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A
ttorneys in the State of Alabama
have an important advantage over
their brethren in other states. The

advantage lies in the long-standing con-
flict between the Internal Revenue
Service and litigation attorneys through-
out the United States over deductibility
of litigation expenses paid or incurred by
su ch attorn eys “on beh a l f of t h eir cl i en t s .”1

In 1995, the Alabama State Bar pro-
posed,2 and the Alabama Supreme Court
adopted, a progressive change in
Alabama’s Model Rules of Professional
Conduct. The purpose of the change was
to conform such rules to the demands of
21st century litigation on lawyers seeking
to ethically and effectively represent their
clients’ interests.3 As a result of the
change in the Alabama Model Rules of
Professional Conduct,4 payment of litiga-
tion costs by attorneys is no longer
required to be merely advances “on
behalf of their client” which the client
has an unconditional obligation to repay.
Alabama attorneys may now incur and
pay such expenses in their own name and
on their own behalf.

Perm i t ting an Alabama attorn ey to
incur and pay su ch costs in the attorn ey ’s
own name should all ow attorn eys to cur-
ren t ly dedu ct su ch costs ra t h er than bei n g
requ i red to treat them merely as non de-
du cti ble “l oa n s” m ade to their cl i en t s .
Un fortu n a tely, m a ny Alabama attorn eys
and their tax advi s ors are sti ll unaw a re of
this important ch a n ge . It is hoped that this
a rti cle wi ll high l i ght the ch a n ge in the
Al a bama Mod el Rules of Profe s s i o n a l
Co n du ct, the re su l ting po ten tial tax ben e-
fits and the acti ons attorn eys should con-
s i der in their con tractu a l , tax and acco u n t-
ing tre a tm ent of l i ti ga ti on ex pen s e s .

TheTax Issue
The costs associated with prosecuting a

civil action in today’s legal environment
are enormous. These costs are substan-
tially beyond the ability of clients to pay
during the course of the litigation or to
even reimburse to their attorney at the
conclusion of unsuccessful litigation.
Obviously, such costs are paid, and have
been for decades, normally and properly,
by the attorney and not the client.
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Historically, the attorney’s payment of such costs has been
treated as an “advance” to the client, a treatment previously
mandated by the Model Rules of Professional Conduct.5 Generally,
such advanced costs have also been contractually required to be
repaid by the client to the attorney at the conclusion of the liti-
gation. The client’s obligation to repay was fixed and often not
conditioned upon the outcome of such litigation. The attorney’s
tax, financial and accounting records would normally also be
maintained in a consistent manner, i.e. litigation expenses would
be reflected as an account receivable from the client, not as an
expense of the attorney.

Based on the client’s unconditional obligation to reimburse
the attorney for out-of-pocket costs, the Internal Revenue
Service has long held that payment of such costs is not a
deductible expense for the attorney. Rather, such advances by
the attorney have been treated by both the IRS and the courts as
a “loan” to the client.6 Such a loan was deductible, if at all, only
when a client was subsequently unable to repay the debt, i.e.,
when the “loan” became an uncollectible business bad debt.7

The Bo cc a rd o c a s e s8 became the most of ten cited precedent in
the are a . These cases not on ly rel i ed on the “adva n ce” t h eory of
denying a dedu cti on , but invo ked the Mod el Rules of Profe s s i o n a l
Co n du ct as et h i c a lly requ i ring attorn eys to on ly make su ch pay-
m ents as adva n ces “on beh a l f of the cl i en t .” Af ter Bo cc a rd o I and
I I , the Mod el Rules of Professional Co n du ct became a legal ob s t acl e9

to attorn eys wishing to treat su ch liti ga ti on costs as their own
“ord i n a ry and nece s s a ry ” business ex pen s e s .1 0

Ultimately, Boccardo did enjoy success using a “gross fee” con-
tract that did not require the client to reimburse out of pocket
expenses.11 The Ninth Circuit reversed the Tax Court and
allowed deduction of litigation expenses as incurred and paid
directly by Boccardo.12 As to the requirement of the Model Rules
of Professional Conduct, the Ninth Circuit noted that such
California rules were not laws of the State of California.13

Thus, Boccardo I and II remain as precedent for denial of an
attorney’s deduction of litigation expenses in all but “gross” fee
arrangements. However, “gross” fee arrangements would have to
be financially acceptable to attorneys who would be required to
estimate costs at the outset of litigation in order to ensure a
remunerative fee arrangement. Also, attorneys in all states would
have to assure themselves that a “gross” fee arrangement satisfied
their applicable ethical responsibilities.

