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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned a deficiency of
$185,491 in petitioner’s Federal inconme tax for 1999. The issues

for decision! are: (1) Wiether settlenent proceeds petitioner

Petitioner also raised several constitutional and
jurisdictional issues regarding the validity of this Court and
the Internal Revenue Code in general, including whether this
Court, as an Art. | court exercising jurisdiction over this case,

(continued. . .)
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recei ved may be excluded fromhis gross income under section
104(a)(2);2 and (2) if the total settlenment proceeds are not
excl uded under section 104(a)(2), whether a portion of the
settlenment proceeds that petitioner paid to his attorney as a

contingent fee® may be excluded frompetitioner’s gross incone.*

Y(...continued)
violates Anmends. V, VI, and VIl of the U S. Constitution.
Petitioner’s argunents are specious and frivolous, resenbling in
tone the type of tax-protester argunents with which we are
sonetimes presented. W shall not address petitioner’s
“constitutional” argunents “with sonber reasoni ng and copi ous
citation of precedent; to do so m ght suggest these argunents
have sone colorable nerit.” Crain v. Conm ssioner, 737 F.2d
1417, 1417 (5th Gr. 1984). W sinply point out that this Court
is acourt of law, Freytag v. Conm ssioner, 501 U. S. 868, 890-891
(1991), with jurisdiction to decide incone tax issues of the type
raised in this case, secs. 6211-6214, |.R C. 1986.

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

]In this case, the attorney’s fee was a fixed fee that was
contingent upon the successful settlenment of petitioner’s clains.
Al t hough the anount of the fee was not dependent on the anount of
the settlenent, the fee neverthel ess was a contingent fee in that
it was payable only if a settlenent was successfully negoti ated
and consummated. See Black’s Law Dictionary 338 (8th ed. 2004)
(a contingent fee is “A fee charged for a |l awer’s services only
if the lawsuit is successful or is favorably settled out of
court”).

“‘Respondent concedes that the $75,000 fee paid to
petitioner’s attorney is deductible, but only “as a m scel |l aneous
item zed deduction, subject to the restrictions of sections 67
and 68 and, if appropriate, the application of the Alternative
M ni mum Tax provisions, sections 55 and 56.” In his reply brief,
petitioner argues for the first tinme that the attorney’'s fee is
deducti bl e or excludable as a Schedule C, Profit or Loss From
Busi ness, expense but did not offer any evidence at trial that

(continued. . .)
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and suppl enental stipulation of facts
are incorporated herein by this reference. Petitioner resided in
Bozeman, Mntana, when his petition in this case was fil ed.

During the 1980s, petitioner was enpl oyed as a Federal
Housi ng Adm nistration (FHA) underwiter with the Valley Mrtgage
Conmpany (Valley). Valley engaged in an illegal |oan schene,
whi ch petitioner reported to both Valley s head underwiter and
the FHA. In 1989, Valley term nated petitioner’s enpl oynent.

In 1991, petitioner brought suit against Valley in the
Washoe County District Court of Nevada, alleging w ongful
term nation, defamation, and violations of Nevada s Racketeer
| nfl uenced and Corrupt Organizations Act (RICO. A jury decided
agai nst petitioner on the wongful term nation and defamation
claims. The Washoe County District Court dism ssed the R CO
claim which dism ssal the Suprene Court of Nevada affirnmed. See

Allumv. Valley Bank, 849 P.2d 297 (Nev. 1993).

4(C...continued)
the fee was deducti bl e under sec. 162. Moreover, petitioner did
not give respondent any notice in his anmended petition, his
pretrial menorandum or at trial that he was claimng the fee was
deducti bl e under sec. 162. W conclude, therefore, that
petitioner did not tinely raise the sec. 162 issue, and we
decline to decide it. D Leo v. Comm ssioner, 96 T.C 858, 891
(1991), affd. 959 F.2d 16 (2d Cr. 1992); Foil v. Conm ssioner,
92 T.C. 376, 418 (1989), affd. 920 F.2d 1196 (5th G r. 1990);
Mar kwar dt v. Conm ssioner, 64 T.C. 989, 997 (1975).
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In 1994, petitioner brought suit against Valley's successor,
Bank of Anerica (the bank), a Nevada Suprene Court justice who
participated in the 1993 decision, and others (together,
defendants) in the U S. District Court for the District of Nevada
(District Court) in case No. CV-N-94-455. Petitioner’s conplaint
all eged that the defendants violated his civil rights under 42
U S. C sec. 1983 during the State court proceedi ngs and conspired
to violate Federal and State RI CO stat utes.

