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R determ ned a deficiency and an accuracy-rel ated
penal ty pursuant to sec. 6662(a), |I.R C, for the 2005 tax
year. The issues for decision are: (1) Wiether a | unp-sum
settl ement paynent Ps received in 2005 is excludable from

their gross inconme pursuant to sec. 105, I.R C; and (2)
whether Ps are liable for the accuracy-related penalty
pursuant to sec. 6662(a), |.R C

Held: Ps’ lunp-sum settlenent paynent constitutes
t axabl e i nconme under sec. 105(a), |I.R C., for the 2005
tax year

Held: Ps are not |liable for a penalty under sec.
6662(a), |I.R C
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

VWHERRY, Judge: This case is before the Court on a petition
for redeterm nation of an alleged income tax deficiency that
respondent determned for petitioners’ 2005 tax year. The issues
for decision are: (1) Wiether a disability |unp-sumsettl|enent
paynment is excludable frompetitioners’ gross income pursuant to
section 105(c) for the 2005 tax year; and (2) whether petitioners
are liable for a section 6662 accuracy-related penalty.?

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipulations,

W t h acconpanyi ng exhibits, are incorporated herein by this
reference. At the tinme the petition was filed, petitioners
resided in California.

Petitioner Donna J. Gentile (Ms. Centile) was enpl oyed by
the Orange County Register, a subsidiary of Freedom Newspapers
Inc. (OC Register), fromapproximately 1982 to 1993.

Starting January 1, 1992, the OC Regi ster contracted for a
group long-termdisability insurance policy through a conpany
known as UNUM Life I nsurance Co. of America (UNUM. Under the

UNUM di sability policy, UNUM agreed to pay a nonthly benefit

Unl ess otherwi se indicated, all section references are to
t he I nternal Revenue Code of 1986, as anended and in effect for
the year in issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.
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based on the insured enployee’'s salary, provided it received
proof that the insured enpl oyee was di sabl ed.

As relevant in this case, under the UNUM disability policy
the terns “disability” and “di sabl ed” neant that, because of
injury or sickness: “1. the insured cannot perform each of the
mat erial duties of his regular occupation; and 2. after benefits
have been paid for 24 nonths, the insured cannot perform each of
the material duties of any gainful occupation for which he is
reasonably fitted by training, education or experience.”

I f an insured enpl oyee provi ded proof of continued
disability and regul ar attendance of a physician, UNUM agreed to
pay a nonthly benefit until a determ nable date and during the
period of disability. The nonthly benefit was 60 percent of the
i nsured enpl oyee’s basic nonthly earnings, |ess any other inconme
benefits received by the insured enpl oyee. Oher incone benefits
received included benefits such as worker’s conpensation. The
maxi mum nont hly benefit was $10, 000, and the m ni mrum nont hly
benefit was the greater of $100 per nonth or 10 percent of the

nmont hly benefit before deductions for other inconme benefits.



- 4 -
The maxi num benefit period was determ ned by the insured

enpl oyee’ s age at disability, as follows:

Age at Disability Maxi num Benefit Period
Less than age 60 To age 65 but not | ess than 60
nont hs
60 60 nont hs
61 48 nont hs
62 42 nont hs
63 36 nont hs
64 30 nont hs
65 24 nont hs
66 21 nont hs
67 18 nont hs
68 15 nont hs
69 and Over 12 nont hs

The OC Regi ster paid the entire prem um under the UNUM
disability policy. Ms. Gentile was not required to pay any
portion of the premumor to include (and did not include) any
portion of the prem um paynent in her gross incone.

On or about Decenber 2, 1992, Ms. Gentile hurt her back
while lifting bundles of newspaper at work and never agai n worked
for the OC Register.

In Cctober 1994 Ms. Centile submtted a claimto UNUM
seeking long-termdisability paynents under the disability plan
of approximately $1,300 per nonth. UNUM deni ed the claimon the

basis that it had not been furnished tinely notice and proof of
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the claim Ms. Gentile appealed the denial of her claim but
UNUM deni ed her appeal .

