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COUVI LLI ON, Special Trial Judge: This case was heard

pursuant to section 7463 in effect when the petition was filed.?
The decision to be entered is not reviewable by any other court,
and this opinion should not be cited as authority.

Respondent determ ned a deficiency of $6,137 in petitioner's

L Unl ess ot herw se indicated, section references
hereafter are to the Internal Revenue Code in effect for the year
at issue. All Rule references are to the Tax Court Rul es of
Practice and Procedure.



Federal inconme tax for 1995.

The issue for decision is whether certain anounts received
by petitioner fromhis former enployer during 1995 in connection
with the settlenent of a class action against his former enployer
are excludabl e fromgross incone under section 104(a)(2). In his
petition, petitioner alleged "ny ex-wife filed for the year of
1995 and | do not renenber signing a 1040 for that tax season, so
| cannot attest to its correctness, nor should |I be held
accountable if it is incorrect as to her incone." At trial,
petitioner filed a trial nmenorandumin which he stated that his
former spouse, Carol L. Fuhr Hanblin (Ms. Hanblin), falsely
reported on their joint return income froma trade or business
activity conducted by her in the anount of $5,670, and the reason
for reporting such inconme was solely for the purpose of claimng
an earned incone credit under section 32. Wth respect to the
tax on that income, petitioner clains relief fromjoint liability
under section 6015. Respondent agrees, while not meking any
concession, that the issue is appropriate but cannot now be
considered by the Court for the reason that respondent had no
know edge prior to trial that petitioner intended to claimrelief
fromjoint liability, and, accordingly, petitioner's forner

spouse was not provided notice as required by section 6015(e)(4).
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See al so King v. Conmi ssioner, 115 T.C. 118 (2000);2 Interim Rule
325.

Sone of the facts were stipulated. Those facts, with the
annexed exhibits, are so found and are incorporated herein by
reference. At the tine the petition was filed, petitioner was a
| egal resident of Canon City, Col orado.

Petitioner was an enpl oyee of PaylLess Drug Stores Northwest,
Inc. (PayLess), in Colorado fromsonetine during 1991 until June
23, 1992. He worked in several different positions, including
that of floor supervisor, although his assignnents vari ed,
rangi ng from stocki ng shelves to the supervision of enployees.
Shortly after his enploynment began wth PaylLess, petitioner
realized that his enployer was overly demanding. He and ot her
enpl oyees were required to work from80 to 100 hours per week, at
| east 6 and sonetinmes 7 days per week. He found the work

overwhel mng and finally realized he could no | onger bear the

2 In the notice of deficiency, respondent disallowed the
earned i ncone credit of $2,961 claimed on petitioner's joint
return for 1995 for the reason that the inclusion of petitioner's
cl ass action award in income exceeded the earned incone anount as
provided in sec. 32(a)(2) and (b). [If the Court sustains
respondent on the class action inconme issue, respondent's
adj ustnment disallowing the earned inconme credit would |ikew se be
sust ai ned; however, the question of whether petitioner is
entitled to relief fromjoint liability under sec. 6015 with
respect to the trade or business inconme attributable to his
former spouse would remain. Additional information regarding
petitioner's 1995 joint return relative to this issue is provided
later in the body of the opinion.



enotional and physical strains of the job. He left the
enpl oynment with PayLess in June 1992 and went into real estate.
On March 16, 1993, an action was filed in the U S. D strict
Court for the District of |Idaho against PayLess by four of its
former enpl oyees for thensel ves and on behalf of other present
and forner enployees of PaylLess. The conplaint alleged that the
pur pose of the action was to recover on behalf of the class of
enpl oyees unpai d overtine conpensation, |iquidated damages,
attorney's fees, and costs under section 16(b) of the Fair Labor
St andards Act of 1938, ch. 676, 52 Stat. 1069, currently codified
at 29 U S.C. secs. 201-209 (1994). Petitioner was not one of the
plaintiffs instituting the action; however, petitioner qualified
for participation as a nmenber of the class of enployees for whom
the action was filed. Petitioner never elected to be excluded
fromthe class, nor did petitioner ever claimor institute any
separate action agai nst PaylLess. The class action did not
proceed to trial but was settled. PaylLess agreed to pay $5
mllion for the benefit of all qualifying nenbers of the class,
including petitioner. As part of the settlenent, the plaintiffs
in the class action executed a witten Settl enment Agreenent and
Rel ease (the Settlenment Agreenent) effective January 25, 1995, in
consideration for payment of the $5 million by PaylLess. The
Settl ement Agreenent included a release by the plaintiffs of

