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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

JACOBS, Judge: Respondent determ ned a $70, 120 deficiency in
petitioners' 1993 Federal inconme tax. The sole issue for decision
i s whether the $207, 000 Ri chard Sherman (petitioner) received upon

term nation of his enploynment with International Business Machi nes



Corporation (I1BM is excludable frompetitioners' 1993 gross i ncone
pursuant to section 104(a)(2) as danmges received on account of
personal injury or sickness.

Al'l section references are to the Internal Revenue Code as in
effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. The
stipulation of facts and the attached exhibits are incorporated
herein by this reference.

Petitioners resided in New Canaan, Connecticut, at the tine
they filed their petition.

Petitioner was born on April 23, 1938. He graduated fromYale
Law School in 1964, and subsequently becane a nenber of the New
York and District of Colunbia bars. Mrgaret Sherman, petitioner's
wi fe, did not work outside the hone.

Empl oyment with | BM

Petitioner was enpl oyed by | BM between Decenber 1, 1965, and
May 28, 1993. At all relevant tinmes, he was a staff attorney,
assigned to the I BM corporate division.

The I BMcor porat e division determ ned that "pernmanent resource
reductions” (permanent enployee |ayoffs) were necessary. Thi s

determ nati on was announced sonetine in February 1993.
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M. D.A Evangelista was the general counsel of IBMin March
1993. He was inforned that his organization had to reduce the
nunber of enployees (attorneys as well as admnistrative staff)
from135 to 120. O the "resource reduction target" of 15, it was
determned that 2 would cone from M. L.D. Pearson's group, to
whi ch petitioner was assigned.

Petitioner was "identified as surplus"” based on an "apprai sal
sequence banding" used to conpare the performance of enployees
during the period of February 16, 1990, to February 15, 1993. The
bandi ngs were al phabetically designed: Band A, was conposed of the
hi ghest rated enpl oyees, through band G which was conposed of the
| onest rated enployees. O the three attorneys reporting to M.
Pearson, one was in band A, another in band C, and the third
petitioner, was in band E

For the period February 16, 1990, to February 15, 1993,
petitioner had only two performance eval uati ons, one conducted in
April 1990, and the other in June 1991. Both placed himin band E
Petitioner objected to both of these eval uations.

In July 1989, petitioner filed an "open door" request
(internal grievance), questioning whether M. Pearson inproperly
failed to pronote him |In February 1990, petitioner filed another
"open door" request, claimng retribution due to his earlier "open

door" request. In May 1992, petitioner filed an unfair |[|abor



practice charge against IBMwi th the National Labor Rel ati ons Board
(NLRB). The charge states:
Since on or about My 4, 1992, the above-naned

enpl oyer [1BM, by its of ficers, agents and

representatives, informed Ri chard Sherman that he was

eval uated and ranked in the 10% | owest ranki ng category,

t hereby making him susceptible to a potential future

| ayof f, because he engaged in concerted activities with

ot her enployees of said enployer for the purpose of

col | ective bargai ni ng and ot her nmutual aid and protection

and in order to discourage enployees from engaging in

such activities.

On or about May 4, 1992, the above-named enpl oyer

[IBM, by its officers, agents and representatives,

retaliated agai nst Ri chard Sherman by ranking himin the

10%I| owest cat egory maki ng hi msuscepti ble to a potenti al

future |l ayof f, because sai d enpl oyee gave t esti nony under

t he Act.

An NLRB representative inforned petitioner that the NLRB was
not going to file a charge against IBM The NLRB representative
also told petitioner that IBMs outside counsel, Covington &
Burling, stated that petitioner was a "valued enployee and that
[ petitioner's] continued enploynent is not threatened.” By letter
dat ed August 27, 1992, petitioner wi thdrew his charges agai nst | BM

On March 16, 1993, petitioner was notified that he had been
desi gnated as a "surplus enpl oyee", and as a result, his enpl oynent
with IBM wuld likely termnate on May 28, 1993. On March 17,
1993, petitioner wote a nmenorandumto M. Evangelista requesting
that his surplus designation be w thdrawn. On March 22, 1993,
petitioner wote a nmenorandum to four of |IBMs nmanagenent

executives, including IBMs chief executive officer and chief



personnel officer, requesting that his surplus designation be
withdrawmn. 1[In a footnote to this nmenorandum petitioner referred
to a dispute between IBMand M. Miurray, an attorney in IBM s | egal
departnment who had been fired. The footnote stated:
| BM Legal managenent chose not to negotiate with M.