Petitioner’s civil rights conplaint in case No. CV-N 94-455
(conmplaint) consisted of alleged violations of his rights to
procedural and substantive due process. Petitioner alleged that
hi s procedural due process rights were violated by certain of the
def endants, including the bank, providing financial support to
“l awyer politicians” seeking elected judicial office in Nevada,
so as to create an

at nosphere of “obligation” on the part of the |awer

politician who is elected to the position of district

court judge or Nevada Suprene Court Justice to

facilitate obtaining “legal protection” fromsaid

el ected | awer politician * * * for any of the conduct

or actions of these Defendants which result in |egal

action being taken agai nst them
Petitioner clained that, as a result of this atnosphere of
obligation, his procedural due process rights were further

vi ol at ed t hrough m sconduct of the Nevada judiciary that

i ncl uded:
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1. Accepting perjured docunents and testinony fromthe
def endant s;

2. denying petitioner a full and fair opportunity to
access the discovery process;

3. generally failing to conply with the Canons of
Judi ci al Conduct;

4. applying inproper standards of adjudication to
petitioner’s notions and conpl ai nts;

5. fabricating the fact that petitioner “participated
inthe illegal [RICO schene by virtue of his underwiting”,

see Allumv. Valley Bank, 849 P.2d 297, 301-302 (Nev. 1993);

and

6. advocating on behalf of the defendants.

Correspondi ngly, petitioner clainmed that the defendants, in
furtherance of Nevada s “‘good ol e boy network’”, violated his
substantive due process right by using himas “an exanple” to
pronote the protection afforded to the |awer politicians’
contributors and coerce the contributors’ enployees into
submtting to abuse and hostil e working conditions.

Petitioner also alleged in his conplaint that he suffered
unspeci fied physical and enotional danages as the result of the
civil rights violations, and he sought both punitive and
conpensatory damages. In regard to his RICO clains, petitioner

all eged that he lost incone and incurred the costs of prosecuting
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and defending various |lawsuits with the defendants as a result of
their alleged racketeering activities, and he sought treble
damages.

The District Court dism ssed petitioner’s clains of judicial
errors in the State court for lack of jurisdiction, granted
summary judgnent agai nst himon his remaining clainms, and deni ed
hi s di scovery-related notions as noot. On March 31, 1998, the
Court of Appeals for the Ninth Circuit reversed the District
Court’s order denying petitioner’s discovery notions and that
part of the District Court’s decision granting sunmary j udgment
on petitioner’s due process clains, and remanded the case back to
the District Court.®

In 1999, petitioner filed another suit in the D strict
Court, this tinme against the State of Nevada, nenbers of the
office of the attorney general of the State of Nevada, and a
former Nevada Suprenme Court justice, alleging violations of his

civil rights under 42 U S.C. sec. 1983 and a conspiracy to

°I'n all other respects, the Court of Appeals for the Ninth
Circuit affirmed the District Court’s decision. In disposing of
petitioner’s RICO clains, the Court of Appeals for the Ninth
Crcuit noted that petitioner had alleged that he suffered
“enotional and physical distress, lost incone and litigation
expenses related to prosecuting and defending | awsuits, w ongful
termnation, libel, and loss of his professional |icense.” The
Court of Appeals found, however, that although only the | oss of
the professional |icense could constitute injury to “busi ness or
property” for purposes of the RICO clains, petitioner had not
shown he had been deprived of his professional |icense, “mnmuch
| ess that such deprivation was the result of racketeering
activities on the part of the * * * [defendants]”.
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violate his civil rights in connection with case No. CV-N 94-455.
During 1999, petitioner also entered into negotiations to settle
case No. CV-N-94-455 with the bank and certain other defendants.
Petitioner hired an attorney, Kenneth MKenna, to represent him
in the negotiations. Petitioner and M. MKenna agreed that
petitioner would pay hima fee of $75,000 for his services if the
negoti ati ons were successful.