On February 14, 1996, Ms. Centile filed an action agai nst
UNUM i n Federal District Court under the provisions of the
Enpl oyee Retirenent I ncone Security Act of 1974. 1In addition to
seeking declaratory relief, Ms. CGentile sought damages agai nst
UNUM for: (1) Breach of contract, and (2) reasonable attorney’s
fees and other costs. The District Court dism ssed Ms.
Gentile’'s case on the grounds that her failure to give tinely
noti ce and proof of her claimbarred her fromrecovery. However,
in 1998 the District Court’s ruling was reversed on appeal and
the matter was remanded for further proceedings.

After protracted negotiations, in Decenber 2005, in exchange
for a | unp-sum paynent of $333,647.46, Ms. CGentile executed a
recei pt and general release discharging UNUM (and the ot her
defendants in the action) fromall her disability clains.

UNUM sent petitioners a Form 1099-M SC, M scel | aneous
| ncone, for the 2005 tax year to an address where petitioners no
| onger lived. Petitioners did not receive the Form 1099-M SC.

Petitioners engaged a tax return preparer, Lee A. Rincon, to
help themfile their Form 1040, U. S. Individual |Inconme Tax
Return, for the 2005 tax year. During the preparation of their
Form 1040 a question was raised regarding the taxability of the

| ump-sum settl enment paynent. To determ ne the appropriate tax
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treatment of the settlenment proceeds, petitioner Thomas Gentile
(M. Gentile) contacted the Internal Revenue Service (IRS) and
the OC Register. M. CGentile did not disclose to this Court the
enpl oyee identification nunmber of the person he spoke with at the
| RS but indicated that he had notes of the conversation and
bel i eves her name was Ms. Dawkins. M. Gentile spoke with Ronda
Haynes at the OC Register. On the basis of information he
received fromthe IRS and the OC Register, M. Centile determ ned
that the proceeds of the |unp-sum settl enent paynment were not
taxabl e. Hence, petitioners did not include any of the | unp-sum
settl enment paynent on their Form 1040 for the 2005 tax year.

On May 29, 2007, respondent sent a Notice CP2501 to
petitioners inquiring why they had failed to report the UNUM
| unp-sum settl enent paynent on their Form 1040 for the 2005 tax
year. On or about June 15, 2007, petitioners responded in
witing to the Notice CP2501. Petitioners indicated that “The
nmoney stated on the 1099 formwas froma lawsuit. W did not
receive the full anmpbunt & called the IRS office to see if it was
taxable & the rep said no. That's why | did not include it with
my 2005 return.”

On August 27, 2007, respondent sent petitioners a Notice
CP2000 requesting further information concerning the |lawsuit and
the nature of the paynent received. Petitioners did not reply to

the Notice CP2000 by the Septenber 26, 2007, deadline.
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Respondent issued a notice of deficiency on March 10, 2008,
determ ning that petitioners were |liable for a deficiency of
$111,624 in inconme tax for the 2005 tax year (plus interest) and
a $22,325 accuracy-rel ated penalty under section 6662(a) for
failing to report the |unp-sumsettlenent paynent on their 2005
tax return.

In response to the notice of deficiency, petitioners filed a
tinmely petition with this Court.

OPI NI ON

| . Lunp-Sum Settl enent Paynent

In general, the Conm ssioner’s determnations in the
deficiency notice are presuned correct, and the taxpayer bears
the burden of proving that the Comm ssioner’s determ nations are

inerror. See Rule 142(a); Wl ch v. Helvering, 290 U. S. 111, 115

(1933). Under certain circunstances, section 7491(a) shifts the
burden of proof to the Conm ssioner with respect to a factual
issue relevant to a taxpayer’s liability. The burden shifts to
the Comm ssioner if the taxpayer introduces credible evidence
with respect to the issue, conplies wth substantiation

requi renents, maintains all required records, and cooperates with
t he Comm ssioner’s reasonabl e requests for w tnesses,

i nformati on, docunents, neetings, and interviews. Sec.

