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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: By notice dated April 15, 1997, respondent
det erm ned deficiencies of $38,110, $38,098, and $18, 119, and
section 6662(a) penalties of $7,622, $7,620, and $3,624, relating
to Kenneth Schoeneman’s 1993, 1994, and 1995 Federal incone
taxes, respectively. Al section references are to the Internal

Revenue Code in effect for the years in issue. The executors of
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Kenneth’s estate resided, and had a business address, in
Pennsyl vani a when the petition was fil ed.

The issue for decision is whether Kenneth was entitled,
pursuant to section 104(a)(2), to exclude fromincone paynents
received in settlenent of a dispute.

FI NDI NGS OF FACT

Kenneth and his father built a |large beauty salon enterprise
(i.e., beauty salons, schools, and supply businesses), conprising
t hree conpanies. Kenneth, who had a reputation for being
i npeccably dressed, becane an owner and pilot of airplanes,
district governor of the Rotary Club, and a prom nent and proud
busi nessman in Pottsville, Pennsylvani a.

In 1977, Kenneth suffered a debilitating stroke that |eft
himpartially paral yzed. Kenneth never fully recovered fromthe
stroke and remained in poor health until his death. After his
stroke, Kenneth’s businesses began to decline. At the request of
his sons, Franklin and Dal e, Kenneth, in 1980, redeened his
shares of stock in tw of his conpanies in exchange for annuities
and, in 1982, transferred the annuities, stock in his other
conpany, and other property to two irrevocable trusts, for the
benefit of hinself and his wife, respectively, designating as
trustees his sons and Pennsyl vani a National Bank and Trust Co.

(bank). Franklin and Dal e took over the businesses.
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After the transfer of the businesses, Kenneth’'s hone fell
into disrepair, he had trouble paying for his customtailored
clothing, and he regularly ate in a soup kitchen. Wen Kenneth
di scussed his sons he becane so ill that his personal assistant
woul d have to adm nister heart nedication.

During and after 1985, Kenneth demanded additi onal
distributions fromthe trustees and sought to regain control of
hi s busi nesses. In January 1989, he retained Attorney Janes
Riley, who filed an action against Dale, Franklin, and the bank
on March 28, 1989, in the Pennsylvania Court of Commopn Pleas. On
Novenber 12, 1989, Riley refiled the action in the O phans’
Court, pursuant to an order of the Court of Common Pl eas stating
that “Exclusive jurisdiction over inter vivos trusts and the
renmoval of fiduciaries of trusts is vested in the O phans Court
Division.” R ley prepared, but did not file, a Racketeer
| nfl uenced and Corrupt Organizations Act (Rl CO conplaint against
the sons and the bank. Both R ley and the sons’ |awer believed
t hat Kenneth probably woul d not recover damages relating to the
Orphans’ Court and RICO conplaints. Nevertheless, after the suit
was filed, and throughout the course of the litigation, R ley
contended that Kenneth’s sons’ actions were responsible for
Kenneth’ s enotional distress and tarnished reputation.

On Decenber 24, 1991, Kenneth entered into a Settl enent

Agreenent and Rel ease (settlenent) with his sons, pursuant to
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whi ch they agreed to pay, fromtheir personal funds, to their
father, $104,000 per year. The settlenent, in pertinent part,
provi ded:

5. Ken Schoeneman’s Injuries and Denmands. Ken
Schoeneman believes, and has alleged in | anguage required to
bring the matter before the Orphan’s Court, that Dal e
Schoeneman and Frank Schoeneman injured himboth physically
because of the nmental distress visited upon himby virtue of
t he i nadequate funding of the trusts for which a specific
claimis barred by the statute of l[imtations, and in his
personal reputation in the comunity by depriving himof
funds whi ch would have allowed himto |ive confortably and
mai ntain his place in the coommunity and his status therein;
degrading his position and his health over a period of tine.

*

* * * * * * *

7. Tax Consequences.

(a) It is the intention of the parties to this
Agreenent that all paynents to Ken Schoeneman pursuant to
Par agraph 6 hereof be consi dered conpensation for the
personal injuries specified in Paragraph 5 and be excl uded
from Ken Schoeneman’s gross incone for purposes of Federal
i ncone taxation pursuant to 26 U S. C. 8104(a), as anended or
any successor thereto.