I n approxi mately Novenmber 1999, petitioner and the bank
signed a “CENERAL RELEASE AND SETTLEMENT AGREEMENT” (the
agreenent). The agreenent provided:

3.a. Paynent to be Made. |In consideration of the
settlenment of Allumis clainms alleging violation of his

civil rights as asserted in Case No. CV-N 94-445 ECR®

and wi thout any other obligation to do so, the Bank

will pay Allumthe gross sumof five hundred thousand

dol | ars ($500,000). * * *

The agreenent also stated that “As further consideration and
i nducenent” petitioner would request dism ssal of ongoi ng Nevada
State litigation and Federal litigation between petitioner and

t he defendants’ and that “In exchange for the prom ses contai ned

in this Agreement” petitioner would generally release all other

5The parties stipulated that the agreenent erroneously
refers to case No. CV-N-94-445 ECR and that the correct case
reference is to case No. CV-N- 94-455,

The Nevada litigation consisted of seven “clains and civil
litigation between Allum the bank, and others before the courts

of the State of Nevada”. The Federal litigation consisted of
nine “clainms and civil litigation between A lum the bank, and
others before the courts of the United States”, in addition to

case No. CV-N-94-455.
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known and unknown cl ai ns agai nst the defendants arising out of or
related to his enploynent relationship with the bank and the
Nevada and Federal litigation.?

The agreenment specifically provided that the bank took no
position on the tax effect of the $500, 000 paynent to petitioner
and woul d i ssue a Form 1099 regardi ng the paynent. The agreenent
al so provided that if any governnental authority determ ned the
paynment constituted inconme, petitioner would be solely
responsi ble for the paynent of all taxes arising fromthe
determ nation. Furthernore, the agreenent provided, in regard to
attorney’s fees, that--

As further mutual consideration of the prom ses set

forth herein, the Bank and Al lum agree that they are

each responsible for their own attorneys’ fees and

costs, and each agrees that they will not seek fromthe

ot her reinbursenent for attorneys’ fees and/or costs

incurred in this action or relating to any matter
addressed in this Agreenent.

8The rel ease of clains provision consisted of both
boi |l erpl ate | anguage and, in pertinent part, the foll ow ng:

Thi s agreenent includes, but is not limted to, (i)

rel ease, waiver and discharge of any clains, * * *
damages, or injuries that Al lum has pled or otherw se
clainmed, or which Allumcould have pled or otherw se
claimed, in any of the * * * [ Nevada and Feder al
litigation], (ii) release, waiver and di scharge of any
clainms arising fromany statenents * * * made or

di stributed or published by any and all of the Rel eased
Parties, prior to signing of this Agreement by Allum
including any statenents by Allumhinself, and (ii)
[sic] release of any clains for any type of wages,
comm ssi ons, bonus, separation or severance benefits,
or any other form of conpensation. * * *
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By the end of 1999, the bank had paid petitioner $500,000, and
petitioner had paid M. MKenna $75,000 fromthe anmount received.

Sonetinme during 1999, petitioner contacted a Nevada
Congressman’s office to inquire about the taxability of the
settl enment proceeds and received a response froma representative
of a local Taxpayer Advocate Service office in return.
Petitioner was dissatisfied wwth the clarity of that office’s
response, and he sent a letter dated January 20, 2000, to the
District Director of the Internal Revenue Service (IRS) in
Phoeni x, Arizona, again inquiring about the taxability of the
proceeds he received for violation of his “civil rights to a ful
and inpartial tribunal”. On or about February 11, 2000, the
District Director responded by letter to petitioner’s inquiry.
The letter informed petitioner of the rules generally governing
the taxation of court awards and settlenents, and stated:

If this information is insufficient for your needs,

there are other avenues you can follow to receive a

nore formal opinion on the taxability of the funds

received in the settlenent. You can request an opinion

letter, private letter ruling, or a determ nation

letter. * * * The user fee for a ruling or letter * *

* would be * * * $2,500, if your total incone is over

$150, 000.
Petitioner did not request a ruling or letter.

On or about April 17, 2000, petitioner filed a Form 1040,
U.S. Individual Incone Tax Return, for 1999. Petitioner did not

i ncl ude the $500, 000 of settlenment proceeds in the gross incone

he reported on his 1999 return. Petitioner attached a statenent
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to his return, however, in which he stated: “I received $500, 000
* * * a5 settlenent of a lawsuit for violation of ny civil
rights.”

On January 28, 2003, respondent nmailed to petitioner a
notice of deficiency in which respondent increased petitioner’s
gross incone for 1999 by the full anount of the settl enent
proceeds, including the anbunt petitioner paid to his attorney.
On February 7, 2003, petitioner’s letter to the Court was filed
as his inperfect petition. The Court ordered petitioner to file
an anended petition by May 16, 2003. On May 13, 2003,
petitioner’s anended petition contesting the notice of deficiency
was fil ed.