Another element was added by the IRS in Technical Advice
Memorandum 9432002. After citing the established Boccardo
precedent, i.e. one taxpayer could not deduct payments made on
behalf of another,14 the TAM cited an exception to such prece-
dent. A taxpayer can deduct a payment made on behalf of
another if the taxpayer is “expending such funds in order to pro-
tect or promote his own established business.”15

Recognizing the need to address these issues ethically and
responsibly, Alabama lawyers proposed consideration by the
Alabama State Bar of modifications to the Alabama Model Rules
of Professional Responsibility.16 These proposed modifications
carefully and deliberately took into account the need to ensure
advancement of legitimate client needs while carefully working
within the parameters of the foregoing tax precedent.

M o d i fication of the Alabama Model
Rules of Professional Conduct

In 1990, the Alabama State Bar adopted the American Bar
Association’s Model Rules of Professional Conduct of 1983.
Former Disciplinary Rule 5-103(B) was replaced with Rule
1.8(e) which originally provided as follows:

A lawyer shall not provide financial assistance to a client in
connection with pending or contemplated litigation, except that:

• A lawyer may advance court costs and expenses of litigation,
the repayment of which may be contingent on the outcome of
the matter;

• A lawyer representing an indigent client may pay court costs
and expenses of litigation on behalf of the client; and

• A lawyer may advance or guarantee emergency financial assis-
tance to the client, the repayment of which may not be con-
tingent on the outcome of the matter, provided that no prom-
ise or assurance of financial assistance was made to the client
by the lawyer, or on the lawyer’s behalf, prior to the employ-
ment of the lawyer. (Emphasis added)

Alabama’s Rule 1.8(e) was slightly different from Alabama’s
Disciplinary Rule 5-103(B). Rule 1.8(e) did allow the “advance”
of litigation expenses in the event repayment was contingent on
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the case’s outcome. Nevertheless, when incurred, such litigation
expenses still constituted “advances” made “on behalf of the
client”, and, following Boccardo, could not be deducted.

In 1995, the Alabama Supreme Court adopted revised
Professional Conduct Rule 1.8(e), by adding subparagraph (e)
(4) which reads as follows:

A lawyer shall not provide financial assistance to a client
in connection with pending or contemplated litigation,
except that:

* * * *

(4) in an action in which an attorney’s fee is expressed
and payable, in whole or in part, as a percentage of the
recovery in the action, a lawyer may pay, for his own
account, court costs and expenses of litigation. The fee
paid to the attorney from the proceeds of the action
may include an amount equal to such costs and expens-
es incurred. (Emphasis added)

The exception in Rule 1.8(e) (4) does not provide for an
“advance” of litigation costs. Clearly, the lawyer’s payment of lit-
igation expenses is “for his own account” and not for the benefit
of or on account of the client. Such litigation expenses should
therefore constitute “ordinary and necessary” expenses incurred
in carrying on the attorney’s trade or business. There is no pro-
vision for repayment or reimbursement of any such litigation

costs. However, like the “gross fee” arrangement approved in
Boccardo III , the final fee may, but need not, be grossed-up in
order to cover such costs.17 The exception in Rule 1.8(e) (4) is
carefully restricted to percentage-fee arrangements contingent
upon the outcome of the case. The long-established and well-
reasoned rule restricting financial assistance to a client or poten-
tial client is maintained in every other respect.

R e c o m m e n d a t i o n s
Potential planning benefits can only be realized if Rule 1.8(e)

(4) is properly implemented through attorneys’ contracts with
their clients.18 Even if Alabama’s Model Rules of Professional
Conduct permit advantageous treatment and characterization of
litigation expenses, potential planning is wholly ineffective
unless attorneys’ client contracts are appropriately modified.

In any con tex t , con s i s tency of tre a tm ent of ex penses for finan-
cial and tax purposes is cl e a rly advi s a bl e , wh et h er or not
requ i red . Fu rt h erm ore , the manner in wh i ch a bu s i n e s s’s finan-
cial records treats an item of ten dict a tes how the item must be
reported for income tax purpo s e s . Thu s , a t torn eys’ bu s i n e s s
record s , i . e . financial acco u n ting record s , should be mod i f i edto
be con s i s tent with properly anti c i p a ted tax acco u n ting tre a tm en t .

