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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GALE, Judge: Respondent determ ned the foll ow ng
deficiencies, addition to tax, and accuracy-rel ated penalties for
t he taxable years 1991, 1992, and 1993:

Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) Sec. 6662(b)(1),(2)

1991 $72, 523 --- $7,570



1992 258, 998 $89, 391 11, 918
1993 31, 871 --- 6, 356

After concessions, the remaining i ssues for decision are:
(1) Whether anounts received by petitioners in 1992 pursuant to
settl enment agreenents were damages received on account of
personal injuries under section 104(a)(2),?! and (2) whether
petitioners are liable for a section 6662(a) penalty for 1992.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the first
suppl enental stipulation of facts, and the attached exhibits.

At the tinme of the filing of their petition, petitioner
Al len Burditt Il resided in Houston, Texas, and petitioner Sarah
Maunee S. Burditt resided in Sante Fe, New Mexi co.

Hereinafter, we shall refer to petitioner Allen Burditt 11
as “petitioner” or “M. Burditt”, and references to "petitioners"”
are to Allen Burditt Il and Sarah Maunee S. Burditt.

From 1988 through 1993, petitioner was the president of
Carancahua Resources, Inc. (CRI), a Texas corporation, and
petitioners held a controlling interest in the corporation that

owned 80 percent of CRI's stock. In 1988, CRI acquired the |ease

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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covering a previously conpleted oil and gas well and obtai ned

aut horization to reenter the well.

Before perforating the well, CRI needed certain itens to
conplete the well, including a “packer”. A packer is an
expandabl e device that is run either in an open well, in a cased

hole, or in tubing to counteract pressure exerted by underground
oil and gas and prevent such fluids fromflow ng vertically. CR
purchased t he packer from Li ndsey Conpl etion Services, Inc.
(“Lindsey”). The Lindsey packer did not function effectively.

On Cctober 3, 1988, after attenpts to obtain a pressure test of
its seals were unsuccessful, the Lindsey packer was renoved from
the well. Lindsey then provided a repl acenent packer, which was
pl aced in the well.

On Cctober 4, 1988, CRI perforated the well at 9:30 am At
approximately 11: 00 a.m, the well devel oped a gas |l eak at the
wel | head, 2 which indicated that high pressure was bei ng exerted
fromthe production zone below. As a result of this |eak, gas
and |iquid began escaping into the atnosphere in an uncontroll ed
manner, a condition referred to as a “blowut”. The well emtted
| arge quantities of gas and oil, placing the lives of the 20 to
30 workers in the surrounding area, as well as M. Burditt’s, at

immnent risk due to the possibility that a spark fromstatic

2 A “wellhead” is the portion of the well above ground that
seals the top of the well onto the surface casing or conductor

pi pe.



electricity would ignite the oil and gas. CRI ordered four truck
| oads of “heavy nud”, which is used to contain uncontrolled wells
by punping it into the well bore to offset the pressure of the
escaping oil and gas. CRI also contacted a conpany that had the
necessary tools and equi pnent to punp the heavy nmud to control
the well, but after surveying the scene, that conpany’s nmanager
decided it was too dangerous and departed with his crew. CR
then tel ephoned Halliburton Services, Inc. (“Halliburton”), and
Hal | i burton personnel agreed on the phone to control the well.

Hal | i burton personnel arrived at the well site at approxi mately
4:00 p.m However, Halliburton’s supervisory enpl oyee in charge
at the well site, M. Ken Weitzel, refused to allow Halliburton’s
enpl oyees or equi pnent to get any closer than approxi mtely 200
yards fromthe wellhead. As a result, M. Burditt and vol unteers
fromthe other work crews had to assenbl e the pipeline from

Hal | i burton’s equi pment to the wellhead. M. Burditt and the

vol unteers had to do this while being sinmultaneously sprayed by
the erupting oil and gas, which was so cold that it caused gl oves
to freeze, and by hoses of fresh water to reduce the risk of
ignition. 1t took approximately 30 to 45 mnutes to performthe
hookup task under these conditions. Wen the hookup was
conpleted, M. Weitzel then refused to start punping the heavy
mud until M. Burditt could produce a check for $30, 000, which

anount Halliburton believed CRI owed it for past services. A CR



enpl oyee wote a personal check in that anount, and Halli burton
started punping the heavy nud. Soon thereafter, M. Witzel
demanded a corporate check from CRI, which petitioner could not
produce at that tine. Although the well had not been controlled,
M. Weitzel ordered the punps stopped. M. Witzel forced
petitioner to hand over his car keys and wallet, and to sign over
his residence (on a handwitten docunent prepared by M. Witzel)
before he agreed to start punping again. M. Witzel stopped and
started punping twice nore, starting only after first demanding a
check for $30,000 brought by Ms. Burditt on CRI's behal f, and
then after forcing petitioner to sign an indemity agreenent that
Hal | i burton had delivered to its enployees at the well site. In
each instance, the punping was stopped by M. Witzel when the
intensity of the oil and gas eruption had | essened, and the punps
remai ned off until the intensity of the eruption had resuned
significantly. The indemity agreenent contained | anguage
releasing Halliburton fromall liability stemm ng from
contractual, negligence, or strict liability clains that CR
could assert relating to Halliburton's efforts to control the
well. Eventually, Halliburton conpleted the punping and “killed
the well”.

