claims permitted under Federal, State, or 
local law -

 (i) providing for the enforcement of civil rights, or
 (ii) regulating any aspect of the employment relationship, including claims for wages, compensation, or 

benefits, or prohibiting the discharge of an employee, the discrimination against an employee, or any 
other form of retaliation or reprisal against an employee for asserting rights or taking other actions per-
mitted by law.   

List of Actions

Internal Revenue Code Section 62(a)(19) applies to any action involving a claim of unlawful discrimination (as 
defined in subsection (e)) or a claim of a violation of Subchapter III of chapter 37 of title 31, United States Code 
or a claim made under section 1862(b)(3)(A) of the Social Security Act (42 USC 1395y(b)(3)(A). Subsection (e) 
provides that, for purposes of subsection (a)(19), the term “unlawful discrimination” means an act that is unlaw-
ful under any of the following:


