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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned a deficiency of $34, 956
in petitioners’ Federal incone tax for 1998 and a penalty of
$6, 991. 20 under section 6662(a). The issues for decision are:
(1) Whet her $90, 684 petitioners received fromsettlement of a
lawsuit is excludable fromincone under section 104(a)(2);

(2) whether the settlenent anount is subject to self-enploynment
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tax; and (3) whether petitioners are liable for an accuracy-
related penalty under section 6662(a).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.

FI NDI NGS OF FACT

Sone of the facts have been stipul ated, and the stipul at ed
facts are incorporated in our findings by this reference.

Petitioners resided in Davis, California, at the tine they
filed their petition in this case.

Ral ph W Enerson (petitioner) received an undergraduate
degree fromthe University of California at Los Angel es, studying
neur obi ol ogy, mathematics, and chem stry. He then attended

graduate school at Harvard University, studying informational

systens and chem stry. Prior to 1998, petitioner was a research
bi ol ogi st engaged in the business of devel opi ng pesti ci des,
fungi ci des, and ot her agricultural products. Petitioner has
attai ned about 14 patents fromthe U S. Patent O fice dealing
with chem stries and biol ogi es of biochem cal pesticides and

about tw ce that anount in international patents.

Petitioner's Relationship with ProGuard

On June 26, 1994, petitioner entered into a contract for
services (the contract) wth ProGuard, Inc. (ProGuard), to
performscientific research as an i ndependent contractor.

Petitioner and ProGuard shared an interest in devel oping “safer
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chem stries” to be used on food supplies. Petitioner’s duties
i ncl uded devel opi ng pesticides for sal e and devel opi ng
intellectual property patents to protect the pesticides
devel oped. Under the contract, ProGuard paid to petitioner
$10, 000 per nonth as conpensation for these services. The
contract provided that petitioner was entitled to 15 percent of
the net profits of products sold by ProGuard as a result of his
devel opnents for the conpany. The contract provided for the
treatnent of proprietary rights of the parties as foll ows:

New Devel opnent s

7.01 Emerson agrees that all designs, plans,
reports, specifications, draw ngs, inventions,
processes, and other information or itens produced by
Emerson while perform ng services under this agreenent
will be assigned to ProGuard as the sole and excl usive
property of ProGuard and ProCuard’'s assigns, nom nees,
and successors, as will any copyrights, patents, or
trademar ks obt ai ned by Enmerson while perform ng
services under this agreenent. On request and at
ProGuard’ s expense, Enerson agrees to help ProGuard
obtain patents and copyrights for any new devel opnents.
Thi s includes providing data, plans, specifications,
descriptions, docunmentation, and other information, as
wel | as assisting ProGuard in conpleting any required
application or registration. ProGuard shall becone the
regi strant of all products, shall acquire title to al
patents and right to such products and shall produce,
package and sell all products.

Successful “Start-Up” Phase

7.01(a) | f and when the “start-up” phase is
deened by ProGuard to be successful and of sufficient
size to warrant its own identity, a newidentity nay be
formed which would handl e the sal es and nmarketing of
the “start-up” products. The parties’ respective
interests in the new entity shall be based on capital
invested with Enmerson owning 15% [capital interest] and
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ProGuard owmning 85% If additional capital is

required, equity interest shall be based on partners’

capital balance. ProGuard will have a right of first

refusal should Enerson decide to sell his respective

i nterest.

Wil e at ProGuard, petitioner reported to Bradford G
Crandall, Sr. (Crandall, Sr.). GCrandall, Sr. lent to petitioner
over tinme $128,424.60, and prom ssory notes were created to
docunent the | oans (the |oans).

Petitioner was diagnosed with diabetes in about 1990.

During petitioner’s relationship with ProGuard, he took daily
medi cation for his diabetic condition. Petitioner ceased working

for ProGuard on or about August 18, 1997.