In February 1989, CRI and petitioner, as joint plaintiffs,
filed a lawsuit in the District Court of Jefferson County Texas,

nam ng various defendants including Lindsey and Hal |l i burton.
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In the original petition, CRI alleged that Lindsey provided
defective equi pnment and services. CRl also clained that
Li ndsey's actions caused a blowut at the well, and as a result,
CRI (but not petitioner individually) suffered significant
econom ¢ damages. The petition did not state any cl ai ns agai nst
Li ndsey that were personal to petitioner. Wth respect to
Hal | i burton, however, the petition did assert clains that were
personal to petitioner. CRI and petitioner alleged that
Hal | i burton entered into an agreenent to provi de energency
services at the well site and then ceased the performance of its
obl i gations under their agreement, thereby contributing to the
damage of the well. The petition clainmed that these actions by
Hal | i burton caused both CRI and petitioner econom c danages, and
in addition caused petitioner severe enbarrassnment and nent al
angui sh. CRI and petitioner subsequently filed first, second,
third, and fourth anmended petitions in March 1989, January 1990,
Septenber 1991, and October 1991, respectively. M. Burditt's
all egations in his personal capacity against Halliburton did not
change in the anended petitions. However, certain of the anended
petitions did contain new allegations of personal injury. 1In the
second and third amended petitions, an unidentified “plaintiff”--
that is, either petitioner or CRI--alleged a claimunder the
Texas Deceptive Trade Practice Act - Consuner Protection Act,

Tex. Bus. & Com Code sec. 17.50 (Vernon 1989), against Lindsey.



Subsequently, the fourth anended petition alleged that
“plaintiffs”--that is, both petitioner and CRI--suffered nental
angui sh, tornent, and heartache. Lindsey filed a notion to
strike the fourth anmended petition because it was filed 22 days
| ate under the trial court's docket control order. The trial
court granted this notion and struck the fourth anended petition
in January 1992.

In the second and third anmended petitions, CRI and
petitioner clainmed $10 mllion in actual damages and $5 nillion
in punitive damages.

Li ndsey, and CRI and petitioner, retained expert wtnesses
to give testinony regarding the econom ¢ damages resulting from
the well blowout. An expert for CRl and petitioner estimated the
total losses as a result of damage to the well and | ost
production capacity at a present value of nore than $3 nmillion in
March of 1991. An expert for Lindsey concluded that the well had
never been commercially viable. No experts were retained to
testify with respect to personal injuries of petitioner.

However, CRI and petitioner did take the deposition of at |east
five eyewitnesses to Halliburton's actions at the bl owout.
Nei t her Lindsey or Halliburton deposed petitioner.

On or about April 24, 1989, Halliburton served CRI and

petitioner with interrogatories, to which they jointly responded.

The interrogatories and responses included the foll ow ng:
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Pl ease state all facts which support your contention
that Halliburton’s actions contributed to danage the
Davis No. 1 well.

Answer : A deep hackberry well is an extrenely
vol atile situation which requires precise
control. Wen this well blewout, the damage

was being done to well formation on a
continuous basis. The |onger the damage was
all owed to continue, the greater the damage
woul d be. Since Halliburton could have
controlled the well very quickly had it
performed its obligations as prom sed, the
damage whi ch was done to the formation may
very well have been mnimzed, if not
elimnated. Accordingly, Halliburton' s
failure to control the well in an expeditious
and professional manner probably contri buted
to the full extent of the damage that
occurred to the formation.

Pl ease state the damages you al |l ege were caused by

Hal | i burton, setting out each el enent and descri be how
you claimit is related to anything done by

Hal | i burton. Please state specifically the anobunt you
al | ege agai nst Hal |li burton.

Answer : The well formation was damaged and ultimately
the well was incapable of producing fromthe
formation originally perforated. Therefore
the cost of drilling a newwell wll have to
be incurred. However that may not result in
restoration of production. CRI and Allen
Burditt owned a significant interest in the
well prior to the blowout. As a result of
t he bl ow-out and the cost overruns that
necessarily followit, they were required to
sell a significant part of their interest in
the well. Thus, they have forever |ost the
val ue of the production in place which they
now cannot recover. The anount of this
production is presently being cal cul ated but
is in excess of $2,000,000.00. The cost of
drilling another well [is] in excess of
$1, 000, 000. 00.



On or about August 5, 1991, Halliburton filed a notion for
summary judgnent against CRI. Halliburton asserted that the
indemmi ty agreenent signed by M. Burditt, acting on CRI's
behal f, precluded CRI from holding Halliburton |iable for damage
to CRI's property as a result of Halliburton's negligence or
strict liability. On Septenber 19, 1991, the trial court granted
Hal I i burton's summary judgnent notion against CRI, |eaving only
petitioner's personal clains against Halliburton pending before
that court. Subsequently, CRI perfected an appeal of the order
granting Halliburton's notion for summary judgnent. Oral
argunents with respect to the appeal were set for Cctober 22,
1992.

On or about Cctober 6, 1991, Lindsey filed a notion for
summary judgnent against CRI and petitioner. The notion asserted
that petitioner had no personal clains against Lindsey, a claim
whi ch petitioner and CRI did not contest in their response to the
motion. The trial court denied Lindsey's notion.

A medi ation session to address the clains of CR and
petitioner against Lindsey and Halliburton was set for June 24,
1992. In their nmediation subm ssion, CRl and petitioner focused
al nost exclusively on the | egal grounds for hol ding Lindsey
liable for the damages to the well formation. Their subm ssion
did not nention the events surrounding the efforts to control the

bl owout or otherw se make any reference to Halliburton, except to
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note that a previous Halliburton settlenent offer was rejected.
At nedi ation, Lindsey nmade a settlenent offer that the plaintiffs
did not accept, nor did the plaintiffs settle any of their clains
agai nst Hal li burton.