Murray, and instead fired him [IBMis nowin extensive

[itigationwith M. Mirray. By current estimate, | BMhas

al ready spent nore than $800, 000 (internal and external

costs) on litigation involving M. Mirray.
On March 24, 1993, petitioner wote a second nenorandumto the sane
four |BM managenent executives, requesting an "open door" wth
regard to his surplus enployee designation. In this request,
petitioner stated:

There is one aspect of the Open Door procedure which is

troubl esonre and which | ask you to address. Legal

managemnent has the right to review Open Door

investigation reports and conclusions prior to their

subm ssion to the chairman's office for decision. I

understand that Legal nmanagenent has used that power in

the past to nodify sone reports and conclusions. In the

case of this Open Door, that would create a conflict of

interest. Therefore, | ask that the Legal Departnent not

be permtted to reviewthe investigator's findings prior

to subm ssion to executive and oversi ght managenent.

Sonetinme in the latter part of Mrch 1993, petitioner
col | apsed while at work, | osing consciousness for a brief period of
time. Petitioner's collapse resulted in injuries (including hand
trenmors, weight |oss, and severe headaches). Al nedical expenses
incurred by petitioner as a result of his injuries were submtted

to IBM and paid under IBMs nedical plan.
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On May 6, 1993, petitioner was advised that his "open door"
request had been deni ed, and despite his objections, his enpl oynent
woul d be term nated on May 28, 1993. | BM of fered petitioner an
opportunity to participate in its Corporate Transition Program
(CTP), whereby petitioner would be entitled to receive the
equi valent of 1l-year's salary--$107,000--on the condition he
execute an appropriate rel ease.

At this tinme, petitioner learned that IBM was hiring new,
younger attorneys (recent graduates or individuals about to
graduate fromlaw school). Petitioner consulted an attorney who
advi sed himthat he had a viable cause of action against |BM for
age di scrimnation. Accordingly, petitioner refusedto participate
in the CTP.

Negotiations between |IBM representatives and petitioner
ensued. During the course of these negotiations, petitioner
threatened to obtain an injunction against IBMto stop its |ayoff
program(at that tinme, | BMwas | ayi ng of f 30, 000-40, 000 enpl oyees).
On May 13, 1993, petitioner and | BM entered an agreenent entitled
"Settlement Agreenent and Rel ease" (settlenent agreenent). The
settlenment agreenent states in pertinent part:

WHEREAS, M. Sherman has nmde certain
al | egati ons about the propriety and | awf ul ness
of his having been designated as a "surplus

enpl oyee"” resulting in clains of physical and
mental injury and stress;



WHEREAS, [BM and M. Sherman understand
and recognize the inherent expense and risk
involved in litigation;

WHEREAS, [IBM and M. Sherman wsh to
resolve finally, conpletely and forever all

di sputes including but not limted to
al l egations of physical and nental injury,
unfair | abor practices, di scrim nation

retaliation, or any other allegations of
unl awf ul conduct that M. Shernman has made or
could have mnmde, whether known or unknown,
concerning anything that has occurred during
his enpl oyment with | BM

* * * * * * *

NOW THEREFORE, it is hereby agreed as
fol |l ows:

1. | BM agrees to pay M. Sherman the
sum of $103,500 fifteen days after he signs
this Agreenent and has his signature notarized
and $103,500 on Decenber 31, 1993. For
wi t hhol ding purposes, IBM is required to
wi t hhol d certain sunms pursuant to the tax code
and reqgulations; but it wll do so wthout
prejudice to M. Sherman taking the position
that sone or all of these suns are excludable
fromhis taxable incone.