OPI NI ON

In general, the Comm ssioner’s determ nation of a deficiency

is presunmed correct, and the taxpayer bears the burden of proving

otherwi se. Rule 142(a); Wlch v. Helvering, 290 U. S 111, 115

(1933). In this case, petitioner does not contend that section
7491(a), which shifts the burden of proof to the Comm ssioner if
its requirenments are net, applies, and petitioner has not
produced evidence to show he neets the requirenments of section
7491(a). The burden of proof, therefore, remains on petitioner.

A. Section 104(a)(2)

Section 61(a) includes in gross incone “all inconme from

what ever source derived” unless excluded by a specific provision
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of the Code. This statute is construed broadly, whereas
excl usions fromgross incone are construed narrowy.

Commi ssioner v. Schleier, 515 U S. 323, 328 (1995); United States

v. Burke, 504 U. S. 229, 233 (1992); Conm ssioner v. d enshaw

dass Co., 348 U. S. 426, 431 (1955). Section 104(a)(2) excludes
fromgross incone “the anmount of any damages (other than punitive
damages) received (whether by suit or agreenent and whet her as
l unmp suns or as periodic paynents) on account of personal
physical injuries or physical sickness”.®

To be eligible for the section 104(a)(2) exclusion, a
t axpayer nmust denonstrate that (1) the underlying cause of action
giving rise to the recovery is based in tort or tort type rights,
and (2) the damages were received on account of personal physical

injuries or physical sickness. Conmm ssioner v. Schleier, supra

at 337; Prasil v. Commi ssioner, T.C Meno. 2003-100. In the

context of section 104(a)(2), the terns “physical injury” and

“physi cal sickness” do not include enotional distress, except to

The Smal | Business Job Protection Act of 1996 (SBJPA), Pub.
L. 104-188, sec. 1605, 110 Stat. 1838, anended sec. 104(a)(2) to
narrow t he exclusion for damages received for personal injuries
or sickness to damages for personal injury or sickness that is
physical in nature, effective for amobunts received after Aug. 20,
1996. See United States v. Burke, 504 U S. 229, 236 n.6 (1992)
(preanmendnent personal injuries or sickness did not include
damages pursuant to the settlenent of purely economc rights, but
did include “nonphysical injuries to the individual, such as
t hose affecting enotion, reputation, or character”). SBJPA al so
anended sec. 104(a)(2) to except punitive damages fromthe
exclusion irrespective of whether they derived froma case
i nvol vi ng physi cal or nonphysical injury.
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the extent of damages not in excess of the anount paid for
medi cal care described in section 213(d)(1)(A) and (B)
attributable to enotional distress. See sec. 104(a) (flush
| anguage) .
When damages are received pursuant to a settl enment
agreenent, the nature of the claimthat was the actual basis for

settlenment, and not the validity of the claim controls whether

such amount is excludabl e under section 104(a)(2). United States

v. Burke, supra at 237; see also Bagley v. Conm ssioner, 105 T.C.

396, 406 (1995) (“[T]he critical questionis, in lieu of what was
the settl enment amount paid?”), affd. 121 F.3d 393 (8th Cr

1997). The determ nation of the nature of the claimis a factual
inquiry and is generally made by reference to the settl enent

agreenent. Robinson v. Conmm ssioner, 102 T.C. 116, 126 (1994),

affd. in part and revd. in part on another issue 70 F.3d 34 (5th
Cr. 1995). An express allocation in the settlenment agreenent of
a portion of the proceeds to tort or tortlike clainms is generally
bi nding for tax purposes if the agreenment was entered into by the
parties in an adversarial relationship at arms length and in

good faith. Bagley v. Conm ssioner, supra at 406; Robinson v.

Conm ssi oner, supra at 126-127. |If the settlenment agreenent
| acks express | anguage stating what the settlenent anount was
paid to settle, we look to the intent of the payor, based on al

the facts and circunstances of the case, including the conplaint
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that was filed and the details surrounding the litigation.

Knuckles v. Comm ssioner, 349 F.2d 610, 613 (10th G r. 1965),

affg. T.C. Menp. 1964-33; Robinson v. Conm ssioner, supra at 127.