7491(a)(1) and (2). The burden is on the taxpayer to show that

he satisfied the prerequisites of section 7491(a)(2). Polone v.
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Comm ssioner, T.C Meno. 2003-339, affd. 505 F.3d 966 (9th G r

2007); H Conf. Rept. 105-599, at 240-241 (1998), 1998-3 C. B
747, 994-995.

In their pretrial nmenmorandum petitioners allege that section
7491(a) is applicable to this case because they “have nuintai ned
all required records * * * [and] fully cooperated with al
reasonabl e requests nmade by the secretary for wtnesses,

i nformati on, docunents, neetings and interviews”. Respondent
contends that petitioners have not satisfied the prerequisites of
section 7491(a)(2) because they did not nmaintain required tax
records and did not fully cooperate with respondent’s reasonabl e
requests for information and docunents concerning the UNUM
paynent. On the instant record, we agree with respondent.

Before issuing the notice of deficiency respondent sent two
requests to petitioners for information regarding the | unp-sum
settl ement paynent. However, the only information petitioners
provi ded regardi ng the |unp-sum paynent was the note they
submtted in response to respondent’s request for information
dated May 29, 2007, in which they stated the | unp-sum paynent was
“froma lawsuit.” Additionally, after the notice of deficiency
was i ssued, respondent sent at |least three letters (and pl aced
t el ephone calls) requesting that petitioners submt “al
docunentation regarding the lawsuit and the settlenent”. 1In

response to respondent’s first request, the only information
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petitioners submtted was Ms. Gentile s request for a jury
trial. However, on February 17, 2009, petitioners submtted the
conplaint Ms. Centile filed in D strict Court, although they did
not include the settlenent agreenment. Accordingly, we conclude
that petitioners did not sufficiently conply with all of
respondent’s reasonabl e requests for information and/or did not
mai ntai n the requested records. Therefore, petitioners bear the
burden of proving that respondent’s determnation is wong. See
sec. 7491(a); Rule 142(a). However, in this case our resolution
of whether petitioners are liable for the deficiency and the
accuracy-rel ated penalty does not depend on who has the burden of
pr oof .

Section 61(a) defines gross incone as “all income from
what ever source derived,” unless otherw se provided. Section
105(a) provides that amounts received by an enpl oyee through
accident or health insurance for personal injuries or sickness
shall be included in gross inconme to the extent that such anmounts
(1) are attributable to enployer contributions that were not
i ncludable in the enployee’s gross incone, or (2) were paid by
the enpl oyer. Section 105(c) provides an exception to the
general rule in section 105(a):

SEC. 105(c). Paynents Unrelated to Absence From Work. - -
Gross incone does not include amounts referred to in subsection
(a) to the extent such anmpbunts--

(1) constitute paynent for the permanent |oss or |oss
of use of a nenber or function of the body, or the pernmanent
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di sfigurenent, of the taxpayer, his spouse, or a dependent

(as defined in section 152, determ ned without regard to

subsections (b)(1), (b)(2), and (d)(1)(B) thereof), and

(2) are conmputed with reference to the nature of the
injury without regard to the period the enployee is absent
from worKk.

In order to qualify for the section 105(c) exception, the
paynments to Ms. Gentile nust satisfy both of these requirenents
The paynents to her fail to satisfy section 105(c)(2); therefore,
the Court need not, and does not, decide whether the paynents to
Ms. Centile satisfy section 105(c)(1).

Section 105(c)(2) itself has two requirenents: (1) The
paynments to the taxpayer nust be conputed with reference to the
nature of the injury; and (2) the paynents nust be conputed

wi thout regard to the period the taxpayer is absent from work.

See Hines v. Comm ssioner, 72 T.C 715, 720 (1979); Kees v.