Lawsuit Agai nst ProCuard

On Septenber 11, 1997, petitioner filed a conplaint agai nst
ProGuard, Crandall, Sr., Bradford G Crandall, Jr
(Crandall, Jr.), and a group referred to as “Does 1 though 50"
(collectively, “defendants”) in the Superior Court for the State
of California for the County of Solano (the lawsuit). The
conplaint alleged that petitioner and Crandall, Jr. together
obt ai ned patents for products devel oped by petitioner while
working with ProGuard. The patents were held in ProGuard’ s nane,
whi ch woul d then package and sell the products. |n consideration
for petitioner’s work, he was to receive 15 percent of the net
profits fromthe sale of the products and a 15-percent capital

interest in any entity formed by ProGuard and petitioner to sel
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and market the products. The conplaint also discussed the |oans
made by ProCGuard to petitioner. Petitioner alleged that he
“reasonably believed” that the | oans represented advances of
future conpensation to be paid to himrather than a decrease in
hi s expected capital interest.

The conplaint referred to a docunent titled “Amendnent to
Contract for Services dated June 26, 1994 and Secured Prom ssory
Not e” signed in June 1997 (June 1997 agreenent). Petitioner
additionally alleged that, in the June 1997 agreenent, ProGuard
| oaned to hima final anpbunt of $10,174.72 and, in consideration
of this loan, petitioner waived any interest in a future startup
entity fornmed by petitioner and the defendants.

After raising the general allegations regarding the contract
and the June 1997 agreenent, the conplaint raised several causes
of action including: (1) Rescission based on undue influence;
(2) rescission based on fraud and fal se prom ses; (3) breach of
contract; (4) breach of covenant of good faith and fair dealing;
(5) declaratory relief; (6) slander; (7) constructive trust;

(8) quantummneruit; (9) conspiracy; (10) intentional infliction
of enotional distress; and (11) injunctive relief.

On Cctober 2, 1997, petitioner filed a first anmended
conplaint in the lawsuit. The anended conpl ai nt added

reformati on based on unconscionability, fraud, and unil ateral
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m st ake as additional causes of action. |In total, the anended
conplaint raised 16 separate causes of action.

The defendants filed their answer and a cross-conpl aint on
Decenber 23, 1997. The cross-conplaint alleged breach of
contract, conversion, and breach of covenant of good faith and
fair dealing as causes of action against petitioner. Petitioner
filed a status conference report on January 2, 1998, stating that
the nature of the case was in contract and tort. Petitioner
filed a second status conference report on March 5, 1998, and
included a statenent of the nature of the case as rescission or
reformation of witten contracts, breach of covenant of good
faith and fair dealing, declaratory relief, quantum neruit,
sl ander per se, constructive trust, conspiracy, intentional
infliction of enotional stress, and injunctive relief.

Petitioner filed an answer to the defendants’ cross-conplaint on
March 6, 1998.

Settlenent of the Lawsuit

In March 1998, retired California State Superior Court Judge
Richard G|l bert conducted a nmediation with the parties. 1In
attendance at the nediation were petitioner, petitioner’s counsel
Thomas Casazza, petitioner’s accountant Robert K. Stevenson
(Stevenson), the defendants, and their counsel G egory Dyer
(Dyer). Judge G| bert suggested during the nediation that

petitioner add a personal injury claimto the suit as a vehicle
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to reach settlenent. After the nediation, there were several
t el ephone conversations, facsiml e exchanges, and correspondence
anong Judge G |l bert and counsel for both parties regarding the
specifics of the settlenent.

On July 21, 1998, petitioner’s counsel sent to the
def endants’ counsel a package including the settlenent agreenent,
a stipulation to anend the conplaint, a second anended conpl ai nt,
and a signed dism ssal for both the conplaint and the cross-
conplaint. Petitioner’s counsel included a cover letter to this
package stating:

Per our discussion a couple of nonths ago, we are

sinply anending the conplaint prior to dismssal to

conply with accounting advice we have received. It has

no operative effect whatever on the settl enent.

