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This article provides tax guidance for plaintiffs entering commercial litigation funding agreements,

addressing two key problems: whether upfront funding advances constitute taxable income and how

litigation proceeds are taxed upon receipt.

I. Introduction

If you're a plaintiff (or potential plaintiff), sometimes referred to in this article as a " fundee ," negotiating

a commercial litigation funding agreement, you face two tax problems you may not have focused on yet.

The first arises on the front end, when you receive the funding advances. The second arises on the back

end, when (and if) you collect litigation proceeds. Both need to be addressed before the funding

agreement is signed. After that, your options narrow considerably.

We discuss the front-end issue in Section II and the back-end issue in Section III.

II. The Tax Treatment of a Funding Advance
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Assume you are a prospective fundee (whether a plaintiff or potential plaintiff who has not yet filed suit)

seeking funding. Your funding agreement term sheet calls, among other things, for the funder to

advance $1 million at closing. Will you pay tax on that $1 million? Does it matter if the money is going to

you for operating expenses? Does it matter if the money is being paid to you directly as opposed to

being paid directly to your attorney for legal fees?

A. The General Rule: Loan Proceeds Are Not Income

The threshold question is whether a litigation funding advance constitutes gross income to the recipient

in the year received. If the advance is a bona fide loan, the answer is no. Loan proceeds have long been

excluded from gross income on the theory that the borrower's receipt of cash is offset by a

corresponding obligation to repay, producing no accession to wealth. 1 Uncontroversial stuff - provided

the arrangement is, in substance, a loan. That's a big "provided."

The difficulty is that most commercial litigation funding agreements are not structured as conventional

loans. The predominant structure is a non-recourse advance, in which the funder's right to repayment is

entirely contingent on the outcome of one or more litigations. If the case(s) do not generate proceeds,

the plaintiff owes nothing. That contingency is exactly what distinguishes litigation funding from

conventional lending - and exactly what creates the tax issue.

B. Novoselsky v. Commissioner: The Tax Court Rejects Loan
Treatment

The leading case is Novoselsky v. Commissioner , T.C. Memo. 2003-68 , in which the Tax Court

squarely addressed whether upfront litigation support payments constituted excludable loan proceeds or

includable gross income. 2 Novoselsky is not a 'bad' case from the fundee's perspective. It simply marks

a road you don't want to go down.

In Novoselsky , the taxpayer entered into arrangements with litigation support providers under which he

received upfront cash payments documented as non-recourse "loans." The agreements provided that if

the underlying litigation succeeded, the taxpayer would repay the advance plus a premium from the

attorney fees received. If the litigation was unsuccessful, the taxpayer owed nothing. The taxpayer

reported the advances as non-taxable loan proceeds and excluded them from gross income.

The Tax Court held for the IRS, finding that the advances were not bona fide loans and were includable

in the taxpayer's gross income as prepaid income in the year of receipt. The court also sustained

accuracy-related penalties.

The court reached its decision by applying two complementary analytical frameworks. First, it applied the

unconditional repayment obligation test. Under longstanding authority, a transfer of funds constitutes a
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loan only if the recipient's obligation to repay is unconditional and not contingent upon some future

event. Because the taxpayer's obligation to repay was entirely contingent on the successful prosecution

of the underlying litigation, the arrangements failed this threshold test. Stated differently, the contingent

nature of the repayment obligation meant the taxpayer had no fixed liability offsetting the cash received -

and therefore had an accession to wealth upon receipt. 3

Second, the court applied a multi-factor analysis examining the traditional indicia of indebtedness:

• Whether or not 4 there was a formal promissory note.

• Whether or not there were provisions for security, interest, and a fixed repayment schedule.

• The taxpayer's ability to repay the loan.

• Whether loan repayments were in fact made.

• Whether "the obligation to repay was unconditional and not contingent upon some future

event." 5

C. Novoselsky's Relevance to Plaintiff-Fundees

Novoselsky involved an attorney, not a plaintiff, but the reasoning applies with equal force. The court's

analysis turned not on the identity of the recipient but on the economic substance of the arrangement:

was there an unconditional obligation to repay? If not, the advance is not a loan, and the exclusion for

loan proceeds does not apply.

Back to our hypo (recall, you are a plaintiff (or claimant who has not yet sued) negotiating with a funder

for financing that will include a $1 million advance). Novoselsky outlines the path to avoid. 6 , 7 Is there a

better one?