Comm ssioner, T.C Meno. 1999-41. “Paynents froma disability

plan do not qualify for the section 105(c)(2) exclusion if the
paynments are the sane regardl ess of the nature and severity of
the particular injuries causing the disabilities.” Hayden v.

Comm ssioner, T.C Menp. 2003-184 (citing H nes v. Conm SSioner,

supra), affd. 127 Fed. Appx. 975 (9th Gr. 2005); see al so

Beisler v. Comm ssioner, 814 F.2d 1304, 1307 (9th G r. 1987)

(“benefit paynments, to be excludable from gross inconme under

section 105(c), nust be nmade under a plan that varies benefits
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according to the type and severity of the injury incurred”),
affg. T.C. Menp. 1985-25.

There is nothing in the UNUMdisability policy that conputes
paynments with reference to the nature of the injury. |ndeed,
regardl ess of the type or severity of the insured’ s injury, a
person receiving benefits for total disability under the plan
gets a nonthly paynent equal to 60 percent of nonthly earnings
subject to a specified m ninmumand nmaxi nrum anount. However,
petitioners claimthat the | unp-sumsettl enent paynent Ms.
Gentile received relates to her injury because “w thout her
injury there would not have been a settlenent”. They claimthat
the settl enent paynent “was arrived at by a push and shove
between the parties and the carrier taking into account the
extent that * * * [Ms. CGentile] was disabled.”

At trial petitioners’ |awer who represented themin their
suit against UNUM M. Scott, indicated that the anmount of the
settlenment agreenent was arithnetically determ ned and was based
on the anmount of the nonthly benefit payabl e under the UNUM
policy and the date that Ms. Gentile s benefits were term nated.
He stated that the conputation of the settlenent agreenent would
have included other benefits received, such as worker’s
conpensation, and attorney’s fees to the extent they are
recoverable. Additionally, M. Scott indicated that the anpunt

of the settlenent could depend on the future cost of nedical
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services but that the settlenent in this case did not include
medi cal benefits.

Paynments under the UNUM disability policy, even if in the
formof a lunp-sumsettlenent, are designed to replace the inconme
an enpl oyee lost due to a disability and are conputed with regard
to the enployee’ s absence fromwork. Accordingly, on the basis
of the record, the Court finds that the | unp-sum settl enent
paynment to Ms. Gentile fails the requirenents of section
105(c)(2) because it was conputed arithnetically with reference
to Ms. Gentile' s absence fromwork and not to the nature or
severity of her injury.

At trial M. Centile stated that petitioners received
approxi mately $216, 000 of the $333,647.26 | unp-sum settl enment
paynment after they paid attorney’ s fees, expert w tnesses, and
doctors. Petitioners had also previously indicated to the IRS on
June 5, 2007, that they “did not receive the full amunt” of the
settlenment. However, as of the trial date, petitioners had not
provi ded sufficient evidence to substantiate the offset of such
deductions agai nst the | unp-sum settlenment paynent. Although the
| unmp-sum settl enment paynent is includable in petitioners’ 2005
taxabl e i ncone, petitioners would normally be able, in effect, to
of f set agai nst such inconme any m scel |l aneous item zed deducti ons,
for fees paid to attorneys and expert w tnesses, subject to the 2

percent of adjusted gross inconme |[imtation under section 67(a)
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and the alternative mnimnumtax under section 55. See secs. 55,

67, and 68; see al so Conm ssioner v. Banks, 543 U. S. 426, 435-437

(2005) .

1. Accuracy-Rel ated Penalty

Respondent determ ned an accuracy-rel ated penalty under
section 6662(a) and (b)(2) of $22,325 on the basis that
petitioners’ underpaynent was attributable to a “substanti al
understatenment of income tax” within the nmeaning of section
6662(d) .

