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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GOEKE, Judge: Respondent determ ned a deficiency of $46, 395

in petitioners’ Federal inconme tax and an accuracy-rel ated

penal ty of $9,279 under section 6662 for 2004.* The issues for

decision are: (1) Wiether pursuant to section 104(a)(2)

1Unl ess otherwi se indicated, all section references are to

the I nternal Revenue Code.
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petitioners may exclude fromtheir gross inconme the settlenent
proceeds received by petitioner wife. W hold that the
settlenment award is gross incone and not excludable; and (2)
whet her petitioners are liable for an accuracy-rel ated penalty
under section 6662 for their failure to report the settl enent
proceeds. W hold that they are not.

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
i ncorporated herein by this reference. At the tine they filed
their petition, petitioners resided in Virginia.

Petitioner wwfe was hired by the Dial Corp. (Dial) at sone
time before 1999. Petitioner husband is disabled and unable to
work. VWhile enployed at Dial petitioner wife was subject to
sexual harassnent by her supervisor. Petitioner wife's
supervi sor repeatedly harassed her, nmade references to petitioner
husband’s disability, and refused to stop after petitioner wfe
rebuffed his advances. Petitioner w fe conplai ned about the
harassnent to Dial’s managenent, but no corrective action was
taken, and petitioner wife s enployer retaliated against her. As
a result of her conplaints, petitioner wife was routinely
assigned to nenial |abor or given the |east desirable

assi gnnents.
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Al t hough petitioner wife was subject to harassnment by her
i mredi at e supervi sor, she was al so harassed by ot her nenbers of
D al’s managenent. Petitioner w fe devel oped severe enotional
probl ens and began to receive nedical help. Petitioner wife
began and continues to take anti depressants and ot her nedi cation
to deal with the physical effects of her harassnent.

On May 20, 1999, the Equal Enpl oynent Cpportunity Conmm ssion
(EEQC) filed a conplaint against Dial in the U S. District Court
for the Northern District of Illinois. The conplaint alleged
that Dial had engaged in a pattern and practice of discrimnation
agai nst a class of femal e enpl oyees based upon their sex by
subjecting themto a hostile and abusive work environnent and
that Dial failed to renmedy this situation after the conpany had
becone aware of the all eged harassnent.

On April 29, 2003, the EEOC and Dial entered into a consent
decree. The consent decree provided in pertinent part that D al
woul d pay $10 million (the settlenent proceeds) to be distributed
to all eligible class nenbers. The decree al so provided for
corrective action on Dial’s part to prevent future instances of
sexual harassnment. Petitioner wife was a nmenber of the class of
workers eligible for a portion of the settlenent proceeds.

In order to receive the settlenent proceeds, an eligible
claimant had to sign a release formdischarging D al from

ltability for all past instances of sexual harassnent. The
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rel ease provided in pertinent part that the settlenent proceeds
were for enotional pain, suffering, inconvenience, nental

angui sh, loss of enjoynent of |ife, and nonpecuniary |osses. The
rel ease did not provide any information concerning the proper
treatnent of the settlenent funds for Federal tax purposes.
However, a claimant who signed the rel ease acknow edged that the
settl enment anmount m ght be subject, in whole or in part, to
Federal and State inconme taxation. Petitioner wife signed a

rel ease and received $123,500 fromDi al in 2004. Dial issued a
Form 1099-M SC, M scel | aneous I ncone, to petitioner wfe
reporting income of $123, 500.

Petitioner wife contacted the Internal Revenue Service (IRS)
at sone point after receiving the settlenent proceeds to
determ ne their proper treatnent. The IRS representative
informed petitioner wife that in sonme situations settl enent
proceeds could be excluded fromincone if they were paid on
account of physical injury. Petitioner wife, having suffered
physically as a result of her supervisor’s harassnent, believed
that the settlenment proceeds were paid to conpensate her for
those injuries.

On Cctober 14, 2005, petitioners filed a joint Form 1040,
U.S. Individual Income Tax Return, for tax year 2004.
Petitioners’ Form 1040 was prepared by a paid return preparer.

Petitioner wife informed the return preparer that the settlenent
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proceeds were paid to conpensate her for physical injury. In
accordance with petitioner wife's representations, the return
preparer did not include the settlenment proceeds on petitioners’
return.
On April 23, 2007, respondent issued a notice of deficiency
(the notice) to petitioners for 2004. Respondent determ ned in
the notice that petitioners were required to include the
settl enment proceeds in gross incone and that petitioners were
liable for a section 6662 accuracy-related penalty. On July 18,
2007, petitioners tinmely petitioned this Court for a
redeterm nation of their tax liability.
OPI NI ON
G oss incone generally includes all inconme from whatever
source derived. Sec. 61(a). The definition of gross incone is
broad in scope, while exclusions fromincone are narrowy

construed. Conm ssioner v. Schleier, 515 U S. 323, 328 (1995).