Subsequently, Lindsey submtted a trial brief that did not
address any personal injury clains, but rather focused
exclusively on the law pertaining to CRI's econom c cl ains
agai nst Li ndsey.

Prior to trial, petitioner contacted Lindsey's counsel,
expressing an interest in accepting the previously refused
settlenent offer by Lindsey. Negotiations ensued, and
petitioner, for hinself and on behalf of CRI, agreed to settle
all clainms agai nst Lindsey for $550,000. The settlenment amount
was agreed between Lindsey’s counsel and petitioner w thout any
di scussion of an allocation of an anount to any of the specific
clainms of petitioner or CRI. A provision was added to the
witten settlenment agreenent, at petitioner’s behest, which
provi ded:

For the purposes of allocating danages between CRI and

Burditt in the settlenment of this action, Five Hundred

Thousand and no/ 100 Dol | ars ($500, 000. 00) shall be

credited to [M. Burditt] individually for nental

angui sh, pain and suffering, damage to his reputation

and | oss of good will and Fifty Thousand and no/ 100

Dol I ars ($50,000.00) to [CRI] for damages to good w ||

and damage to | oss of business reputation.

Petitioner had instructed the attorney representing hi mand

CRl in connection with the settlenent to nake sure that the
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settl ement docunent contained “the proper personal injury

| anguage”. The attorney consulted with a certified public
accountant to obtain the precise wording. Lindsey s counsel did
not negotiate over the terns of the allocation or object to its
inclusion in the agreenent. The settlenent agreenent was
executed on August 8, 1992.

On August 14, 1992, Lindsey's insurer wote a check payabl e
to CRI and petitioner in the amount of $400, 000, and a check
payable to their attorney in the amount of $150,000. Petitioners
split the $400, 000 check into noney orders in the amunts of
$328, 325.81 and $50, 000 payable to petitioner and CR
respectively, while taking the remainder in cash. Petitioners
deposited both of the noney orders into Ms. Burditt's personal
bank account.

Subsequent to the failed nediation petitioner also contacted
Hal I i burton through its counsel to explore settlenent.

Previously, Halliburton’s outside counsel handling the litigation
had di scussed settlenent with an in-house | awer at Halliburton.
The outside counsel outlined his views on settlenent in a letter
to the in-house counsel dated May 11, 1992. |In that letter,
out si de counsel expressed his view that the trial court’s
granting of summary judgnent in favor of Halliburton would
probably be reversed on appeal with respect to the gross

negligence and intentional tort allegations, with a remand for a
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jury trial on those allegations. The letter stated: “Since the
al | eged damagi ng conduct; i.e. turning off the punps, was

i ntentional conduct, it is my opinion that we have sonme exposure
for whatever damages resulted fromthe delay.” The letter then
cited the substantial expense of obtaining expert testinony to
counter petitioner’s and CRI’s expert witness's evaluation of the
well's value, and the additional |legal work, in trying the case.
The letter recomended settling the case for $200, 000 or |ess,
characterizing this as a “cost of defense” settlenent. The in-
house | awer at Halliburton used this letter to obtain settlenent
authority in the anount of $200, 000.

Counsel representing petitioner and CRI sent a proposed
settlenment agreenent to Halliburton's counsel, which allocated
the entirety of a proposed settlenent of $250,000 to petitioner
“I'ndividually, for nental anguish, pain and suffering, damage to
his reputation and | oss of good will”, wth no allocation to CRI
Hal | i burton's counsel responded by returning the proposed
agreenment after changing the settlement anount to $200, 000 and
del eting the | anguage allocating it to petitioner individually
for personal injury claims. Halliburton's counsel deleted the
al l ocation | anguage because he was concerned that CRI mght |ater
be able to disavow the settlenent, based on absence of
consideration, if the settlenent proceeds were allocated entirely

to petitioner. Counsel for CRI and petitioner neverthel ess
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insisted on the allocation | anguage as originally proposed.
Hal | i burton’s counsel relented, after concluding that since
Hal | i burton had been granted summary judgnent on CRI’s cl ai s,
CRI’s agreenent to dismss its appeal of the summary judgnent
order would make it final, thus foreclosing any reassertion of
CRI ' s cl ai ns.

On Septenber 14, 1992, the parties executed a settlenent
agreenent under which Halliburton paid $200,000 i n exchange for
CRI’s and petitioner’s dismssal of all actions against
Hal | i burton. The allocation | anguage included in the Halliburton
settl ement agreenent, which was nodel ed after the |anguage
previously used in the Lindsey settlenent agreenent, stated:

For the purposes of allocating danages between CRI and

Burditt in the settlenent of these actions, Two Hundred

Thousand and no/ 100 Dol | ars ($200, 000. 00) shall be

credited to [M. Burditt], Individually, for nental

angui sh, pain and suffering, danmage to his reputation

and | oss of good wll.

On Septenber 4, 1992, the petitioners deposited
Hal I i burton's check in the amobunt of $200, 000, payable to both
CRI and petitioner, in Ms. Burditt's personal bank account.

OPI NI ON

The controversy in this case centers on the tax treatnent of
the Lindsey and Halliburton settlement paynents that petitioner
received in 1992. Petitioners contend that the settlenent

paynments were received on account of M. Burditt’s personal

injuries and are therefore excludable fromgross incone under
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section 104(a)(2). Respondent counters that petitioners are not
entitled to exclude the settlenent paynents from gross i nconme
under section 104(a)(2) because neither Lindsey or Halliburton
i ntended to conpensate petitioner for personal injuries.