PayLess that was enbodi ed as section 3 and provided in pertinent



part:

the * * * Plaintiffs * * * hereby rel ease and di scharge
PayLess * * * fromall actions, clains, or demands for
damages, liabilities, costs, or expenses, which the
Plaintiffs * * * have agai nst PayLess on account of, or in
any way arising out of the clains that were asserted or that
coul d have been asserted in the Lawsuit by the Plaintiffs *
* * including, but not limted to, clains for personal
injuries, intentional infliction of enotional distress,
negligent infliction of enotional distress, and from al
known cl ai ms, whet her based on tort, statute or contract,
whi ch are based in whole or in part, or arise out of, or in
any way relate to: (1) the Lawsuit; and (2) anything done or
al l egedly done by PaylLess arising out of, or in conjunction
with or relating to, the enploynent of any and/or al
Plaintiffs * * * py PaylLess.

The Settl enent Agreenent additionally included section 8,

entitled Liability Denial and Basis For Settlenent, which

provi ded:

PayLess denies any liability on its part and enters
into this agreenment solely to avoid litigation and to buy
its peace. Al Settlenent Proceeds are paid to Plaintiffs
on account of personal injuries. This Settlenent Agreenent
and the rel eases contained herein settle and resol ve al
claims which have to this point been contested and deni ed by
the parties, as well as all other clains rel eased by
paragraphs 3 and 4 of this Settlenment Agreenent. None of
the provisions of this Settlenment Agreenent and nothing
contained in this Settlenment Agreenent shall be construed as
an adm ssion of any liability whatsoever by any party hereto
to any other party hereto. [Enphasis added.]

As a nmenber of the class of fornmer enpl oyees of PaylLess,

petitioner, during 1995, received $40,611.46, from which $14, 023

was deducted for attorney's fees and costs, for a net anmount of
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$26,588. 46. The anmount recovered included back pay, |iquidated
damages, an anount for participating as a nenber of the class,
and anot her anmount for testifying in a deposition. The parties
did not provide an item zation of these various anounts except
that the notice of deficiency |listed $24,210 as |i qui dated
damages and $16, 401 as wages or back pay.

As part of the settlenment, petitioner executed an Individual
Certification and Rel ease in favor of PaylLess wherein he
acknow edged recei pt of docunents regarding settlenent of the
cl ass action, acknow edged receiving a copy of the Settl enment
Agreenent that was incorporated by reference as part of his
rel ease, expressly affirmed "the authority of the nanmed
Plaintiffs to release ny clains and settle the Lawsuit", and
individually rel eased PayLess in paragraph 8 of the rel ease that
provided, in pertinent part:

I n exchange for the paynent of the amount * * * [to
petitioner] | hereby rel ease and di scharge PayLess * * *
fromall actions, clains, or demands for damages,
liabilities, costs, or expenses, which the Plaintiffs,
individually or collectively, have agai nst PaylLess on
account of, or in any way arising out [of] the clains that
were asserted or that could have been asserted in the
Lawsuit by the Plaintiffs, which Lawsuit is hereby
acknow edged as not fully plead, further including, but not
l[imted to, clains for personal injuries, intentional
infliction of enotional distress, negligent infliction of
enotional distress, and fromall known clains, whether based
on tort, statute or contract, which are based in whole or in
part, or arise out of, or in any way relate to: (1) the

Lawsuit; and (2) anything done or allegedly done by PayLess
arising out of, or in conjunction with or relating to, the




enpl oynent of any and/or all Plaintiffs prior to Novenber 1,

1992 by PaylLess. [Enphasis added.]