Damages (other than punitive) received on account of persona
physi cal injuries or physical sickness may generally be excl uded
fromgross income. Sec. 104(a)(2). For the danages to be

excl uded under this provision, the underlying cause of action
must be based in tort or tort-type rights, and the proceeds nust
be damages received on account of personal physical injury or

si ckness. Conmi ssioner v. Schleier, supra at 337. Enmot i onal

distress is not treated as a personal physical injury or physical
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si ckness except for damages not in excess of the anount paid for
medi cal care attributable to enotional distress. Sec. 104(a)
(flush | anguage).

Petitioners focus on the severity of the harassnent and the
physical ailnments that it caused in arguing that they are not
required to include the settlenent proceeds in gross incone.
Petitioner wife contends that the settlenment proceeds shoul d not
be taxabl e because after being harassed she was not the sane
person physically. Petitioner wife points to the fact that she
sought nedical help and continues to take nmedication to deal with
t he physical effects of the harassnent. Respondent does not
argue that the underlying cause of action in this case is not a
tort or tort-type right; instead, respondent argues that the
damages petitioner wife received were not on account of personal
physi cal injuries or physical sickness.

Al t hough petitioners argue that petitioner wife suffered
physical injury as a result of her sexual harassment, that injury
does not neet the requirenents of section 104. Petitioner wfe,
al t hough she suffered physically, was not conpensated for that
physical injury. Petitioners do not claimthat any portion of
the settlenent proceeds were to reinburse themfor anounts paid
for nedical care attributable to enotional distress. See sec.

104(a) (flush I anguage); Sanford v. Conmm ssioner, T.C Meno.

2008-158. The settl enent proceeds were for enotional pain,
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suffering, inconvenience, nental anguish, |oss of enjoynent of
I'ife, and nonpecuni ary | osses, not physical injury. Danages
recei ved on account of enotional stress, even when resultant
physi cal synptons occur, are not excludable fromincone under

section 104(a)(2). Hawkins v. Comm ssioner, T.C Menp. 2005-149.

Because petitioner wife did not receive the settlenent proceeds
on account of personal physical injury or sickness, petitioners

must include those anmounts in gross incone. See Sanford v.

Conmi ssi oner, supra; Shaltz v. Comm ssioner, T.C. Menp. 2003-173.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty under section 6662 for negligence or
di sregard of rules or regulations. Section 6662(a) and (b) (1)
i nposes a 20-percent penalty on an underpaynent of tax that
results fromnegligence or disregard of rules or regul ations.
Section 6662(c) defines the term “negligence” to include “any
failure to make a reasonable attenpt to conply with the
provisions of this title”, and the term“disregard” to include
“any careless, reckless, or intentional disregard.”

The section 6662 penalty is inapplicable to the extent the
t axpayer had reasonabl e cause for the underpaynent and acted in
good faith. Sec. 6664(c)(1). The determ nation of whether the
t axpayer acted with reasonable cause and in good faith is nmade on

a case-by-case basis, taking into account the relevant facts and
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circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs.
“Circunstances that may indicate reasonabl e cause and good faith
i ncl ude an honest m sunderstanding of fact or law that is
reasonable in light of all of the facts and circunstances,
i ncl udi ng the experience, know edge, and education of the
taxpayer.” 1d. GCenerally, the nost inportant factor is the
extent of the taxpayer’'s efforts to assess the proper tax
l[tability. 1d. An honest m sunderstanding of fact or |aw that
is reasonable in the Iight of the experience, know edge, and
education of the taxpayer may indicate reasonabl e cause and good

faith. Reny v. Conm ssioner, T.C. Mnob. 1997-72.

Petitioners have no experience or education in tax |aw and
sought advice fromthe IRS in order to determ ne the proper
treatnent of the settlenent proceeds. The IRS enpl oyee inforned
petitioner wife that in some circunstances settl enent proceeds
could be excluded if they were paid to conpensate for physical
injuries. Petitioner wife believed that the proceeds were paid
to conpensate her for physical injury. This belief was
reasonable; as a result of the harassnment petitioner wife did not
feel that she was the sanme physically. Petitioner wwfe' s belief
is supported by the fact that petitioner wfe required nedical
hel p and began taki ng numerous nedi cati ons soon after the
harassnent began. W find petitioners’ m staken belief that the

settl enment proceeds were for physical injury to be reasonable.
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Petitioners acted reasonably and in good faith when they inforned
their return preparer that the settlenent proceeds were paid on

account of physical injury. See Stadnyk v. Conm ssioner, T.C

Meno. 2008-289; Pettit v. Conmissioner, T.C Meno. 2008-87;

G bson v. Comm ssioner, T.C Meno. 2007-224. Viewng all of the

ci rcunst ances, including the experience, know edge, and education
of petitioners, we conclude that petitioners have denonstrated
reasonabl e cause for failing to report the settlenent proceeds as
i ncone and that they acted in good faith. Accordingly,
petitioners are not liable for the accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be entered

for respondent as to the

deficiency and for petitioners

as to the accuracy-rel ated

penal ty.