Section 61(a) provides that gross incone includes all incone
from what ever source derived. Wile section 61(a) broadly
applies to any accession to wealth, statutory exclusions from

inconme are narrowy construed. See Conmm ssioner v. Schleier, 515

U S 323, 327 (1995); United States v. Burke, 504 U. S. 229, 233

(1992); Conmi ssioner v. denshaw 3 ass Co., 348 U S. 426, 431

(1955). One such statutory exclusion appears in section
104(a)(2), which excludes fromgross i ncone damages received on
account of personal injuries or sickness, whether by suit or
agreenent. Danmages received are excludable fromgross inconme
under section 104(a)(2) if the underlying action was based on
tort or atort type claimand the amounts received were paid on
account of, and to conpensate for, personal injuries or sickness.

See Conmmi ssioner v. Schleier, supra at 336-337; sec. 1.104-1(c),

I ncone Tax Regs. The primary characteristic of a tort type claim
is the availability of conpensatory renedies which are
traditionally evidenced by “a broad range of danages to
conpensate the plaintiff ‘fairly for injuries caused by the

violation of his legal rights.”” Conm ssioner v. Schleier, supra

at 335 (quoting United States v. Burke, supra at 235). Anounts
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recei ved on account of a personal injury claimtraditionally
i nvol ve paynment for harnms such as pain and suffering, enotional
distress, harmto reputation, or other consequential danages.

See United States v. Burke, supra at 239.

When determ ning the tax consequences of an anount paid in
settlenment of a suit, it is the nature of the underlying claim
not its validity, that determ nes whether the paynent was
recei ved on account of personal injuries. See id. at 237; Fabry

v. Comm ssioner, 111 T.C 305, 308 (1998); Threlkeld v.

Conm ssioner, 87 T.C. 1294, 1297 (1986), affd. 848 F.2d 81 (6th

Cr. 1988); dynn v.Conm ssioner, 76 T.C. 116, 119 (1981), affd.

wi t hout published opinion 676 F.2d 682 (1st Cir. 1982). 1In
seeking the nature of the underlying claim the court should
consider, “‘In lieu of what were the damages awarded? ” Robinson

v. Comm ssioner, 102 T.C 116, 126 (1994)(citing Raytheon Prod.

Corp. v. Conm ssioner, 144 F.2d 110, 113 (1st Cr. 1944), affg. 1

T.C. 952 (1943) (enphasis added)). Wether the nature of the
underlying claimis for a tort type personal injury is a question
of fact, which is determ ned by considering the settlenent
agreenent in light of all the facts and circunstances, including
the allegations made in the State court proceedi ngs, the evidence
mar shal ed, the argunents nade by the parties, and the intent of

t he payor of the settlenment. See Robinson v. Conm ssioner, supra

at 127. Paranount to this inquiry is the payor's intent in
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maki ng the settlenment paynent. See Knuckles v. Conm ssioner, 349

F.2d 610, 613 (10th Gr. 1965), affg. T.C. Menp. 1964-33;

Robi nson v. Commi ssioner, supra at 127. Any one of these factors

may be either persuasive or ignored. See Threlkeld v.

Conmi ssi oner, supra at 1306.

If the settlenent agreenent expressly allocates the
settl enment between tort type personal injury damages and ot her
damages, it will be respected for tax purposes to the extent that
the parties entered into the agreenent in an adversarial context

at arms length and in good faith. See Robinson v. Conm Ssioner,

supra at 127. Express allocations in a settlenent agreenent are
respected if the parties are adversarial wth respect to those
allocations and not nerely adverse as to the total sum of the

settl enent. See Robi nson v. Conmi ssioner, supra. The

determ nation of whether the parties are adversarial for this

purpose is a question of fact.® See Robinson v. Conm ssioner, 70

F.3d 34, 38 (5th Cr. 1995), affg. in part, revg. in part on

anot her ground and remandi ng 102 T.C. 116 (1994).

3 In their reply brief, petitioners assert for the first
time that any testinony contradicting the express | anguage of the
settl ement agreenent contravenes the parol evidence rule and
therefore shoul d be di sregarded. Because this contention was not
tinmely raised, we shall not consider it.



1. Lindsey Settl enent

The notice of deficiency determ ned that petitioners nust
i nclude the entire $550, 000 Lindsey settlenent in gross incone.
Respondent now concedes that petitioners need only include
$400, 000 of the settlenent anmount, and not the $150,000 paid to
petitioner’s and CRI’s attorneys. Respondent contends that
petitioners received the $400,000 as a constructive dividend from
CRI because Lindsey's intent in settling the suit was to
conpensate CRI for econom c damages. Petitioners concede that
$50, 000 of the $400, 000 was taxable incone to themas a
constructive dividend fromCRI. W thus address whet her
petitioners may exclude fromgross incone the remaining $350, 000
they received pursuant to the Lindsey settlenent agreenent.

a. Allocation in the Settl enent Agreenent

The Lindsey settlenment agreenent allocates $50,000 of the
settlenent to CRI and the remaining $500, 000 to petitioner
“individually for nental anguish, pain and suffering, damage to
his reputation and | oss of good will”. Petitioners argue that
the allocation in the Lindsey settlenment agreenent is controlling
for tax purposes because an express allocation is the nost
inmportant factor in determning the effect of a settlenent and
because the parties were adversarial when the agreenent was
executed. Respondent contends that the witten allocation should

be di sregarded because it was not adversarial or nade at arms
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I ength, was entirely tax-notivated, and did not accurately
reflect the clains at issue in the lawsuit. W agree with
respondent.