Petitioner and his then wife, Ms. Hanblin, filed a joint
Federal incone tax return for 1995. The anount received by
petitioner from PayLess was not included as incone on the return.
At the tine the return was filed in February 1996, petitioner was
incarcerated. The return was not signed by petitioner; however,
Ms. Hanblin signed the return on his behalf pursuant to a
General Durable Power of Attorney petitioner had previously
executed appointing Ms. Hanblin as his agent with authority to
perform such acts on his behalf. The itens of incone reported on

the return are as foll ows:

Wages and sal ari es $2, 960
Taxabl e i nterest inconme 75
Schedul e C business incone 5,670
Q her incone: House cl eaning 300

Tot al $9, 005

The earned incone reported on the return was attributable solely
to Ms. Hanblin and included Schedule C inconme froma real estate
sal es activity conducted by Ms. Hanblin under the business nane
of Heritage Realtors. The return also included an Internal
Revenue Service form Schedule EIC, Earned Incone Credit, which
listed two qualifying children. The anount of the earned incone
credit clainmed was $2,961. Petitioner and Ms. Hanblin separated

in 1995 and were divorced in 1999.
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Respondent issued one notice of deficiency to petitioner and
Ms. Hanblin and determ ned that the $40,611 gross anount
recei ved by petitioner from PayLess constituted gross incone, and
$13,039 of the attorney's fees and costs related to the PaylLess
award was al l owabl e as an item zed deduction.® Because the
standard deduction clained on the return was | ess than the
al l oned item zed deduction, respondent substituted the $13,039 in
attorney's fees and costs for the standard deduction clainmed on
the return.* The $2,961 in earned incone credit on the return
was also disallowed in full. See supra note 2.

Petitioner filed a tinely petition in this Court. Ms.
Hanblin did not petition this Court.

Petitioner contends that the amobunt he received in the
settlenment represented damages for the physical and nental strain
he suffered in the undue hours and days he was required to work
for PayLess, which he could no I onger endure and resulted in his
| eaving the enpl oynent. Mre specifically, when questioned at

trial as to what was the personal injury he sustained, petitioner

8 The al |l owed anmount presumably consists of the $14, 023
withheld frompetitioner's award | ess 2 percent of adjusted gross
incone that is not allowable under sec. 67(a).

4 Petitioner has not challenged respondent’'s inclusion of
the $14,023 in attorney's fees in gross income and al | owance of
that anmount as an item zed deduction, reduced by the sec. 67(a)
limtation. See MIller v. Conmm ssioner, T.C Meno. 2001-55;
Benci - Wodward v. Conmm ssioner, 219 F.3d 941 (9th G r. 2000),
affg. T.C. Menob. 1998- 395.




answer ed:

It was fatigue, stress, headaches, the fact that | was going
around li ke a zonbie, the fact that | had — that | was
maki ng bad decisions. There's — that pretty nuch covers

everything, but it was such a trenendous anount of stress
that I was having a hard tinme dealing with life,

mani festing itself.

Petitioner also contends that his physical and enoti onal

and it was

injuries

were a contributing cause of his subsequent comm ssion of a

felony for which he was sentenced to prison.

No action was ever instituted by petitioner against PaylLess

for the above injuries petitioner described, nor do any of the

settl enment docunents between PaylLess and its former enpl oyees

address any specific injury to any of the former enpl oyees who

instituted the action, including petitioner as a nenber of the

cl ass.

Section 104(a)(2) provides that gross incone does not

i nclude "the anmount of any damages received (whether by suit or

agreenent* * *)
Under section 1.
recovery "based

Conmi ssi oner V.

on account of personal injuries or sickness".
104-1(c), Inconme Tax Regs., "danmages" neans a
upon tort or tort type rights". See also

Schleier, 515 U. S. 323 (1995). \While personal

injuries, under

physi cal as well

section 104(a)(2), may generally include both

as nonphysical enotional injuries, such as "pain

and suffering, enotional distress, harmto reputation, or other
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consequential danages (e.g., a ruined credit rating)", the
Suprene Court has distingui shed such personal injuries from