D. Does the Prepaid Forward Contract Structure Avoid the Problem?

One important thing to understand up front is that most commercial funding agreements are not

structured as loans. Rather, they are structured as prepaid forward contracts or absolute assignments of

a portion of the anticipated litigation proceeds (as discussed in Section III below). Under either structure,

the parties' intended reporting position is that the advance is not a loan, no income is recognized upon

receipt, and the tax consequences are deferred until the forward contract settles at the resolution of the

litigation.

The prepaid forward characterization offers a more defensible path than loan treatment - precisely

because it does not depend on the fiction that a contingent, non-recourse advance is debt. Instead, it

treats the advance as the purchase price for a forward interest in the litigation proceeds, with gain or loss

recognized only upon settlement of the forward contract.

The IRS, to be clear, has not formally blessed this treatment in the litigation funding context. Novoselsky

did not address it, and the IRS could challenge it (particularly where the underlying income, such as



attorney fees or lost profits, is ordinary in character). 8 This practice, however, is pervasive throughout

the industry.

E. Does It Matter Whether the Advance Goes to the Plaintiff or to the
Plaintiff's Lawyer?

Yes, potentially. Novoselsky involved advances paid directly to a lawyer, and the court treated the lawyer

as the taxpayer who recognized the income. Where a litigation funder advances money directly to the

plaintiff's attorney for legal fees (rather than to the plaintiff for operating expenses), the question arises

whether the plaintiff or the lawyer is the proper taxpayer.

Under the anticipatory assignment of income doctrine discussed in Commissioner v. Banks , 543 U.S.

426 , 435 (2005) 9 , a plaintiff cannot reduce gross income by directing that litigation proceeds be paid to

a third party. But that is a different question.

Whether a plaintiff must include in income an advance that the plaintiff never receives because it is paid

directly to counsel is less settled. The answer likely depends on whether the plaintiff is treated as having

constructive receipt of the funds, or whether the arrangement is better characterized as a direct

transaction between the funder and the lawyer in which the plaintiff is not a party. 10

As a practical matter, fundees negotiating the routing of advances should consider several steps. Where

the advance is intended to cover legal fees, having the funder disburse funds directly to counsel

pursuant to a separate fee-funding agreement between the funder and counsel (to which the plaintiff is

not a party) may support the position that the plaintiff never had constructive receipt of those amounts.

Conversely, where the advance is intended for the plaintiff's operating expenses, the funds should flow

directly to the plaintiff, and the funding agreement should clearly document that the advance is for the

plaintiff's own account and not as an intermediary. In either case, the funding agreement should specify

the intended recipient, the purpose of each tranche, and the parties' agreed-upon tax reporting position

with respect to each payment stream. Where a single funding agreement contemplates advances for

both legal fees and operating expenses, the agreement should segregate the two categories and

document the routing of each separately. These structural choices should be made, and memorialized in

the funding agreement, before execution - not retrofitted after the fact.

III. Dealing With Taxes Upon Receipt of Litigation Proceeds

The starting point is simple: a litigation recovery is generally includable in a plaintiff's gross income for

federal income tax purposes. Everything after that starting point is where the complexity arises. We go

into more detail below, but here is a preview of why:

• Litigation funding introduces an additional layer of risk. Commercial funding agreements are,

as discussed at length above, commonly structured not as loans but as prepaid forward



contracts or absolute assignments of a portion of the anticipated proceeds.

• Under such a structure, the funder's "investment return" may be characterized, pursuant to the

parties' intended reporting position, as generating a capital loss to the plaintiff upon settlement

of the forward contract. Whether this creates a problem depends on the character of the

underlying litigation recovery, an issue governed by the origin of the claim doctrine discussed

in Section B below. Because most commercial litigation claims seek lost profits or similar

compensatory damages, the recovery is typically ordinary income. A capital loss, however,

cannot meaningfully offset ordinary income ( IRC Section 1211(b)(1) limits the offset to

$3,000 per year for individuals). The result can be described as a character mismatch problem

(discussed in Section C(3) below): the plaintiff is taxed on the full ordinary income recovery

while the offsetting loss from the funding arrangement is largely stranded as a capital loss

carryforward.

• The most effective mitigation strategy for both the character mismatch problem and the

phantom income problem discussed in Section B(3) below is to ensure that the record

supports characterization of the litigation as arising from the plaintiff's active trade or business.

As explained in Section B, that characterization is critical for two reasons. First, it permits a

current deduction for attorney fees under IRC Section 162 (thereby avoiding the permanent

bar on miscellaneous itemized deductions under Section 67(g) , which would otherwise

eliminate any deduction for fees in non-business, non-capital claims). Second, it provides the

strongest basis for treating litigation funding costs as ordinary business financing expenses

rather than capital items - ensuring that the deduction offsets ordinary income dollar-for-dollar

rather than producing a largely unusable capital loss.