* * * * * * *

4. M. Sherman will cease being an | BM
enpl oyee on May 28, 1993.

* * * * * * *
6. M. Sherman agrees to release |BM
fromall clains, demands, actions, liabilities

or charges (hereinafter "clains") that he may
have agai nst | BM of what ever ki nd or nature for
or on account of anything that has occurred,
including but not limted to, any clains for
physical and nental injury, and any clains
which are related to his enploynment with | BM
such as clains of retaliation, the term nation
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of that enploynent, or eligibility for other
severance paynents or his eligibility or
participationinthe Retirenment Bridge Leave of
Absence or CTP.

* * * * * * *
C. Thi s Agreenent rel eases, but
is not limted to, clains for physical and

mental injury, clains arising under the Age
D scrimnation in Enploynent Act of 1967, as
amended, the National Labor Relations Act of
1935, as anmended ("NLRA"), Title VII of the
Cvil Rghts Act of 1964, as anended, the
Enmpl oyee Retirenent Inconme Security Act of
1974, as anended or any other federal, state,
or | ocal law pertaining to enploynent,
i ncluding but not limted to, discrimnation or
retaliation in enploynent based on sex, race,
national origin, religion, disability, veteran
status, age and the filing of an unfair [|abor
practice charge with or supplying an affidavit
to the National Labor Relations Board. Thi s
Agreenent also releases any and all «clains
based on theories of contract or tort, whether
grounded in conmon | aw or ot herw se.

d. This Agreenent releases all
clainms including those that M. Sherman knows
about and those that he may not know about
whi ch have accrued at the time he executed this

Agr eenent .
* * * * * * *
18. Nothing in this Agreenent shall be

construed as or constitute an adm ssion with
respect to the wvalidity of any clains or
al | egati ons which M. Sherman has nmade or coul d
have made concerni ng his enpl oynent with | BMor
with respect to any other matter.

The settlement agreement did not apportion the $207,000 paynent

anong the various potential clains.



In 1993, IBMpaid petitioner the $207,000, in two paynments of
$103,500. IBMincluded the $207,000 in petitioner's FormW2, and
applied withholding tax to the entire anount.

1993 Federal Incone Tax Return

On their 1993 Federal inconme tax return, petitioners excluded
t he $207, 000 paynment fromtheir incone. Appended to their return
was a docunent entitled "Exclusion of Settlenent of Personal Injury
Claim (Age Discrimnation) from Goss Incone”. In relevant part,
t he docunent stat ed:

I n exchange for a paynent of $207,000 | agreed
i n paragraph nunber 6(c) to release all clains

for age discrimnation, including those
avai l abl e under Title VII of the Cvil Rights
Act, as anended. | was 55 years old at the

time IBMwas hiring new |l awers (either recent
graduates or persons about to graduate from
| aw school ).

* * * * * * *

Therefore | have excluded the $207, 000
settlenment for age discrimnation from gross
i ncome.

Noti ce of Deficiency

In the notice of deficiency, respondent determ ned that the
entire $207,000 settlenment paynment petitioner received fromIBMis
i ncludable in petitioners' 1993 gross incone.

OPI NI ON
The sole issue for decision is whether the $207,000

petitioner received as a result of the termnation of his
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enploynment with IBM is excludable from petitioners' 1993 gross
i ncone pursuant to section 104(a)(2).

Pursuant to section 104(a)(2), gross inconme does not include
"t he anount of any damages received (whether by suit or agreenent
and whether as |lunp suns or as periodic paynents) on account of
personal injuries or sickness."” The regulations provide that "The
term 'damages received (whether by suit or agreenent)' neans an
anount received * * * through prosecution of a legal suit or action
based upon tort or tort type rights, or through a settlenent
agreenent entered into in lieu of such prosecution.” Sec. 1.104-
1(c), Inconme Tax Regs. Thus, in order to exclude damages 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 danages were received on account of

personal injuries or sickness. See Conmm ssioner v. Schleier, 515

U S. 323, 336-337 (1995). The claimnust be bona fide. See Tagaqi
v. United States, 35 F.3d 93, 96 (2d Cir. 1994).