"l egal injuries of an econom c character" such as those arising
out of the unlawful deprivation of the opportunity to earn wages

through a wongful termnation. United States v. Burke, 504 U S

229, 239, 245 (1992). Danmges received for |ost wages in
connection with the settlenent of economc rights, such as those
arising out of a breach of contract, are not excludable from

i ncone under section 104(a)(2). See Robinson v. Conm ssioner,

102 T.C. 116, 126 (1994), affd. in part, revd. in part on another
issue 70 F.3d 34 (5th Cr. 1995).

Section 1.104-1(c), Inconme Tax Regs., provides: "The term
" damages recei ved (whether by suit or agreenent)' nmeans an anount
received * * * through prosecution of a |legal suit or action
based upon tort or tort type rights, or through a settl enent
agreenent entered into in lieu of such prosecution.”™ Thus, in
order to exclude danmages from gross incone pursuant to section
104(a)(2), the taxpayer nust prove: (1) The underlying cause of
action is "based upon tort or tort type rights", and (2) the
damages were received "on account of personal injuries or

si ckness". Commi ssioner v. Schleier, supra at 336-337.

Where anmounts are received pursuant to a settl enent
agreenent, the nature of the claimthat was the actual basis for

settl enent controls whet her such anmobunts are excl udabl e from
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gross incone under section 104(a)(2). See United States v.

Bur ke, supra at 237. The crucial question is "in lieu of what

was the settlenment amount paid." Bagley v. Comm ssioner, 105
T.C. 396, 406 (1995), affd. 121 F.3d 393 (8th Cr. 1997).
Determ ning the nature of the claimis a factual inquiry. See

Robi nson v. Conm ssi oner, supra at 127.

Here, the conplaint in the class action was exclusively for
recovery of "overtine conpensation, |iquidated danages, attorney
fees and costs" under the Fair Labor Standards Act of 1938.
Nowhere in the conplaint or in the Settlenment Agreenent is there
any reference to or any indication that the recovery included
damages for physical or nental injuries. Mreover, the record
satisfies the Court that petitioner's claimto physical and
mental injuries was not called to the attention of PaylLess or its
attorneys in connection wth the class action. Since there was
no claimmade for such injuries by petitioner, the rhetori cal

question posed in Bagley v. Conmm ssioner, supra, is that whatever

the settlenment was for, it certainly was not for personal
injuries attributable to the injuries petitioner clains.®
Mor eover, the general |anguage relied on by petitioner in the

Settlenment Agreenent that "all settlenent proceeds are paid to

plaintiffs on account of personal injuries"” is inconsistent with

5 | ndeed, some of the injuries petitioner conplains of
occurred long after his enploynent with PayLess.
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the other provisions of the agreenent that quite clearly indicate
and establish that the settlenment was intended to satisfy the
claims made in the class action. Such |anguage relied on by
petitioner in the Settlement Agreenent, therefore, can be

ignored. See Peaco v. Conmm ssioner, T.C Meno. 2000-122. An

express allocation, such as petitioner relies on, may be

di sregarded if the facts and circunstances surroundi ng a paynent,
such as exists in this case, indicate that the paynent was
intended by the parties to be for a different purpose. See

Bagl ey v. Commi ssi oner, supra; Robinson v. Comm SSioner, supra;

Threl keld v. Comm ssioner, 87 T.C. 1294, 1307 (1986), affd. 848

F.2d 81 (6th Cir. 1988); Burditt v. Comm ssioner, T.C. Mno.

1999-117. The Court, therefore, finds that the anmounts awarded

to petitioner were for back pay and |iqui dated damages under the
Fai r Labor Standards Act pursuant to the class action initiated

by the forner enployees of PayLess. As such, the anmount paid to
petitioner constituted gross incone, and such amount is not

excl udabl e under section 104(a)(2). See Conm ssSioner V.

Schl eier, supra. Respondent, therefore, is sustained.

Revi ewed and adopted as the report of the Small Tax Case

Division. In order to present petitioner's claimto relief from
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joint liability under section 6015 as an issue before this Court,
whi ch includes the right of intervention by petitioner's fornmer

spouse,

An appropriate order

will be issued.