(b) It is the intention of the parties to this
Agreenent that all paynents to Ken Schoeneman pursuant to
Par agraph 6 hereof be considered ordi nary and necessary
expenses of Dal e Schoeneman and Frank Schoeneman paid for
t he conservation, nmai ntenance, preservation and protection
of property held for the production of incone and be subject
to deduction by Dal e Schoeneman and Frank Schoeneman for
pur poses of Federal incone taxation pursuant to 26 U S. C
8162 and/or 8212, as anended; and any successor thereto.

(c) Notwi thstanding the statenment of intent
specified in subparagraphs 7.(a) and 7.(b) above, the
parties hereto agree the paynents to be nade to Ken
Schoeneman pursuant to Paragraph 6 shall not be altered in
timng or amount if the intended tax effects are not
realized by Ken Schoeneman and/ or Dal e Schoeneman and Frank
Schoeneman.
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Kenneth did not report the paynents on his returns. He died
on July 14, 1995, a resident of Pennsyl vani a.

OPI NI ON

Section 104(a)(2) provides that gross incone does not
i nclude “the anmount of any damages received (whether by suit or
agreenent and whether as |unp suns or as periodic paynents) on
account of personal injuries or sickness”. Thus, a taxpayer may
exclude a recovery fromgross incone when he can show that: (1)
The “underlying cause of action giving rise to the recovery is
‘based upon tort or tort type rights’”, and (2) “the damages were
received ‘on account of personal injuries or sickness.’”

Conmm ssioner v. Schleier, 515 U S. 323, 337 (1995) (quoting

United States v. Burke, 504 U S. 229, 234 (1992)).

The estate contends that the settlenent paynents were
damages recei ved on account of personal injuries and, thus, are
excl udabl e pursuant to section 104(a)(2). Respondent contends
that the $104, 000 paynents are not excludabl e because they were
recei ved on account of economc, rather than personal, injuries.
Respondent further contends that no personal injury was alleged
in a conplaint by Kenneth. |In support of his contentions,
respondent asserts that the Orphans’ Court did not have
jurisdiction over tort damages and that Kenneth “coul d not have
recovered personal injury damages had he actually filed a Rl CO

conplaint.” W reject respondent’s contentions. Qur focus is
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not on the jurisdiction of the O phans’ Court or the
unavailability of personal injury damages pursuant to RI CO
because the determ nation of whether a settlenent paynent is
exenpt fromtaxation depends on the nature of the claimsettled
and not on the nature of the claimfiled. See Seay v.

Comm ssioner, 58 T.C. 32, 37 (1972).

The settlenent’s terns, which are inconsi stent, do not

determ ne whet her the paynents are excludable. See Robinson v.

Comm ssioner, 102 T.C 116, 129 (1994) (stating that “this Court

will not blindly accept the terns contained in a settlenent
agreenent,” especially when those terns are tax-notivated), affd.
in part, revd. in part and remanded on other grounds 70 F.3d 34
(5th CGr. 1995). The testinony of the w tnesses, however, | eads
us to conclude that the clains settled were in the nature of
personal injury (i.e., stress, infliction of enotional distress,
and damage to health) and based upon tort or tort type rights.
None of the parties believed that Kenneth woul d recover damages
relating to the Orphans’ Court and RICO clainms. The personal
injury claim however, while not filed, was viable. The sons
paid the settlement on account of this claim The facts of this
case are consistent with those of Seay, where we held that
damages were excludabl e, although the claimwas not prepared or
filed, when the taxpayer’s attorney believed his client had a

personal injury claim the payer’s attorney knew of the claim
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the claimwas part of the negotiation, and an agreenent all ocated
proceeds to such claim Riley believed that Kenneth had suffered
personal injury, Franklin and the sons’ |awer testified that

t hey knew of the personal injury clains and that those clains
wer e di scussed during the course of the litigation, and the

settlenment indicates that those clains were part of the

negotiation. Cf. Conm ssioner v. Schleier, supra (finding that
t he taxpayer asserted, and the parties negotiated, an age
discrimnation in enploynent, but not a personal injury, claim;

United States v. Burke, supra (finding that the taxpayer

asserted, and the parties negotiated, a sex discrimnation in
enpl oynment, but not a personal injury, claim.

Accordi ngly, the paynents were received on account of
personal injuries and are excludabl e pursuant to section
104(a)(2). Consequently, section 6662(a) is not applicable.

Contentions not addressed are noot, irrelevant, or wthout
merit.

To reflect the foregoing,

Deci sion will be entered

for petitioners.