The record in this case makes clear that the parties to the
Li ndsey settlenment were not adversarial with respect to
allocations made in the settlenent agreenent. The record anply
denonstrates that Lindsey was not concerned with how the
settl ement proceeds were allocated between the various clains
asserted against it in the lawsuit. Lindsey's attorney testified
that he did not care how the proceeds were allocated; his only
concern was a release of all clainms. Lindsey's attorney
testified that there was no negotiation of the terns of the
allocation, and there is no evidence in the record to suggest
ot herw se.

Petitioner argues, in effect, that the allocation was the
product of an adversarial process because Lindsey and petitioner
and CRI were adversaries in a lawsuit which had not been settled
prior to reaching agreenent on the allocation. Petitioner

di stingui shes the instant case fromthe facts in Robinson v.

Conmmi ssi oner, supra, where the parties to the |awsuit had signed

an agreenent covering the anmount of the settlenent prior to
agreei ng on an allocation.
We believe petitioner m sconstrues the requirenent that

allocations in settlenent agreenents be adversarial. There is
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not hing in our opinion in Robinson, or the affirmance by the
Court of Appeals for the Fifth Crcuit, to suggest that the prior
agreenent as to the settlenent anount was critical to the finding
that the allocations at issue were not adversarial. Qur finding
i n Robi nson was based upon a nunber of facts and circunstances,
whi ch are al so present in this case. Parallels include testinony
fromthe payor's attorney that the parties were not adverse as to
the allocation | anguage, that the allocation | anguage was
unilaterally drafted by the payee, and that the allocation
| anguage was not drafted until after the issue of the anpunt of
settl enent had been decided. The record in this case does not
show t hat any negotiation over the specifics of the allocation
occurred.

It is also clear in this case, as in Robinson, that the
al l ocation | anguage sought by petitioner was entirely tax-
notivated. Petitioner instructed the attorney representing him
in the settlement negotiations to make sure he inserted the
“proper personal injury |language” so that proceeds coul d be
received free of tax. The attorney consulted an accountant for
this purpose, who provided “boilerplate” |anguage.

Finally, as in Robinson, the allocation | anguage does not
reflect the realities of the settlenment. For exanple, the
allocation is nmade to petitioner for, inter alia, “damage to his

reputation and | oss of goodwi |I|l”. However, nowhere in the
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pl eadi ngs or el sewhere in the record of the underlying litigation
did petitioner claimsuch danage as a result of Lindsey’s
actions.

Based on the foregoing, we find that the allocation in the
Li ndsey settl enment agreenent was not the product of adversari al
negoti ation, and thus we disregard it.

b. Nat ure of the Underlying daim

Havi ng di sregarded the express allocation, we nust exam ne
the facts and circunstances surrounding the settlenent to

determine “In lieu of what” the danages were paid. Robinson v.

Conmi ssioner, 102 T.C. at 126. Petitioners contend that M.

Burditt had a nental anguish claimagainst Lindsey, which Lindsey
paid to settle. The record does not support this contention.

M. Burditt did not assert any clains in his individual
capacity against Lindsey in the original and first anended
petitions. The intent of the second and third amended petitions
with respect to any individual clains by M. Burditt for nental
angui sh was anbi guous. The second and third anended petitions
assert a claimunder the Texas Deceptive Trade Practice Act -
Consuner Protection Act (DTPA), and petitioners argue that
recoveries for nmental anguish clains are permtted under the
DTPA. However, it is not clear fromthe | anguage in the

pl eadi ngs whether M. Burditt or CRl is asserting the DTPA
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claim* This anbiguity is resolved in the fourth anended
petition, which nmakes clear that both “plaintiffs”--i.e., CRl and
M. Burditt--are asserting clainms under the DTPA, and expressly
clainms, for the first time, damages for “nmental anguish, tornent
and heartache”.® However, the fourth anmended petition was struck
by the trial court as untinely, and any reinstatenent of this
pl eadi ng was specul ative. Mreover, it was Lindsey's attorney's
opinion that the fourth anended petition would not be reinstated.
The lack of clarity in the pleadings was reflected in
Li ndsey's attorney's understanding of the clains that Lindsey was
def endi ng against. Al though Lindsey's attorney acknow edged t hat
t he bl owout could have resulted in personal injuries, he

testified that in his opinion petitioner did not have any valid

4 \Wereas portions of the second and third anended
petitions carefully distinguish between “CRI” and “Burditt”,
el sewhere the two are referred to collectively as “plaintiffs”.
In addition, the pleadings nmake occasional reference to
“plaintiff” in the singular, wthout any indication whether the
reference is to CRI or petitioner. The DIPA claimis one such
i nstance where “plaintiff” is used in the singular wthout
clarity as to its referent.

5> W note that sec. 104(a)(2), as applicable to the year at
issue, was not limted to recoveries for “physical” injuries or
si ckness, and thus damages for enotional or psychol ogi cal harns
were eligible for exclusion thereunder. See Conm Ssioner V.
Schleier, 515 U S. 323 (1995). As anended by the Small Business
Protection Act of 1996, Pub. L. 104-188, sec. 1605(a), 110 Stat.
1755, 1838, current sec. 104(a)(2) limts the exclusion to
damages “on account of personal physical injuries or physical
si ckness”. (Enphasis added.)
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personal cl ai munder the DTPA agai nst Lindsey because the Lindsey
tools were sold to CRI, not to petitioner.®

Further, in a notion for sunmary judgnment, Lindsey contended
that petitioner had no individual clainms against it. In the
response to this notion, CRI and petitioner made several
argunents, but did not dispute the contention that petitioner had
no individual clains. In its trial brief, Lindsey did not
address any claimby petitioner for nental anguish or any vari ant
of enotional distress. Lindsey's attorney testified that he did
not depose M. Burditt in preparation for trial, although he
woul d have done so if he believed M. Burditt was pursuing
personal injury claims. Simlarly, in reports filed for purposes
of mediation, in which the parties were required to state the
di sputed issues of fact and |law, neither party nentioned nental
angui sh clainms by M. Burditt; instead, the parties focused on
CRI's econom c cl ai ns.