A. The General Rule: Gross Income Inclusion

As previewed in Section II (E) above, the Banks Court held that when a litigation recovery is taxable, the

plaintiff's gross income includes the full amount of the recovery, including the portion paid to litigation

counsel under a contingent-fee arrangement. 11 A fundee, thus, cannot net the recovery against fees at

the outset. Instead, unless a statutory exclusion or above-the-line deduction applies, the fundee must

report 100% of the taxable recovery as gross income and then look separately for a deduction or basis

adjustment to offset it. The IRS frames the key question as what the payment was intended to replace,

12 and that inquiry governs both the income-inclusion analysis and the character of any offsetting

deduction.

The same logic extends, by analogy, to litigation funding costs. The Banks Court grounded its holding in

the "quintessential principal-agent relationship" between attorney and client, a relationship in which the

plaintiff retains ultimate dominion over the underlying claim. 543 U.S. at 436. A litigation funder is not the

plaintiff's agent. But the broader principle still applies: a taxpayer cannot exclude economic gain from

gross income by assigning the gain in advance to another party. The fundee's gross income includes the

full judgment or settlement proceeds even if the defendant pays some or all of those proceeds directly to

the funder. See Section III(C) for our full discussion.
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B. Deductibility of Contingent Legal Fees: The "Origin of the Claim"
Framework

Whether a plaintiff may deduct the contingent fee paid to litigation counsel depends principally on the

origin of the underlying claim. United States v. Gilmore , 372 U.S. 39 (1963). Under the

origin-of-the-claim doctrine, the nature and character of a legal expense are determined by the

transaction or activity that gave rise to the claim , not by the form of the relief sought or its consequences

to the plaintiff. 13 The analysis applies equally to all costs of prosecution, including attorney fees, expert

fees, filing fees, and discovery costs.

1. Trade or Business Claims ( IRC Section 162 )

When litigation arises from a plaintiff's active trade or business (such as a claim for breach of a

revenue-generating contract, lost profits, misappropriation of trade secrets, or business torts related to

ongoing operations), attorney fees are generally deductible as ordinary and necessary business

expenses under IRC Section 162 . This treatment is available to C corporations, partnerships, and

multi-member LLCs taxed as partnerships without significant complication. For individuals, the business

connection must be tied to an activity reported as an active trade or business on the individual's return

(most commonly on Schedule C).

When Section 162 applies, the plaintiff is effectively taxed only on the net recovery: gross income is

recognized under Banks , but an equivalent deduction offsets it. The deduction is above the line ( i.e. , it

reduces adjusted gross income), which is critical for purposes of the Section 67(g) analysis discussed

below.

2. Capital Claims (Capitalization Rather Than Deduction)

When the origin of the claim is a capital transaction ( e.g. , disputes over the acquisition or disposition of

a business, ownership of assets, title, or the terms of a purchase price or earn-out), legal fees are

generally not currently deductible. Instead, they must be capitalized ( i.e. , added to basis or treated as a

reduction of the amount realized upon sale or disposition). Woodward v. Commissioner , 397 U.S. 572

(1970). 14 Capitalization is not elective; it is required when the facts demand it.

Capitalization provides a deferred tax benefit because the capitalized fees reduce taxable gain when the

underlying asset is ultimately sold. For a plaintiff whose recovery itself constitutes capital gain (for

instance, a settlement effectively representing proceeds from a sale of business interests), this result

may be economically equivalent to a current deduction. In other circumstances, the benefit is delayed

and uncertain.
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3. Non-Business, Non-Capital Claims: The Phantom Income Trap

The most adverse outcome arises when the plaintiff is an individual, the claim falls into neither the

trade-or-business nor the capitalizable category, and the claim is characterized as relating to the

"production of income" under IRC Section 212 . In this scenario, the fundee will be taxed on the gross

recovery but will not receive a deduction for the fees paid to secure it. 15 The result for an individual

plaintiff with a non-business claim is a phantom income problem. Such a plaintiff will be taxed on 100%

of the gross recovery, including the portion paid to counsel, with zero deduction for those fees. The

effective rate on the net recovery ( i.e. , what the plaintiff actually keeps) substantially exceeds the

nominal statutory rate. 16

The way out is to ensure the claims can be properly and honestly characterized as arising from an active

trade or business. 17 Read the prior sentence again. It's the whole ballgame.