However, the accuracy-related penalty will not be inposed
Wi th respect to any portion of the underpaynent if it is shown,
with regard to such portion, that there was reasonabl e cause and
that the taxpayer acted in good faith. Sec. 6664(c)(1). The
determ nati on of whether there was reasonabl e cause and good
faith “is made on a case-by-case basis, taking into account al
pertinent facts and circunstances.” Sec. 1.6664-4(b)(1), Inconme
Tax Regs. “Cenerally, the nost inportant factor is the extent of
the taxpayer’s effort to assess the taxpayer’s proper tax
l[tability.” 1d. Reasonable cause and good faith includes “an
honest m sunderstanding of fact or law that is reasonable in
light of all the facts and circunstances, including the
experience, know edge and education of the taxpayer.” 1d.

I n deci di ng whether the taxpayer acted with reasonabl e care,

the Court will consider the taxpayer’s nental and physical
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condition, as well as sophistication with respect to tax |aws, at

the tinme the return was fil ed. Kees v. Conm ssioner, T.C. Meno.

1999-41; Rucknman v. Commi ssioner, T.C Meno. 1998-83; see al so

Carnahan v. Conmi ssioner, T.C. Mnop. 1994-163, affd. w thout

publ i shed opinion 70 F.3d 637 (D.C. Cr. 1995); Gay V.

Conmi ssioner, T.C. Menp. 1982-392.

Good faith reliance on the advice of an independent,
conpetent professional as to the tax treatnment of an item may

constitute reasonabl e cause. Neonat ol ogy Associ ates, P.A. V.

Comm ssi oner, 115 T.C. 43, 98-99 (2000), affd. 299 F.3d 221 (3d

Cr. 2002); Estate of Robinson v. Conmm ssioner, T.C. Mno.

2010-168; sec. 1.6664-4(b)(1), Incone Tax Regs.; see also United

States v. Boyle, 469 U S. 241, 250 (1985). “Mich like a

taxpayer’s reliance on an attorney or an accountant, reliance on
an enrolled agent is a factor we nmay consider in determning the

reasonabl eness of a taxpayer’s actions”. Mortensen v.

Conmm ssi oner, 440 F.3d 375, 388 (6th Cr. 2006), affg. T.C. Meno.

2004- 279.

Petitioners never received the Form 1099-M SC sent by UNUM
because it was sent to an address where they no | onger resided.
Hence, they were never put on notice by the Form 1099-M SC t hat
the lunp-sum settl enent paynment was includable in income for the
2005 tax year. Though they did not receive the Form 1099- M SC,

petitioners engaged a tax return preparer and took the initiative
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to inquire whether they had to include the | unp-sum settl enent
paynment in inconme for the 2005 tax year. M. Gentile gave
credible testinony that he contacted both the IRS and the OC
Regi ster to inquire about the taxability of the | unp-sum
settl enment paynent and that on the basis of infornmation he
recei ved, he determ ned that the paynment was not includable in
income. M. Gentile' s testinony is corroborated by petitioners’
response to the Notice CP2501 dated approxi mately June 15, 2007,
in which they state that they called the IRS to “see if * * *
[the | unp-sum settl| enment paynent] was taxable & the rep said no”.

The Court al so recogni zes that both petitioners are
unsophisticated in tax matters and further, that Ms. Gentile’s
physi cal and nmental condition (in light of her use of
medi cations) is inpaired.

The facts and circunstances in this case indicate that
petitioners exerted reasonable effort to assess their proper tax
[tability for 2005 and acted in good faith. Therefore, we
believe petitioners’ failure to include the |unp-sum settl enent
paynment in incone was due to reasonabl e cause. See sec.
6664(c)(1). Thus, the underpaynent is not subject to accuracy-
rel ated penalties under section 6662(b)(2).

The Court has considered all of petitioners’ and

respondent’s contentions, argunents, requests, and statenents.
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To the extent not discussed herein, we conclude that they are
meritless, noot, or irrelevant.

To reflect the foregoing,

An appropriate order will be

i ssued, and decision will be

entered for respondent with reqgard

to the deficiency and for

petitioners with regard to the

accuracy-rel ated penalty.