Based on the facts and circunstances surroundi ng the
settlenment, giving particular enphasis to the intent of the
payor, we do not believe that the ambunts paid pursuant to the
Li ndsey settlenent were received “on account of personal injuries

or sickness” wthin the neaning of section 104(a)(2). To the

® CRI's and M. Burditt's own attorney in the lawsuit also
testified that he did not believe that M. Burditt had any claim
in his individual capacity against Lindsey. However, we give
little weight to this testinony because at the tine of trial the
attorney had been sued by M. Burditt.
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extent any settlenent anounts were paid to CRI, we sustain
respondent’ s determ nation, which petitioners have not addressed,
that petitioners received themas constructive divi dends.

2. Halliburton Settl enent

In the notice of deficiency, respondent determ ned that
petitioners nmust include in gross incone the full anount of
Hal I i burton's $200, 000 settlenment paynent. Petitioners contend
that the Halliburton settlenment is excludable fromtheir gross
incone as it was received by M. Burditt on account of personal
injuries.

a. Allocation in the Settl enent Agreenent

The Hal li burton settl enment agreenent expressly allocated the
full $200,000 settlenment solely to M. Burditt “for nental
angui sh, pain and suffering, damage to his reputation and | oss of
good will.” As with the allocation in the Lindsey settl enent
agreenent, petitioners contend that the allocation in the
settlenment agreenent is controlling for tax purposes, while
respondent argues that the witten allocation should be
di sregar ded.

We agree with respondent because Halliburton, and petitioner
and CRI, were not adversarial with respect to the allocation in

their settlenment agreenent. Cf. Robinson v. Conmm ssioner, 102

T.C. 116 (1994). Al though Halliburton's attorney initially

rejected the | anguage allocating the entire proceeds to personal
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injuries of M. Burditt, he did not object because Halliburton
did not want any anount allocated to M. Burditt; rather,

Hal | i burton's attorney was concerned that a failure to allocate
any anount to CRI mght fail to bind CRI to the settlenent. Once
satisfied that CRI's agreenent to dismss its sumary judgnent
appeal woul d preclude any later reassertion of CRI's clains,

Hal | i burton's attorney agreed to an allocation of the entire
proceeds to M. Burditt because Halliburton was otherw se
indifferent as to how the settlenent proceeds were all ocated.

Hal | i burton's attorney testified that the personal injury

al l ocation was not an item of contention between the parties and
that he “didn’t care if they put it in there or not.”

Further, as in Robinson, the allocation did not reflect the
realities underlying the settlenment with Halliburton and
petitioner’s insertion of it was entirely tax-notivated. Simlar
to the Lindsey settlenent agreenent, the Halliburton settlenent
agreenent partially allocates the award to petitioner for damage
to his reputation, notw thstanding the fact that it was never
clainmed that Halliburton’s actions had resulted in this type of
damage. In addition, the personal injury allocation in the
Hal | i burton agreenent was based on the | anguage used in the
Li ndsey agreenent, obtained from an accountant for the purpose of

securing tax-exenpt treatnent.
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As wth the allocation in the Lindsey agreenment, we
di sregard the allocation in the Halliburton settlenment agreenent
as it was not the product of adversarial negotiation.

b. Nat ure of the Underlying daim

Di sregarding the allocation in the settlenment agreenent, we
| ook to the nature of the underlying claimfor which the

settlenment was paid. See Robinson v. Conm ssioner, supra at 126;

Threl keld v. Conmm ssioner, 87 T.C. at 1297. Unli ke his clains

agai nst Lindsey, M. Burditt in every version of the petitions
asserted tort type clains against Halliburton for nental anguish,
as follows:

CRI and Burditt would show that Halliburton's actions

contributed to damage occurring to the Davis No. 1 well

and that that has caused CRI and Burditt economc

damages * * *. Additionally, Burditt would show t hat

Hal | i burton's actions constituted duress and caused him

severe enbarrassnent and nental angui sh

Respondent argues that, notw thstandi ng the repeated
references to nental anguish in the petitions, M. Burditt
abandoned his nental anguish clainms during the course of the
l[itigation. Respondent relies on several factors to support this
interpretation. Respondent places particul ar enphasis on
petitioner’s and CRI's response to a Halliburton interrogatory
asking the nature of the damages Halliburton caused to CRI and
petitioner, in which they cite only econom c damages to the well.

Respondent al so points out that during discovery Halliburton

never took M. Burditt's deposition, that Halliburton addressed
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only the economc clains of CRI and M. Burditt in its nmediation
subm ssion, and that Halliburton's attorneys testified that they
were only concerned with the clains for econom c damages to the
wel | . Cont enpor aneous correspondence between the Halliburton
attorneys substantiates that a primary influence on their
decision to settle for $200,000 was the estimted cost of

def endi ng against CRI's economc clains, specifically the cost of
obt ai ning expert testinony to counter the CRl expert w tness who
val ued the well formation damages at nore than $3 nillion
Finally, respondent points out that M. Burditt's own counsel in
the blowout litigation testified that he believed the focus of
the case was on CRI's clains for econom c damages.