4. The Above-the-Line Deduction Under IRC Sections 62(a)(20) and
(21)

Congress created a narrow above-the-line deduction for attorney fees and court costs incurred in

connection with certain specific categories of claims. Section 703 of the American Jobs Creation Act of

2004, Pub. L. 108-357, added what is now IRC Section 62(a)(20) (originally enacted as Section

62(a)(19) and subsequently renumbered), which permits a deduction computed above the line as an

adjustment to gross income for fees paid in connection with any action "involving a claim of unlawful

discrimination" (as broadly defined in IRC Section 62(e) ), as well as certain whistleblower and False

Claims Act matters. IRC Section 62(a)(21) separately covers fees in connection with IRS and SEC

whistleblower awards. 18

This above-the-line deduction is deliberately narrow and does not apply to ordinary commercial or

business disputes. Claims for breach of contract, lost profits, trade secret misappropriation, fraud in a

commercial transaction, and the like do not qualify. 19 As Professor Nellen has observed, the proper tax

treatment of attorney fees for individuals turns heavily on whether the fee fits within one of these narrow

statutory categories or must instead be traced to the origin of the claim under general principles. 20 For

most commercial litigation plaintiffs, the Section 62(a)(20) route is simply unavailable.

C. Tax Treatment of Litigation Funding Costs

Litigation funding costs require a separate analysis. Their tax character depends on the structure and

classification of the funding arrangement.
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1. The Characterization Question: Debt vs. Sale/Forward 21

Commercial funding agreements appear in numerous legal forms ( e.g. , loans, partnership interests,

option contracts, prepaid forward contracts). 22 From a tax perspective, however, most generally fall into

one of two structural categories:

• In the first, the funder advances funds in exchange for a contractual right to repayment upon

resolution of the litigation, and the agreement is structured as a loan. If this characterization

governs, the funder's return constitutes interest on indebtedness , and the plaintiff may be

entitled to an interest deduction under IRC Section 163 , subject to applicable limitations. This

is an increasingly uncommon structure.

• In the second, increasingly common structure, the parties characterize the arrangement as an

absolute assignment of a portion of future proceeds - either through a prepaid forward

purchase contract or a true sale - with the funder receiving a share of the proceeds only if and

when there are proceeds (though bad boy guarantees are common). The fundee assumes no

unconditional repayment obligation; the funder's recovery is generally contingent on the

outcome.

Most commercial funding agreements adopt the second structure and make their characterization

explicit, stating affirmatively that the transaction is to be treated as an open transaction under a prepaid

forward contract , that the funding does not constitute indebtedness , and that the investment return

payable to the funder upon resolution is to be treated as a disposition or termination of the contractual

right within the meaning of IRC Section 1234A.

Under this intended reporting position, there is no interest, and therefore no interest deduction,

associated with the funding arrangement.

2. The Open Transaction / Prepaid Forward Structure and IRC
Section 1234A

Under an open transaction approach, the tax consequences of the funding arrangement are not

recognized when the advance is received; rather, they are deferred until the transaction settles at the

resolution of the litigation. At that point, the plaintiff recognizes gain or loss measured by the difference

between the amount originally advanced by the funder and the amount ultimately paid to the funder from

the recovery.

If the amount paid to the funder exceeds the amount advanced, which is the typical case when the

litigation resolves favorably, the plaintiff recognizes a loss on the settlement of the forward contract. IRC

Section 1234A then becomes relevant: that provision treats gain or loss from the termination,

cancellation, or abandonment of a right or obligation "with respect to property which is (or on acquisition

would be) a capital asset" as capital gain or loss. IRC Section 1234A(1) .
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The Section 1234A reference in a funding agreement is therefore a deliberate structural choice, but it

does not guarantee the intended result. Whether Section 1234A actually applies depends on whether

the property underlying the terminated right ( i.e. , the litigation claim) would be a capital asset in the

plaintiff's hands. Litigation claims that seek lost profits, compensatory damages for business interruption,

or similar economic injuries are typically tied to ordinary income items, not to capital assets. Damages

for breach of contract producing lost profits constitute ordinary income, and a settlement replacing such

damages takes the same character as the income it replaces. 23 In such cases, capital treatment under

Section 1234A may not be warranted and, if so, the agreement's labeling of the transaction as within

Section 1234A reflects an aggressive reporting position that may not be sustained on audit.

3. The Character Mismatch Problem

Assuming the IRS respects the forward contract characterization and Section 1234A applies to

generate a capital loss, a critical structural problem arises when the underlying litigation recovery is

ordinary income. This is the character mismatch.