You can forward the dismssals to the Cerk with

the instructions to enter the dismssals after the

stipulation is signed and the anended conplaint is

filed * * *

The settl enent agreenent was signed by petitioner on
July 20, 1998, and by the defendants on August 6, 1998. The
other three docunents in the settlenent package were dated in
July 1998, but were not received by the court until Cctober 13,
1998.

The settlenent agreenent referred to the conplaint and the
two anmended conplaints by stating that petitioner sought danmages

for breach of contract and several causes of action including

infliction of enotional distress and personal injury. The
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settlement agreenent stated that ProGuard woul d pay to petitioner
$65, 000 with additional ambunts to be paid beginning 1 year from
the settlenment. |In addition, the settlenent agreenent provided
that ProGuard was to forgive, in equal anmounts over 5 years, the
$128, 424. 60 that was owed by petitioner. The $65, 000 cash
paynment and $25, 684.92 of debt forgiveness that was received by
petitioner in 1998 are referred to as the settlenent anmount. At
the time of settlenent, the defendants did not report a personal
injury claimto their insurance conpany to cover the cost.

On Cctober 13, 1998, petitioner and the defendants filed a
stipulation, permtting petitioner to file a second anended
conplaint. Sinultaneously, petitioner filed the second anended
conpl aint addi ng a cause of action for negligence. The
negl i gence cause of action clained that the defendants owed to
petitioner a duty of care as “not to exacerbate” petitioner’s
di abetic condition. Petitioner clained that the defendants
created “intolerably stressful working conditions” by harassing
petitioner while he was working, inducing himto work | ong days,
threatening to termnate his enploynent, and threatening to
reduce petitioner’s capital interest. Petitioner alleged that
this stress exacerbated his diabetic condition resulting in a
“deterioration in his overall health and a reduction in his life

expect ancy”.
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Four mnutes after petitioner filed the second anended
conplaint, the parties filed a request for dism ssal, which the

court entered the sanme day.

Federal Tax Return

Petitioners filed their Federal inconme tax return for 1998,
reporting taxable incone of $108,004.08 and tax of $24,907.
Petitioners reported wages paid to petitioner of $141,000 from
Summus Group, Ltd., shown on a W2, WAage and Tax Statenent.
Petitioners received a Form 1099-M SC, M scel | aneous | ncome, from
ProGuard for $90, 684.92 of nonenpl oyee conpensation. Wen
preparing petitioners’ return, Stevenson was told that the
| awsuit settled after the parties agreed that a claimfor
personal injury could be added by petitioner and that the paynent
was made based on physical injury. Stevenson did not reviewthe
entire second anended conplaint or the other two conplaints prior
to preparing petitioners’ return.

Petitioners included an attachnment to their return, with a
copy of the Form 1099, stating that the $90, 684.92 was
“excludabl e fromtaxpayer’s taxable incone pursuant to section
104(a)(2)” and was therefore not reported on their return as

i ncome.



OPI NI ON

Settl enent Proceeds

Respondent determ ned that petitioners are not entitled to
excl ude the settlement anmount fromincone because it was not
recei ved on account of any personal physical injury or physical
sickness. Petitioners contend that the settlenent paynents are
excl udabl e under section 104(a)(2) because they were received on
account of petitioner’s physical injury. Specifically,
petitioners argue that the “lawsuit was settled only after there
was a specific agreenent to allow an anendnent to petitioner’s
conplaint to include a claimfor physical injury, and that the
reason the case was able to settle was because a paynent was
going to be made and received on that basis.”

In this case, petitioners have neither argued that section
7491 is applicable to shift the burden of proof to respondent nor
established that they conplied with the requirenents of section
7491(a)(2)(A) and (B). The resolution of this issue does not
depend on which party has the burden of proof. W resolve this
i ssue on the preponderance of the evidence in the record.