It is clear fromthe record that Halliburton was concerned
about the economc clains of CRI and M. Burditt. However, we
are not convinced that petitioner abandoned the nental anguish
claimthat was repeatedly restated in the anended petitions, nor
do we believe, given the substantial evidence of deliberate
actions by Halliburton's enpl oyees that were |ife-endangering,
that Halliburton was not al so concerned about exposure to nental
angui sh clains should the case go to a jury. W believe that
Hal | i burton was concerned both with econom ¢ damages to the well
formati on and with exposure to nental anguish clains and punitive
damages arising fromthe actions of its enployees. CRI and

petitioner had the depositions of at |east five eyew tnesses who
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all corroborated the allegation that Halliburton enpl oyees had
deli berately and repeatedly ceased efforts to control the well

bl owout in order to extract concessions frompetitioner and CRI.’
Hal | i burton’s own counsel conceded at the trial of this case that
he believed a jury woul d resolve against his client the question
of whether the shutoff of punping was intentional.

In arguing that Halliburton intended to settle only econom c
clainms, we believe respondent relies too heavily on the
interrogatory response in which CRI and petitioner fail to
i ncl ude nental angui sh anong the damages they all ege by
Hal | i burton. The interrogatory eliciting this response was
i mredi ately preceded by an interrogatory that could be
interpreted as confining the inquiry to danages to the well. As
to Halliburton’s failure to take M. Burditt’s deposition,

Hal I i burton’s attorney conceded at the trial of this case that
further discovery would have been undertaken to clarify M.
Burditt’s personal injuries if the case had not settled.

Respondent al so enphasi zes the failure of either party to

obtai n expert testinony concerning nental anguish or other

personal injuries. However, expert testinony woul d not have been

" The depositions of these witnesses are cited not for the
truth of the matters asserted, but for the nonhearsay purpose of
showi ng the evidence that Halliburton's attorneys knew t hey woul d
face in any trial of M. Burditt's clains.
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required to support a nental anguish claim The testinony of the
eyewi tnesses to Halliburton's actions may have been sufficient.

Mor eover, the assessnent of M. Burditt’'s then-attorney--
namely, that the claimagainst Halliburton was primarily for
econom ¢ damages--mnust be considered in light of the fact that at
the time of the trial of this case, the attorney was bei ng sued
by M. Burditt with respect to his handling of the bl owout
litigation. Also, notwithstanding this assessnent, the attorney
testified that he intended to use the actions of Halliburton's
enpl oyees to incite the jury.

Considering all the facts and circunstances of the
l[itigation, we sinply do not accept Halliburton's attorneys'
contention at the trial of this case that they were concerned
only with Halliburton's exposure for damages to the well
formation. They may sinply have been reluctant to concede a
client’s exposure to punitive damages. W find it inconceivable
that sonmeone at Halliburton reviewing this |awsuit did not
bel i eve the conpany had exposure for nental angui sh and/or
puni tive damages should the case get to a jury. W conclude that
Hal | i burton paid to settle not only economc clainms for damage to
the well but also M. Burditt's nental anguish claim and to
avoid the risk of punitive damages.

Because we are convinced that the Halliburton settlement was

both for econom c danmages as well as for nental anguish and/or
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punitive damages, we nust estimate the portion of the paynent

attributable to each. Cf. Bayou Verret Land Co. v. Commi SSi oner,

450 F.2d 850, 858 (5th Cr. 1971), affg. in part, revg. in part

and remanding 52 T.C. 971 (1969); Cohan v. Conm ssioner, 39 F.2d

540, 543-544 (2d Cr. 1930); Vanicek v. Comm ssioner, 85 T.C

731, 742-743 (1985). In such an instance, we nmake as close an
approxi mati on as possi ble and may choose to bear heavily upon the
t axpayer “whose inexactitude is of his own nmaking.” Cohan v.

Conmi ssi oner, supra at 543-544. Gven that there is little or no

evi dence of the extent of econom c danmages to the well caused by
Hal | i burton’s delay in controlling the blowwut, and the inherent
i npreci sion in measuring nental anguish or punitive damages, we
estimate that half of the Halliburton settlenment ($100,000) was
paid to settle the claimfor econom c danages to the well and
therefore is not excludable frompetitioners' gross incone.® W
estimate that the remai ning $100, 000 was paid to settle M.
Burditt's claimfor nmental anguish or for punitive damages.
Guided by the pleadings filed by CRI and M. Burditt which sought
$10 mllion in actual damages and $5 mllion in punitive damages,
we allocate two-thirds of the remai ning $100,000 as paid in lieu

of defending against M. Burditt's claimfor nental anguish and

8 To the extent ampbunts were paid to CRI rather than
petitioners, we sustain respondent’s determ nation, which
petitioners have not addressed, that petitioners received
constructive dividends from CRI
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one-third as paid in lieu of defending against the claimfor
punitive damages. The anmount allocated to M. Burditt's claim
for nmental angui sh ($66,667) is excludable frompetitioners
gross incone as damages received on account of a personal injury,
sec. 104(a)(2), while the anount allocated to punitive damages

($33,333) is not. See OGlvie v. United States, 519 U S. 79

(1996) .