Consider a fundee whose claim seeks compensation for lost profits: the litigation recovery is ordinary

income under well-established principles. Under the forward contract structure, however, the payment to

the funder results in a capital loss upon settlement. The problem is that capital losses cannot offset

ordinary income in any meaningful amount. Under IRC Section 1211(b) , an individual taxpayer may

use capital losses only to offset capital gains plus a de minimis $3,000 per year of ordinary income;

unused capital losses carry forward indefinitely but retain their capital character. Fargo v. Commissioner,

T.C. Memo. 2015-96 (illustrating the distinct treatment of capital and ordinary income baskets).

The practical result is that the fundee recognizes, and pays tax on, 100% of the gross ordinary income

recovery (under Banks , including the portion ultimately paid to the funder), while the capital loss

generated by the funding settlement provides no meaningful offset in the recovery year. The fundee is

left holding a potentially substantial capital loss carryforward, usable only if the fundee has capital gains

in future years. The offset is, thus, largely illusory. 24

4. The Preferred Alternative: Ordinary Business Expense Treatment

The most favorable tax treatment for a fundee is to have litigation funding costs characterized as

ordinary and necessary business expenses, deductible under IRC Section 162 . In other words, as

business financing costs rather than capital items or items governed by the forward contract/ Section

1234A structure. If Section 162 applies, the deduction is above-the-line, offsets ordinary income

dollar-for-dollar, and avoids both the Section 67(g) bar and the character mismatch under Section

1234A .

This treatment is most defensible when (1) the litigation arises from the fundee's active trade or

https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1211%28b%29&permaId=i5f72863503fec022b094f05ec37cd2bf&tagName=SBSEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCM70&linkType=docloc&locId=tcmemo2015-96&permaId=i2427f07cb387e800ba97a1e680e19c14&tagName=TCMCAS&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=26uscas162&permaId=i6ec6679557d8ea74c526cd4ba9aebbd1&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=26uscas162&permaId=i6ec6679557d8ea74c526cd4ba9aebbd1&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=67%28g%29&permaId=i04f3de13d199464bc95ffbebbe5b9353&tagName=SBSEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=1234a&permaId=iac88ec7ea72ece88bda4ddf33f6170a3&tagName=SEC&endParm=y


business, and (2) the funding arrangement can be recharacterized as ordinary business financing,

notwithstanding the parties' contractual agreement to treat the transaction as a prepaid forward contract

under Section 1234A . The IRS, however, will examine the substance of the arrangement rather than its

form; a funding agreement that explicitly disclaims debt treatment and invokes Section 1234A -

provisions that serve legitimate business and tax purposes for both parties - presents a substantial

obstacle to any subsequent attempt by the fundee to claim Section 162 treatment inconsistent with the

agreed-upon characterization. Moreover, a plaintiff who adopts a reporting position that contradicts the

express terms of the funding agreement will expose itself to a claim for breach of contract.

IV. Mitigating The Tax Risks: Practical Considerations

The tax exposure associated with commercial litigation funding can be meaningfully reduced. Here's

how:

• First, and most importantly, the record should affirmatively support (if true) the characterization

of the litigation as arising from the plaintiff's active trade or business. This means ensuring that

the underlying commercial activity is properly documented as a business, that the plaintiff has

filed returns consistent with the business activity, and that the litigation is framed in terms of

harm to ongoing business operations rather than to investment value. If these facts are

present, the Section 162 deduction should be available for both attorney fees and, potentially,

funding costs, and the phantom income problem is substantially mitigated.

• Second, if the plaintiff is an individual or a single-member LLC, the distinction between active

trade or business income and passive investment income is critical. The LLC wrapper does

not transform the character of the underlying activity. The relevant inquiry is whether the

individual owner is engaged in an active trade or business in which the litigation is rooted.

• Third, plaintiff and its tax advisors should carefully evaluate whether the forward contract

structure in the funding agreement, and the Section 1234A characterization it implies, is the

most favorable available reporting position - or whether a different characterization (such as

treatment of the funding as business indebtedness with deductible financing costs) would

better serve the plaintiff's tax interests. However, in practice, most better funders will only

entertain a forward contract structure. So, this is less a choice than a fact of life. 25

• Fourth, timing matters. Where litigation costs are incurred over multiple taxable years,

questions arise about when expenses are properly deductible and whether costs advanced by

litigation counsel, rather than by the plaintiff directly, are deductible by the plaintiff at all. These

questions are fact- and contract-specific. The consistent answer is to have qualified tax

counsel involved throughout the litigation, not just at settlement.

V. Summary of Key Tax Positions and Risks

The principal tax positions and associated risks for a plaintiff-fundee in a commercial litigation funding
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arrangement may be summarized as follows.