Al s o, profe s s i on a l s , l i ke all pers ons en ga ged in activi ties for
prof i t , must determine what tre a tm ent is most appropri a te for
t h eir practi ce . For attorn eys , h owever, this dec i s i on is first and
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foremost a matter of their compliance with the highest stan-
dards of professional responsibility to their clients and to their
profession. ■

E n d n o t e s
1 . “[P]ayment by one taxpayer of the obligation of another taxpayer is not considered

an ‘ordinary and necessary’ expense for purposes of section 162(a).” Priv. Ltr Rul. 94-
32-002 (Mar. 30, 1994) (TAM 9432002, 1994 WL 420348) citing Boccardo, infra, note
133, and Herrick v. Commissioner, 63 T.C. 562 (1975); Canelo v. Commissioner, 53 T.C.
217 (1969), aff’d, 447 F.2d 484 (9tth Cir. 1971); Silverton v. Commissioner, 36 T.C.M.
(CCH) 817 (1977), aff’d, 647 F.2d 172 (9th Cir. 1981)

2. This author and other tax attorneys provided the initial impetus for the Alabama
State Bar’s review of and proposed change in Alabama’s Model Rules of Professional
Conduct. These tax attorneys recognized both the unfairness of the tax ramifications
of the prior rules and their inherent punitive impact on the public. Thus, the unfair-
ness in the treatment of attorneys who ethically incurred litigation costs that their
clients could not possibly have afforded did focus the bar’s attention on the growing
injustice inherent in such rules.

3. Mass torts, resulting class action lawsuits, changes in demands of pretrial discovery
and innumerable other pervasive changes in litigation procedures and the resulting
crippling costs associated with them necessitated revision of the Model Rules of
Professional Conduct.

4. See infra, note and accompanying text of the modification.

5. Rule 1.8(e), infra, note and accompany text of the rule.

6. See, e.g., Milan, Miller, Berger, Brody & Miller, P.C. v. United States, 679 F. Supp.692,
695 (E.D. Mich. 1988); Boccardo v. United States, 12 Cl. Ct. 184, 185-86 (1987);
Boccardo v. Commissioner, 65 T.C.M. (CCH) 2739, 2743 (1993); In re Carroll, 602 P. 2d
461, 466 (Ariz. 1979).

7. Under section 166(a) (1), the business bad debt provision, business bad debts are
only deductible when determined to be wholly or partially worthless. Worthlessness
is an often litigated question of facts and circumstances. See e.g. Hearn v.
Commissioner, 309 F 2.d at 431, aff’g 36 T.C. 672 (1961).

8. Boccardo I, Boccardo v. United States, 12 Cl. Ct. 184, 185-86 (1987); and Boccardo II,
Boccardo v. Commissioner, 65 T.C.M. (CCH) 2739, 2743 (1993).

9. See also Milan, supra, note 131, following Boccardo I and II.

10. Section 162 requires payments to be “ordinary and necessary” expenses of carrying
on a trade or business before being generally deductible.

1 1 . E s s e n t i a l l y, Boccardo’s fee structure was increased so that his gross fee alone would
adequately compensate him for both the legal services and estimated costs of litigation,
i.e. based on recommendations of his tax advisors, his services fee was grossed-up to
cover anticipated out-of-pocket expenses.

12. See , Boccardo v. Commissioner, 65 T.C.M. (CCH) 2739, 2741 (1993).

13. Boccardo responded to the Tax Court’s reference to California Model Rules of
Professional Conduct Rule 5-104 by arguing that his contingency fee arrangement did
not violate a generally enforced state law that subjected the taxpayer to any penalty.
Under section 162(c) (2), the Internal Revenue Service has the authority to deny
deductibility of a business expense that violates a generally enforced state law. As
for California Rule 5-104 [since amended to 4-210(a) but effectively still the same],
the court questioned whether it was even a state law. There was a specific
California state statute, the California Business and Professional Code, which regu-
lated contingency fee arrangements and did not prohibit lawyers from paying
expenses. Even if it was a state law, the court found no evidence that it was gener-
ally enforced but rather found that in California “the line between ‘costs’ and attor-
ney overhead included as part of the lawyer’s fee [was] an undefined and changing
one.” Because the gross fee arrangements were not illegal, the court held that the
payment of litigation costs were ordinary and necessary business expenses.” See
Thrasher and Blackburn, supra, note Error! Bookmark not defined., at 21.

14. See supra, note .

15. Id.

16. Supra, note 127.

17. “The Boccardo law firm was entitled to the fee if the client recovered, but it was not
entitled to reimbursement of the litigation costs ‘off the top’ or before computing its
percentage fee. By contrast, a net fee arrangement would normally permit reim-
bursement of the costs before computing the percentage fee.” Pelton & Gunther v.
C.I. R., 1999 WL 801399 (1999).

18. Infra, note 142.
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