Section 61(a) includes in gross incone "all inconme from
what ever source derived" unless otherw se provided. Section
104(a)(2), however, excludes fromgross incone "the anmount of any
damages (ot her than punitive danages) received (whether by suit

or agreenent and whether as |lunp suns or as periodic paynents) on
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account of personal physical injuries or physical sickness”.
Amounts are excludable fromgross income only when (1) the
under |l yi ng cause of action giving rise to the recovery is based
on tort or tort-type rights and (2) the damages were received on

account of personal injuries or sickness. Conm Ssioner V.

Schleier, 515 U S. 323, 336-337 (1995); sec. 1.104-1(c), Incone
Tax Regs. Damages are not excludable from gross inconme under
section 104(a)(2) if the damages are received pursuant to the
settlenment of economc rights arising out of a contract. See

Robi nson v. Conmm ssioner, 102 T.C. 116, 126 (1994), affd. in

part, revd. in part on another ground 70 F.3d 34 (5th Gr. 1995);

see also Fono v. Comm ssioner, 79 T.C. 680, 692 (1982), affd.

wi t hout published opinion 749 F.2d 37 (9th Cr. 1984).

| f danmages are received pursuant to a settlenent agreenent,
the nature of the claimthat was the actual basis for settlenent,
rather than the validity of the claim determ nes whether the
damages were received on account of tortlike personal injuries.

See Robi nson v. Commi ssioner, supra at 126. The determ nati on of

the nature of the claimis nmade by reference to the settl enent
agreenent in light of the surrounding circunstances. 1d. A key
guestion to ask is: “In lieu of what were the danmages awarded?”

Id. (quoting Raytheon Prod. Corp. v. Conm ssioner, 144 F.2d 110,

113 (1st Cir. 1944), affg. 1 T.C 952 (1943)). If the settlenent

agreenent does not expressly allocate the settlenent between
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tort-type personal injury damages and ot her damages, an inportant
factor in determning the validity of the agreenent is the intent
of the payor. 1d. at 127.

In this case, the settlenent agreenent does not allocate the
paynment anong the separate causes of action, so the nature of the
claimnust be determ ned by | ooking at the facts and
ci rcunst ances surroundi ng the case and the intent of the payor.

Settl enent Agreenent and Underlyi ng Conpl ai nts

Petitioner first alleged a claimfor personal injury in the
second anended conplaint, which was filed with the court the sane
day as the dismssal. The second anended conpl aint alleged
harassnent and threats by the defendants and | ong wor ki ng hours.
Petitioner’s testinony at trial of this case was different.
Petitioner testified that he suffered physical injuries because
of poor | aboratory conditions and exposure to toxins while
wor ki ng for ProGuard and that these conditions harnmed his
deteriorating health. Petitioner testified in response to

questions from his counsel:

Q Did you suffer physical injury because of
the conditions in the | aboratory of ProGuard?

A | assune that | did, breathing in the
solvents, and the active ingredients that, you know,
that kill aphid, and spider mte, and various fungi.

Q Dean Emerson, do you know personal |y why

you suffered physical injury while you were working at
ProGuar d?



A Yes.
Q And what was that?
A | think it was working under the conditions

that were present in the work environnent which were a
physi cal situation with | aboratories, preparations of
materials wthout the best of good | aboratory

practices, and the nental attitude, the gestalt that

went with that.

Petitioner did not, however, raise the issue of the poor
| aboratory conditions and exposure to toxins until the time of
trial of this case in May 2002, when petitioner’s counsel
attenpted to introduce expert evidence to denonstrate the risk
associated wwth working wwth the chem cals to which petitioner
was exposed. Petitioner’s sole tort clains prior to the second
anended conpl aint consisted of slander and intentional infliction
of enotional distress, neither of which qualifies for exclusion
under section 104(a)(2).

At trial, when petitioner’s counsel questioned petitioner as
to why the defendants paid himthe settlenent noney when the
products he devel oped had not yet nade it to market, petitioner
responded that the noney was paid for “positive results” and the
ganbl e taken in gaining the patents. Petitioner then responded
to | eadi ng questions fromhis counsel that he received the noney
for a nedical settlenment for the deterioration of his health.