3. Section 6662 Penalty

For petitioners' 1992 tax year, respondent determ ned that
petitioners are |liable for the section 6662(b)(2) penalty for the
substantial understatenent of tax, or in the alternative, for the
section 6662(b)(1) penalty for negligence or disregard of the
rules or regulations. Respondent's determ nations are presuned
correct, and petitioners bear the burden of proving that the

penalty does not apply. See Rule 142(a); Bixby v. Conmm ssioner,

58 T.C. 757, 791-792 (1972).

Section 6662(a) inposes a penalty in an anpbunt equal to 20
percent of the portion of an underpaynment of tax attributable to
negl i gence or disregard for rules or regulations or any
substantial understatenent of incone tax. The term “negligence”
includes a failure to nake a reasonable attenpt to conply with
the provisions of the Internal Revenue | aws, and “di sregard”’

i ncl udes any carel ess, reckless, or intentional disregard of

rules or regulations. Sec. 6662(c); sec. 1.6662-3(b)(1) and (2),
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I ncome Tax Regs. An understatenent of tax is substantial if it
exceeds the greater of 10 percent of the tax required to be shown
in the return or $5,000. See sec. 6662(d)(1)(A) (i) and (ii).
The penalty for negligence or disregard of rules or
regul ations or for the substantial understatenent of incone tax
i's inapplicable, however, to any portion of the underpaynent for
whi ch the taxpayer can show that he acted in good faith and had
reasonabl e cause. See sec. 6664(c)(1l). The determ nation of
whet her a taxpayer acted with reasonable cause and in good faith
iIs made on a case-by-case basis, taking into account all the
rel evant facts and circunstances. See sec. 1.6664-4(b)(1),
I ncone Tax Regs. A taxpayer nay denonstrate reasonabl e cause if
he can show that he relied in good faith on a qualified adviser
after full disclosure of all necessary and rel evant information.

See Jackson v. Comm ssioner, 86 T.C 492, 539-540 (1986), affd.

864 F.2d 1521 (10th Cr. 1989); Paula Constr. Co. V.

Commi ssioner, 58 T.C. 1055, 1061 (1972), affd. without published

opinion 474 F.2d 1345 (5th CGr. 1973); sec. 1.6664-4(b)(1),
| ncome Tax Regs.

Petitioners assert they have shown reasonabl e cause because
their return was prepared by a certified public accountant.
O her than petitioner’s self-serving testinony that the
accountant was “aware of the settlenent”, there is no evidence in

the record concerning the information that was provided to the
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accountant. The accountant was not called to testify. W
believe it likely that the accountant was aware only of the terns
of the settlenment agreenent, and not the surrounding
circunstances. Petitioners have in any event failed to show that
there was full disclosure. W accordingly reject their claimof
reasonabl e cause.

The penalty for the substantial understatenent of incone tax
is inapplicable if there is or was substantial authority for the
position taken on the return. See sec. 6662(d)(2)(B)(i). A
taxpayer's return position has substantial authority if the
wei ght of the authority supporting that position is substantial
as conpared to the weight of the authority supporting contrary
treatnent. See sec. 1.6662-4(d)(3)(i), Incone Tax Regs. The
standard is an objective one that is |less stringent than the
“nore likely than not” standard (nmore than a 50 percent
I'i kel i hood of being upheld), but nore stringent than the
“reasonabl e basis” standard (which if net avoids the negligence
penal ty under section 6662(b)(1)). See sec. 1.6662-4(d)(2),
I ncone Tax Regs. An authority is accorded little weight if it
shares only sone of the facts of the tax treatnent at issue and
is otherwi se materially distinguishable. See sec. 1.6662-
4(d) (3)(ii1), Incone Tax Regs.

We find that petitioners had substantial authority for

excluding the Lindsey and Halliburton settlenent anobunts. When
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petitioners took this return position, the extent to which
witten allocation provisions in a settlenment agreenent
controlled the tax treatnent of the settlenent paynents was not
clear. Wile it had been established prior to the year in issue
that specific allocations in a settlenent agreenent did not

necessarily control, see Threlkeld v. Conm ssioner, 87 T.C. at

1306-1307; Mtchell v. Conmm ssioner, T.C. Mnop. 1990-617, affd.

w t hout published opinion 992 F.2d 1219 (9th Cr. 1993), nmany
opinions prior to 1994 could be interpreted to inply that, where
there was express |anguage in a settlenent agreenment nmaking an
al l ocation, such | anguage coul d be dispositive. See Stocks v.

Comm ssioner, 98 T.C. 1, 10 (1992) ("“If the settlenent agreenent

| acks express | anguage stating what the settlenent anmount was
paid to settle, then the nost inportant factor in determ ning any
excl usi on under section 104(a)(2) is the "intent of the payor' as

to the purpose in making the paynent.”); Metzger v. Conmm SSioner,

88 T.C. 834, 847 (1987), affd. w thout published opinion 845 F.2d

1013 (3d Cir. 1988); Bent v. Comm ssioner, 87 T.C 236, 244

(1986), affd. 835 F.2d 67 (3d Cir. 1987). Robinson v.

Conmi ssioner, 102 T.C. at 127, decided in 1994, clarified that a

witten allocation in a settlenment agreenent is respected only if
the parties were adversarial with respect thereto. Robinson
clearly resolves the issue raised by the allocation provisions in

this case, but it had not been deci ded when petitioners took
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their return position. Prior to Robinson, we believe petitioners
at | east had substantial authority for their position that the
express | anguage in the settlenent agreenents controll ed.
Accordi ngly, for purposes of the substantial understatenent
penal ty, the anmount of any understatenent is reduced by that
portion of the understatenent attributable to the excl usion of
the Lindsey and Halliburton settl enment paynments. As the
substantial authority standard of proof is nore stringent than
that of reasonable basis, see sec. 1.6662-4(d)(2), Incone Tax
Regs., we also find petitioners were not negligent with respect
to the underpaynment attributable to the exclusion of the

settl enment paynents.

Deci sion will be entered

under Rul e 155.




