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Stringer v. Commissioner, 23 T.C. 12 (1954)

Attorney fees received under a contingent fee agreement are taxable income in the
year received if the attorney has a claim of right to the funds and there are no
restrictions on their use, even if the fees may later have to be repaid.

Summary

In Stringer v. Commissioner, the Tax Court addressed the taxability of attorney fees
received under a contingent fee arrangement. The attorney received fees in 1948
and 1949 after  successfully  litigating tax refunds for  clients.  The lower court’s
decision was later reversed, potentially requiring the attorney to return the fees.
The Tax Court held that the fees were taxable in the years received because the
attorney had a claim of right to the funds and unrestricted use of them at the time of
receipt, regardless of the possibility of future repayment. The court relied on the
‘claim of  right’  doctrine,  which  states  that  income is  taxable  when a  taxpayer
receives it under a claim of right without restriction on its use, even if the taxpayer
might later have to return the money.

Facts

An attorney was retained under a contingent fee contract to secure Illinois State
sales tax refunds for clients. The attorney successfully obtained refunds in the trial
court,  and received a portion of  his  fee in December 1948 and the balance in
January 1949. The fees were credited to a separate checking account. In November
1949, the Illinois Supreme Court reversed the lower court’s decision. The State then
sought to recover the refunded taxes from the attorney’s clients. The attorney had
spent a large portion of the fees received. The attorney did not report the fees as
income in 1948 or 1949.

Procedural History

The case began in the Tax Court, where the Commissioner of Internal Revenue
determined that the attorney’s fees received in 1948 and 1949 were taxable income.
The attorney challenged this determination in the Tax Court.

Issue(s)

1. Whether the attorney fees received in 1948 were taxable income in that year.

2. Whether the attorney fees received in 1949 were taxable income in that year.

Holding

1. Yes, because the attorney received the fees under a claim of right and without
restriction as to their use in 1948.
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2. Yes, because the attorney received the fees under a claim of right and without
restriction as to their use in 1949.

Court’s Reasoning

The court applied the claim of right doctrine, as articulated in North American Oil
Consolidated v.  Burnet,  286 U. S.  417 (1932).  The court  stated,  “If  a taxpayer
receives earnings under a claim of right and without restriction as to its disposition,
he has received income which he is required to return, even though it may still he
claimed that he is not entitled to retain the money, and even though he may still be
adjudged liable to restore its equivalent.” The court found that the attorney had a
claim of right to the fees and was free to use them without restriction in both 1948
and 1949. The possibility of future repayment due to the appeal’s outcome did not
negate the taxability of the income in the years of receipt. The court emphasized
that “Such future uncertainties cannot be allowed to determine the taxability of
moneys in the year of their receipt by a taxpayer.” The court rejected the attorney’s
arguments that the State had “special title” to the money and that he “felt indebted”
to some clients, finding that these arguments did not change the fact that he had
unrestricted use of the funds at the time he received them.

Practical Implications

This case emphasizes that attorneys must report contingent fees as income in the
year they receive them, even if a subsequent event might require them to return the
fees.  Attorneys should maintain accurate financial  records to  track income and
expenses, and consider the potential tax implications of the claim of right doctrine
when entering into contingent fee agreements. The ruling highlights the importance
of understanding the claim of right doctrine for all professionals receiving income
under  potential  future  repayment  conditions.  It  is  particularly  relevant  to  any
situation where the right to retain the income is contested. Note that the deduction
for repayment, if it occurs, would be taken in the year of repayment. This case also
underscores the general rule of tax law that the form of a transaction is highly
important,  and  that  the  potential  for  legal  claims  that  might  invalidate  the
transaction  do  not  change  the  immediate  tax  consequences.  Similar  situations
involving claim-of-right income arise in a variety of contexts, including bonuses,
commissions, and severance pay.