• Gross Income Inclusion. The full litigation recovery, including amounts paid to counsel and

to the funder, is gross income to the plaintiff. Commissioner v. Banks , 543 U.S. 426 (2005).

See Section III(A).

• Tax Treatment of the Funding Advance. A non-recourse litigation funding advance does not

qualify as excludable loan proceeds (Novoselsky v. Commissioner , supra). The prepaid

forward contract structure offers a more defensible basis for excluding the advance from

current income, though the IRS has not formally endorsed this treatment. See Sections

II(B)-(D).

• Routing of Funds. Whether the advance is paid to the plaintiff or directly to counsel may

affect both the timing and character of the income-inclusion event. Routing and documentation

should be evaluated with qualified tax counsel before execution. See Section II(E).

• Attorney Fees/Trade or Business Claims. If the litigation arises from an active trade or

business, attorney fees are currently deductible under IRC Section 162 , effectively producing

taxation only on the net recovery. See Section III(B)(1).

• Attorney Fees/Capital Claims. If the litigation is capital in origin, attorney fees must be

capitalized and reduce taxable gain when the capital asset is ultimately disposed of.

Woodward v. Commissioner , 397 U.S. 572 (1970). See Section III(B)(2).

• Attorney Fees/Non-Business Individual Claims. For individual plaintiffs with non-business,

non-capital claims, attorney fees are not deductible, and phantom income results. See Section

III(B)(3).

• Funding Costs/Forward Contract/Section 1234A Structure. Under the intended reporting

position in most commercial funding agreements, the funder's investment return is not interest

and generates a capital loss to the plaintiff upon settlement of the forward contract. If the

litigation recovery is ordinary income, IRC Section 1211(b) severely limits the ability to use

that capital loss, creating a character mismatch. A fundee who adopts a reporting position

inconsistent with the contractual Section 1234A characterization will also expose itself to a

claim for breach of contract. See Section III(C)(2)-(3).

• Funding Costs/Best Case. If the litigation arises from an active trade or business and the

funding costs can be characterized as ordinary business financing expenses under IRC

Section 162 , those costs are currently deductible against ordinary income. This mitigates

both the phantom income problem and the character mismatch. See Section III(C)(4).

VI. Bottom Line

Bring a tax advisor to the table before you sign the funding agreement term sheet, not after you cash the

settlement check. The cost of early planning is modest. The cost of phantom income and stranded

capital losses is not. 26

Back to our hypothetical $1 million advance. You now know that how you receive it, how your funding
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agreement characterizes it, and whether your claim sounds in business or investment can each

independently determine whether you end up with a manageable tax bill or an unpleasant surprise - the

kind where you owe taxes on money you never actually kept.

The structural choices in a funding agreement (the Section 1234A characterization, the express

disclaimer of debt treatment) exist for good reason. They serve both sides. A fundee who ignores those

choices at tax time is picking a fight on two fronts: with the IRS and with the funder. That's not smart.

1 See, e.g. , Commissioner v. Tufts , 461 U.S. 300 , 307 (1983) ("When a taxpayer receives a loan,

he incurs an obligation to repay that loan at some future date. Because of this obligation, the loan

proceeds do not qualify as income to the taxpayer. When he fulfills the obligation, the repayment of

the loan likewise has no effect on his tax liability."); Faris v. Commissioner , 937 F.2d 616 (10th Cir.

1991) ("(L)oan proceeds are not accessions to wealth and are therefore not gross income."); James v.

United States , 366 U.S. 213 , 219 (1961) (defining gross income as an "accession to wealth").

2 Novoselsky v. Commissioner , T.C. Memo. 2020-68 .

3 The court relied on the principle articulated in Frierdich v. Commissioner , 925 F.2d 180 , 185 (7th

Cir. 1991) and United States v. Henderson , 375 F.2d 36 , 39 (5th Cir. 1967), that a transfer of funds is

not a loan unless the transferee has an unconditional obligation to repay.

4 Novoselsky actually used the Latin, "vel non," which means "or not." The Judge's law clerk probably

wanted to impress her or his boss.

5 Novoselsky v. Commissioner , T.C. Memo. 2020-68 at *9.

6 See also Commissioner v. Court Holding Co. , 324 U.S. 331 , 334 (1945) ("The incidence of

taxation depends upon the substance of a transaction."). In other words, if it quacks like a duck and

walks like duck, the fact that you call it a pig does not make it a pig. To be clear, tax law has never

been especially impressed by costumes. Calling a duck a pig works about as well with the IRS as

Clark Kent's glasses works on everyone in Metropolis- - which is to say, only in fiction.