1. The Parties’ Contentions

Respondent concedes that petitioner satisfies the first
requi renment for exclusion under section 104(a)(2). Respondent
contends, however, that petitioner does not satisfy the second
requi renment for exclusion because the settlenent proceeds were
not received on account of personal physical injury or physical
si ckness, regardl ess of whether “petitioner’s reporting his
suspicions to banking authorities, his termnation or the alleged
viol ation of his procedural and substantive due process rights
gave rise to the recovery of the settlenent proceeds”.

Petitioner contends that although the “crux of the cases,
whi ch were settled, was that the Nevada Suprene Court, through
its menbers, utilized it [sic] power * * * to violate Alluns
constitutional rights to a fair and inpartial tribunal and to
vi ol ate the Nevada and Federal Rules of G vil Procedure”, he
received the settl ement funds because he had been | abeled a R CO
schenme participant by the Nevada Suprene Court and had | ost his
FHA underwriting license (license). Petitioner further contends
t hat because he has a property interest in his |license, the
al l eged loss of the license constitutes a personal physi cal

injury for purposes of section 104(a)(2).
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2. Anal ysi s

Because the settl enent paynent was nmade pursuant to the
agreenent between petitioner and the bank, we |ook first to the
agreenent’s ternms in order to determ ne whether the paynent is
attributable to a personal physical injury. The agreenent
provi ded that the settlement anount is payable to petitioner in
consideration of the settlenent of petitioner’s “civil rights
clainms” in case No. CV-N 94-455. The agreenent also required
petitioner to rel ease or request dismssal of all of his known
and unknown cl ai ns agai nst the defendants arising out of both his
enpl oynment relationship with the bank and his State and Feder al
court clains and litigation as additional consideration for the
settlenment. The agreenent, however, did not allocate any part of
the settlenment anmount to a personal physical injury or refer to a
personal physical injury resulting fromany civil rights
viol ations or generally released clainms. Rather, the agreenent
expressly provided that the settl enent anount was to be reported
to the RS on a Form 1099 and was potentially taxable.

Because we cannot clearly discern fromthe agreenent why the
settl enment anobunt was paid, we nmust also look to the allegations
in petitioner’s conplaint to determ ne whether the “civil rights
clains” to which the proceeds are allocated are clains for

personal physical injuries. See Robinson v. Conm ssioner, supra

at 127 (when paynents are received pursuant to a settl enent
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agreenent from which we cannot clearly discern why the paynents
were made, the underlying conplaint is normally exam ned as an
i ndi cator of the payor’s intent). Petitioner alleges in his
conplaint that his civil rights were viol ated because his
procedural and substantive due process rights were infringed. In
essence, he clains his due process rights were violated through
judicial msconduct done in furtherance of Nevada s “good ol e
boy” network. Although the conplaint also includes general
all egations that he suffered enotional and physical damage as a
result of the alleged violations and seeks conpensatory and
punitive damages, it contains no specific allegations of personal
physical injury or physical sickness.?0

Nei ther the settlenent agreenment nor the conplaint
establishes that the bank made any portion of the settlenent
paynent to petitioner on account of a personal physical injury or
physi cal sickness. The agreenment and conplaint only indicate
that the bank made the paynent on account of civil rights
violations and for a general release fromall of petitioner’s

cl ai ms.

The nere nmention of “personal physical injury” in a
conpl aint does not, by itself, serve to exclude the recovery from
gross i ncone under sec. 104(a)(2) because the “personal physical
injury” language could easily be included in every conpl aint,
even if such claimwere only a “throwaway” claim See
Kightlinger v. Conm ssioner, T.C Menp. 1998-357.
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Petitioner neverthel ess argues that the bank made the
settlenment paynent as a result of the alleged loss of his |icense
and that such loss is a personal physical injury under section
104(a)(2) so that the settlenment proceeds are excludable in their
entirety. This argunent, however, is unsupported by the record
in this case for several reasons. First, the agreenent makes no
specific allocation of proceeds to the alleged |oss of the
license. Second, although petitioner’s conplaint alleges that
petitioner was falsely | abeled a participant in a R CO schene,
the conpl ai nt does not allege petitioner lost his |icense as a
result. Third, in March 1998, the Court of Appeals for the Ninth
Crcuit found that petitioner had not proved that he had been
deprived of his license by the defendants, making it highly
unli kely that the bank woul d of fer petitioner $500,000 for the
all eged loss of the license nore than a year |ater.