Wher e anbunts are recei ved pursuant to a settl enent agreenent,
the nature of the claimthat was the actual basis for settlenent
controls whether such anmounts are excludable from gross incone

under section 104(a)(2). See United States v. Burke, 504 U S. 229,

237 (1992). The crucial question is "in lieu of what was the

settl ement anmount paid"? Bagley v. Conm ssioner, 105 T.C. 396, 406

(1995), affd. 121 F.3d 393 (8th Gr. 1997). Determ ning the nature
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of the claimis a factual inquiry. See Robinson v. Conm Ssioner,

102 T.C. 116, 127 (1994), affd. in part, revd. in part on another
ground and remanded 70 F.3d 34 (5th Gr. 1995).

In the statenent appended to their 1993 return, petitioners
state that the $207,000 paynment from IBM was in exchange for
petitioner's "release [of] all clainms for age discrimnation,
i ncl udi ng those avail abl e pursuant totitle VIl of the Cvil R ghts
Act." Subsequent to the filing of petitioner's 1993 return, the

Suprenme Court in Comm ssioner v. Schleier, supra, in resolving a

conflict anmong the circuits, held that back pay and |iquidated
damages recovered for age discrimnation under the Age
Di scrimnation in Enploynment Act of 1967, Pub. L. 90-202, 81 Stat.
602, currently codified at 29 U.S.C. secs. 621-634 (1994), are not
excl udabl e from gross incone under section 104(a)(2) because (1)
the statute does not sound in tort, and (2) no part of the recovery
is received on account of personal injuries or sickness. (W note
that several years prior to rendering its opinion in Schleier, the

Suprene Court in United States v. Burke, supra, held that back pay

awarded in settlenent of title VII clainms is not excludable from
gross i ncone under section 104(a)(2).)

In their petition that was filed after the Supreme Court
rendered its opinion in Schleier, petitioners assert that the
$207, 000 paynent was solely in settlenment of petitioner's claimfor

physi cal and nental injury. They claimthat petitioner had a cause



- 12 -

of action against IBMfor age discrimnation which could be brought
either in contract or tort and that petitioner intended to
institute such a lawsuit in tort.

The | anguage of paragraph 6 of the settlenent agreenent is
clear. |n exchange for $207,000, M. Sherman agreed to rel ease | BM
fromall clainms and actions, whether based in contract or in tort.
Specifically, petitioner agreed to release IBM from all clains
arising from"any * * * | aw pertaining to enpl oynent, including but
not limted to, discrimnation or retaliation in enploynent based
on sex, race, national origin, religion, disability, veteran
status, age and the filing of an unfair |abor practice charge" as
well as any clains based "on theories of contract or tort". (W
note that the nere listing of a specific cause of action in the
settlenment agreenent does not prove that petitioner actually
possessed such a claim against |BM In fact, the settlenent
agreenent states: "Nothing in this agreenent shall be construed as
or constitute an admssion with respect to the validity of any
clainms or allegations which M. Sherman has nmade or coul d have made
concerning his enploynent with IBM or with respect to any other
matter.") Moreover, there is no allocation of the $207, 000 paynent
to or anong any claimor clains petitioner may have had agai nst
| BM

The settl enent agreenent neither nentions any specific injury

sust ai ned by petitioner nor states that the anbunt petitioner isto
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receive thereunder is for a personal injury claimpetitioner has
against IBM The references to physical and nental injury in the
settlenment agreenent were inserted pursuant to petitioner's
request. Indeed, the cover letter fromIBMs corporate counsel to
petitioner (with which was enclosed a draft of the settlenent
agreenent) states:

The draft attenpts to accommpbdate your request that we

make it clear that you have asserted cl ainms for personal

injuries and that the lunp sumpaynents is in settl enent

of those as well as all other clains.