The totality of petitioner’s testinony suggests that he settled

the case wth the defendants based on the uncertainty of
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litigation and questionabl e prospects for recovery on his
contract clains.

In a simlar situation, the taxpayers in Fono v.

Commi ssi oner, supra at 698-699, initiated litigation because of

their disappointment with a contract under which they expected to
receive over $1 mllion. The taxpayers requested the allocation
in the settlenent agreenent to include personal injury to avoid
taxation on the anount. The defendants in Fono adamantly refused
to make such an allocation and did not recognize any liability in
tort. In recognizing the economc realities of the litigation,
this Court held that the entire anmount was taxabl e.

Personal injury was 1 of 10 causes of action referred to in
the settlenment agreenent and 1 of 17 causes of action in the
second anended conplaint. The mere nention of a physical injury
in a conplaint does not, by itself, serve to exclude the recovery
of gross incone under section 104(a)(2). Petitioners argue that
the settlenment was finalized based on the stipul ati on between the
parties to allow the second anended conplaint to be filed, adding
a claimfor personal injury. This agreenent is insufficient to
meet the requirenents under section 104(a)(2). The settlenent
agreenent and the second anended conpl ai nt together do not show
that the actual basis of settlenent was on account of personal
injury. In fact, petitioner’s counsel admtted in his cover

letter to the defendants’ counsel that the second anended
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conpl aint had “no operative effect whatever on the settlenent.”
Even if we were to conclude that petitioner’s claimfor personal
injury was valid, the settlenent agreenent did not specifically
all ocate any of the paynent towards settlenent of that particul ar
claim

| ntent of the Payor

Crandal |, Jr. testified that the defendants had two reasons
for settling the case. First, they wanted to have clear title on
the patents. Second, they were afraid that, if they were tied up
inlitigation for a period of tinme, they would lose their
“marketing opportunity”. Crandall, Jr. further testified that
their “main objective in settling this case, our nmain reason to
settle this was not over a personal injury. It was to nmake clear
the intellectual property that we wanted so that we could go to
mar ket and make noney.” The defendants’ counsel, Dyer, also
testified simlarly that the nediation and settlenment were to
transfer clearly all rights in the patents to ProCGuard.

Crandal |, Jr. testified that the entire nediation discussion
revol ved around the contractual dispute and there was no nention

of a claimfor personal injury. See D ckerson v. Conm Ssioner,

T.C. Meno. 2001-53 (no evidence of personal injury discussed in

negoti ations); Coblenz v. Conm ssioner, T.C Meno. 2000-131 (no

di scussion regarding tort claimduring final settlenent).



- 16 -

| n Robinson v. Comm ssioner, 102 T.C. at 123-124, the

parties entered into a settlenent agreenent that did not contain
an allocation, but they included an allocation in the final
judgment. The judge approved the judgnent which allocated 95
percent of the settlenment anount to a personal injury claim
solely to mnimze the tax liability. This Court refused to
accept the allocation in the final judgnment stating:

Petitioners therefore desired, and were given, the

unfettered discretion to allocate the settl enent

proceeds in any manner they desired in order to

mnimze their Federal inconme tax liability. W find

that petitioners deliberately and unilaterally arrived

at the allocations contained in the final judgnent

solely with a view to Federal incone taxes, and not to

reflect the realities of their settlement. [ld. at

129.]
I n Robi nson, the Court concluded that the defendant did not
intend to settle one claimto the exclusion of another.
Simlarly, in this case, the defendants solely intended to
di spose of the case and secure their proprietary interests, and
they did not object to petitioner’s attenpt to structure the
settlenment to satisfy his tax goals. The defendants’ counsel
testified that how petitioner structured the pleadings was his
“problenf once the settlenent amobunt was agreed to and the
proprietary interests were secure.