7 Think of Novoselsky as the tax version of the "Bridge Out" sign in a Wile E. Coyote cartoon. You

are free to ignore it, but gravity has a way of winning.

8 Mark Leeds and Stephanie Wood, Litigation Finance Update: US Tax Court Refutes Loan

Treatment for Upfront Litigation Support Payments in Novoselsky v. Commissione r. Mayer Brown,

(6/2/2020), at 5 (observing that the IRS could challenge prepaid forward contract treatment on the
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ground that the advance constitutes prepaid income, particularly where the underlying litigation seeks

ordinary income such as attorney fees or lost profits, and noting that the tax treatment of litigation

funding advances remains unsettled).

9 In Banks , the Court unanimously held that when a litigation recovery is taxable, the plaintiff's gross

income includes the full amount of the recovery, including the portion paid to litigation counsel under a

contingent-fee arrangement. The Court grounded this holding in the "anticipatory assignment of

income" doctrine: a plaintiff who contracts away a portion of a future recovery to an attorney does not

thereby reduce the income that accrues to the plaintiff for tax purposes.

10 See IRC Section 451(a) (constructive receipt doctrine); Reg. 1.451-2 (income is constructively

received when it is credited to the taxpayer's account, set apart, or otherwise made available).

Whether a plaintiff has constructive receipt of an advance paid directly to counsel depends on the

degree of the plaintiff's dominion and control over the funds.

11 The Banks Court, as also discussed above, grounded this holding in the anticipatory assignment

of income doctrine: a plaintiff who contracts away a portion of a future recovery to an attorney does

not thereby reduce the income that accrues to the plaintiff for tax purposes.

12 A deceptively simple question with expensive answers.The IRS explains in Tax Implications of

Settlements and Judgments , that the character of a litigation payment turns on "what was the

settlement (and its corresponding payments) intended to replace," tracing back to IRC Section 61 's

broad income-inclusion rule and the specific exclusions available under IRC Section 104 .

13 See Annette Nellen, Treatment of Legal Fees Incurred by Individuals , The Tax Adviser

(10/1/2007), discussing the origin-of-the-claim framework as it applies to individual plaintiffs and

providing a detailed survey of applicable Code provisions, including Sections 162 , 212, and 263.

14 Woodward v. Commissioner , 397 U.S 572 (1970), at 579 ("Where property is acquired by

purchase, nothing is more clearly part of the process of acquisition than the establishment of a

purchase price."). The capitalization requirement for capital-origin legal fees is well-settled; see also

Nellen, supra n.11.

15 Prior to 2018, expenses incurred for the production or collection of income were deductible as

miscellaneous itemized deductions subject to a 2%-of-AGI floor under IRC Section 67(a) . § 11045(a)

of the Tax Cuts and Jobs Act of 2017 ("TCJA"), Pub. L. 115-97, 12/22/2017, 131 Stat. 2088, codified

as IRC Section 67(g) , suspended miscellaneous itemized deductions ( i.e. , the category that

historically sheltered attorney-fee deductions for many non-business claimants) for tax years 2018

through 2025. The suspension applied to all taxable years beginning after December 31, 2017, and
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before January 1, 2026. See also Roe & Nielsen, Taxation of Sexual Harassment Settlements

Post-TCJA , The Tax Adviser (5/23/2019) (explaining that the TCJA eliminated the ability for

individuals to claim miscellaneous itemized deductions for attorney fees subject to the 2%-of-AGI

floor). § 70110 of the One Big Beautiful Bill Act ("OBBA"), Pub. L. 119-21, 7/4/2025,139 Stat. 72,

struck the prior sunset language ("before January 1, 2026") from Section 67(g) and redesignated that

subsection as Section 67(h) , making the bar on miscellaneous itemized deductions permanent. See

Permanent: No More Miscellaneous Itemized Deductions , Peterson & Associates, P.S. (7/31/2025);

Miscellaneous Itemized Deductions: No Longer Deductible , Nolo (9/22/2025). As a result, no

miscellaneous itemized deduction (including attorney fees incurred to produce income) under Section

212 is available to any individual taxpayer for any year covered by the suspension.

16 So, as you can see, phantom income is not spooky in the fun Scooby-Doo sense. It is spooky in

the "you owe tax on money you never actually received" sense, which is considerably less entertaining

and has worse merchandising.

17 A plaintiff organized as a single-member LLC does not escape the analysis immediately above.

For federal income tax purposes, a single-member LLC that has not elected to be treated as a

corporation is a "disregarded entity." Reg. 301.7701-3 . The IRS looks through the LLC to the

individual member-owner; the LLC's activities are treated as the owner's activities for all tax purposes.