According to petitioner, he collapsed and suffered injuries
(hand trenors, weight | oss, and severe headaches) due to the stress
he experienced as a consequence of IBMs termnation of his
enpl oynent . At trial, we observed that petitioner experienced
trenmors in his hands. Al t hough at tines, wongful enploynent
term nation possibly may result in personal injury, if the anount
of | ost wages or other conpensation received in such cases is not
linked to that personal injury, such an award will not qualify for

t he exclusion fromgross i ncone provided in section 104(a)(2). See

Conmi ssioner v. Schleier, supra at 330. Such is the case herein.

Were a settlenent agreenent | acks express | anguage stating
what the settlenent anpbunt was paid to settle, then the nopst

inmportant factor is the intent of the payor. See Knuckles v.

Conmmi ssi oner, 349 F.2d 610, 612-613 (10th Cr. 1965), affg. T.C

Meno. 1964- 33. The best indicator of IBMs intent is the | anguage



- 14 -

of the settlenent agreenent. The agreenent's broad | anguage
i ndi cates that | BM considered the $207,000 paynent as a quid pro
gquo for petitioner's release of all potential clains against |BM
including, but not limted to, tort clains. [IBMdid not nmake an
identifiable portion of the paynent in settlenent of petitioner's
personal injury claim The paynent was for severance pay as well
as for petitioner's release of potential tort and nontort clains
agai nst | BM

It is apparent to us that IBMviewed petitioner as |itigious.
Petitioner formally disputed nmanagenent's decision to end his
enpl oynent. He threatened to obtain an injunction to stop IBMs
downsi zing program He had previously filed an wunfair |abor
practice charge against IBM with the NRLB. And he had filed
several formal conplaints against his supervisors. It was agai nst
t his background that |IBM negotiated a term nation settlement with
petitioner.

The final settlenment anmount--%$207,000, represented an anount
equal to petitioner's 1-year salary ($107,000), plus $100, 000.
Petitioner testified that he wanted a settlenent equal to three
times his annual salary (or $321, 000).

We conclude that IBM did not intend for any portion of the
$207,000 to be specifically carved out as a settlenent of a tort or

tort type claimon account of a personal injury or sickness.
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The United States Court of Appeals for the Second Circuit,

where an appeal in this case would lie, held in Taggi v. United

States, 35 F.3d at 96, that failure to showthe anobunt of a paynent
allocable to clains of tort or tort type damages for persona
injuries results in the entire anmount being presuned not to be

excludable. See Pipitone v. United States, F.3d ___ (7th Gr.

June 14, 1999); see also CGetty v. Comm ssioner, 91 T.C. 160, 175-

176 (1988), affd. as to this issue and revd. on other issues 913

F.2d 1486 (9th Cr. 1990); Mrabito v. Conm ssioner, T.C Meno.

1997- 315. As in Taggi, the release in this case is all-
enconpassing and includes different potential tort and nontort
clains. As stated, no part of the paynent was allocated to any one
cause of action. And, petitioner has not proven which portion, if
any, of the $207,000 was received in settlenent of tort or tort
type clainms of personal injury. Thus, assum ng petitioner
sustained a personal injury as a consequence of IBMs termnation
of his enploynent, the record reflects no basis for an allocation,
and, we are not in a position to apportion the paynent anong the
various possible tort and nontort <clains enunerated in the

settl enent agreenent. See, e.g., Adans v. Conm ssioner, T.C Meno.

1997-357; Mbrabito v. Conm Ssi oner, supra.

We have considered all of petitioners' other argunents and, to

the extent not discussed above, find themto be without nerit.
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In sum we hold that the $207,000 settlenent paynent
petitioner received fromIBMis not excludable from petitioners
1993 gross inconme under section 104(a)(2).

To reflect the foregoing,

Decision will be entered

for respondent.