As to petitioner’s belated claimfor personal physical

injury, the “courts have not | ooked with favor upon retroactive

revisions of witten instrunents * * * as a ground for
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determining tax liabilities.” Fono v. Comm ssioner, supra at

695. The allocation in this case is indistinguishable from
numer ous cases denying such retroactive tax planning. See

Robi nson v. Conm ssi oner, supra at 133-134; Banks V.

Conmi ssioner, T.C. Menp. 2001-48; Burditt v. Conm ssioner, T.C

Meno. 1999-117. Wen the allocation | anguage sought by a
taxpayer is entirely tax notivated and does not reflect the
economc realities of the settlenent, the Court refuses to accept
the characterization made by only one of the parties to the suit.

Based on the record, we cannot hold that the settlenent
anount or any part of it was paid on account of personal injury.
The record conpels the conclusion that the reference to personal
injuries in the settlenent docunents was an afterthought, solely
in anticipation of tax benefits, and did not reflect the nature
of the claimby petitioner against ProGuard. W therefore hold
that the entire settlenent anount is includable in petitioners’
gross i ncone.

Sel f - Enpl oynent Tax

Respondent contends that the entire settlenent anount,
i ncl udi ng the cancel l ati on of indebtedness, is subject to self-
enpl oynment tax under section 1401 because the anobunt received was
conpensation for services under petitioner’s enploynment contract.
Respondent clains that the defendants could have paid to

petitioner an increased cash anmount, with which petitioner could
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have repaid his debt, and that increased anount woul d be subj ect
to self-enployment tax. Petitioners argue that petitioner’s
activities inthe litigation do not neet the criteria of section
1401 requiring an active trade or business.

Section 1401(a) inposes a tax on self-enploynment inconme
consisting of the earnings of a trade or business carried on by
the individual. See sec. 1402(a) and (b). An individual is
engaged in a trade or business if such individual’s activities
are conducted with continuity and regularity and primrily for
income or profit. Sec. 1402(c).

Petitioner was an i ndependent contractor engaged in the
trade or business of research. The settlenent anount he received
was to settle a contract dispute and represented conpensation for
the research services he rendered to ProGuard as an i ndependent
contractor.

There is no reasonabl e dispute that the $65, 000 cash paynent
was for petitioner’s services and is subject to self-enploynent
tax. Petitioner’s conplaint against ProGuard all eged that he
“reasonably believed” that each of the |loans fromthe defendants
represented advances agai nst future conpensation. Thus the
forgi veness of this debt al so represented conpensation to
petitioner. Petitioners did not distinguish between the cash
paynment and the debt forgiveness on their return, during trial,

or intheir briefs. The total consideration received by
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petitioner was conpensation under the services contract and is
subj ect to self-enploynent tax.

Accur acy- Rel ated Penalty

Respondent contends that petitioners are liable for an
accuracy-rel ated penalty under section 6662(a). Respondent has
t he burden of production under section 7491(c) and nust cone
forward with sufficient evidence that it is appropriate to inpose

the penalty. See Hi gbee v. Comm ssioner, 116 T.C. 438, 446-447

(2001).

Under the narrow circunstances of this case, we hold that
petitioners are not liable for the accuracy-rel ated penalty.
Petitioners relied on the suggestion of Judge Gl bert and on
their attorney’s advice to include a claimfor personal injury.
Petitioner accepted less in settlenment of his clains than he
hoped for, after a way to avoid tax on the proceeds was suggested
by Judge Gl bert. Respondent does not contest the assertion that
Judge G | bert suggested the formof the settlenent agreenent.
Petitioner was told that structuring the settlenent to include a
claimfor personal injury would relieve himof his tax liability.
Based on our review of the record, we conclude that petitioners
are not liable for the accuracy-rel ated penalty inposed under

section 6662.



To reflect the foregoing,

20 -

Deci sion will be entered

for respondent with respect

to the deficiency and for

petitioner with respect to the

penal ty.