Conner v. Commissioner , T.C. Memo. 2018-6 , aff'd , 770 Fed. Appx. 1016 (11th Cir. 2019)

(Taxpayer held real property through LLC for investment, not as part of trade or business, and thus

LLC's expenses were not deductible as business expenses but only as investment expenses to extent

of net investment income). Merely having an LLC wrapper does not convert an investment activity into

a trade or business for purposes of Section 162 .Accordingly, whether attorney fees are deductible

under Section 162 depends on whether the litigation arises from an active trade or business that the

individual owner personally conducts; not on whether a business entity nominally holds the claim. If

the underlying activity is passive investment or mere income production under Section 212 , the LLC

wrapper provides no deduction benefit, and the phantom income trap remains.

18 Section 703 of the American Jobs Creation Act of 2004, Pub. L. 108-357, 10/22/2004, 118 Stat

1418 (adding what is now IRC Section 62(a)(20) ); see also IRC Section 62 (Adjusted Gross Income

Defined) , Tax Notes (setting out full text of Sections 62(a)(20) , (21), and 62(e)) The above-the-line

deduction is capped at the amount of income from the qualifying claim that is included in the

taxpayer's gross income for the year.

19 See Richard Mason, New Rules, New Ruling , Journal of Accountancy (10/31/2006) (noting that

securities fraud class actions, non-personal-injury product liability suits, and other commercial matters

do not qualify for the Section 62(a)(20) above-the-line deduction); see also Rose Law APC, Taxability

of Employment Law Settlements and Judgments Under Federal and California Law (12/13/2025)

("Pure wage-and-hour disputes, breach of contract claims, common-law tort claims, or statutory
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penalty claims that are not tied to unlawful discrimination or whistleblower protection generally do not

qualify.").

20 Nellen, supra n.11 (providing a comprehensive analysis of the tax treatment of legal fees for

individuals, including the interaction of Sections 62 , 162, 212, and 67, with discussion of

above-the-line treatment and the circumstances in which fees may be capitalized or deducted).

21 If you think this Section is somewhat redundant, you're right. We'll own it. Redundancy is not

always a drafting failure. Sometimes it is pedagogy. Sometimes it is belt-and-suspenders. Sometimes

it is just the authors muttering, "No, really, please do not miss this part. Like the Pittsburgh Trauma

Medical Center, this is a teaching hospital .

22 James Carter, End the Third-Party Litigation Funding Tax Loophole , 40 WLF Legal Backgrounder

5 (6/2/2025) (describing the variety of legal forms that TPLF contracts take (including loans,

partnership interests, option contracts, and prepaid forward contracts) and their respective tax

consequences; the article focuses primarily on the funder's tax position but provides useful context for

understanding the structural options). See also Amicus Capital Group, How Litigation Funding Affects

Your Tax Obligations: A Complete Guide (7/23/2025).

23 Michael J. Laszlo, Kyra Cundall & Theodore E. Laszlo Jr., What Is the Tax Treatment of Damages

in Litigation? , Clark Hill (10/30/2025). The authors note, among other things, that breach-of-contract

damages producing lost profits constitute ordinary income, that damages replacing capital-asset

proceeds may receive capital gain treatment, and that "coordination between legal counsel and tax

advisors is essential throughout the litigation and settlement process." And, yes, this is more

intentional redundancy. You're welcome .

24 Think of it like a coupon for a restaurant in another city you never intend on visiting is an asset. It

may be worth something someday. That day is not today.

25 Henry Ford once said customers could have the Model T in any color so long as it was black.

Litigation funders are often similarly flexible.

26 Bringing tax counsel in after entering into a funding agreement is like calling a wedding planner

during the divorce. There could still be things to discuss, but the highest-value decisions were made a

long time ago. For more information generally about commercial litigation funding, see Jonathan

Friedland and Jeremy Waitzman, Commercial Litigation Funding: A Guide for Plaintiffs & Commercial

Litigators Seeking Funding in the United States, Financial Poise (2/21/24), available at

https://www.financialpoise.com/commercial-litigation-funding-a-guide-for-plaintiffs-commercial-litigators-seeking-funding-in-the-united-states.

https://checkpoint.riag.com/app/find?begParm=y&app.version=26.08&dbName=TCODE&linkType=docloc&locId=26uscas62&permaId=i45c443c2f255ec678537f6652b614a79&tagName=SEC&endParm=y


© 2026 Thomson Reuters/Tax & Accounting. All Rights Reserved.