Even if we assuned, for purposes of argunent, that the bank
made the settl enment paynment on account of the alleged | oss of
petitioner’s license, this fact would not support petitioner’s
argunent. Petitioner’s interest in his license is a property
interest, and recovery for “business or property” is separate and

distinct fromrecovery for personal injury. Berg v. First State

Ins. Co., 915 F.2d 460, 464 (9th Cr. 1990); Mshler v. Nev.

State Bd. of Med. Exanrs., 896 F.2d 408, 409-410 (9th G r. 1990);

Rylewicz v. Beaton Servs., Ltd., 888 F.2d 1175, 1180 (7th G
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1989); Kightlinger v. Conm ssioner, T.C Meno. 1998-357 (citing

Genty v. Resolution Trust Corporation, 937 F.2d 899, 918 (3d G r

1991)).

3. Concl usi on

The agreenent did not allocate any part of the settl enent
paynment to any personal physical injury or physical sickness
i nvol ving petitioner, and the other evidence in the record does
not support such an allocation. Accordingly, we conclude that no
portion of the $500,000 settlenent paynent was conpensation for a
personal physical injury or physical sickness and that petitioner
is not entitled to exclude the paynent from gross inconme under
section 104(a)(2).

4. Petitioner’'s Additional Arqgunents

a. Constitutionality of Section 104(a)(2)

Al ternatively, petitioner contends that section 104(a)(2)
does not apply to his settlenent proceeds because it is
unconstitutionally vague. Petitioner argues that the | ocal
Taxpayer Advocate Service office’'s inability to give a
“definitive answer” to his initial inquiry regarding the

applicability of section 104(a)(2) provides “prinma facia evidence

that the IRS, the agency to enforce the statute, does not know
what is included or excluded as taxable or non-taxable incone.”
Section 104(a)(2) provides that the anount of any danages,

ot her than punitive damages, received by suit or agreenent “on
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account of personal physical injuries or physical sickness” is
excl udabl e fromgross incone. The |anguage of the statute is not
vague or anbi guous such that “nmen of conmon intelligence nust

necessarily guess at its neaning”. Baggett v. Bullitt, 377 U.S.

360, 367 (1964); Connally v. Gen. Constr. Co., 269 U S. 385, 391

(1926); see also Retired Teachers Legal Def. Fund, Inc. v.

Conm ssioner, 78 T.C. 280, 285 (1982). Mreover, the IRS

specifically offered petitioner a nore formal opinion on the
taxability of his settlenent, which petitioner refused, and
post amendnent section 104(a)(2) has been applied in numerous
opinions with no nmention of any concern about vagueness.!! See,

e.g., Ndirika v. Conm ssioner, T.C Meno. 2004-250; Lindsey v.

Conmi ssioner, T.C. Menp. 2004-113; Tanberella v. Conni ssi oner,

T.C. Meno. 2004-47; Anpbs v. Conmi ssioner, T.C. Menp. 2003-329;

Shaltz v. Comm ssioner, T.C Menp. 2003-173. Although the

standard established in section 104(a)(2) may be difficult to
apply to particular factual circunstances, this fact does not

render the statute vague or anbi guous and does not persuade us to

I\When ot her constitutional chall enges have been raised
agai nst sec. 104(a)(2), the statute consistently has been uphel d.
See, e.g., Polone v. Conm ssioner, T.C Meno. 2003-339
(post anendnment sec. 104 is not unconstitutionally retroactive);
Venabl e v. Comm ssioner, T.C Meno. 2003-240 (postanendnent sec.
104 is neither retroactive nor unconstitutional), affd. 110 Fed.
Appx. 421 (5th Cir. 2004); see also Young v. United States, 332
F.3d 893 (6th Cr. 2003) (the distinction in postanendnent sec.
104(a) (2) between physical and nonphysical injury does not
violate the Equal Protection Cause of the Fifth Arend.).




-19-

find section 104(a)(2) unconstitutional. See Cottrell v.

Conmi ssioner, T.C. Menp. 1970-218.

b. Capi tal | nvestnent

Petitioner argues that the settlenent proceeds are “not only
for ‘personal physical injury’” but are also a nontaxable return
on capital because they are allocable to the loss of his |license
as the source of his business and to the |oss of goodw Il he
generated in being known for his honesty and trustworthiness.

See, e.g., OKC Corp. & Subs. v. Conm ssioner, 82 T.C. 638, 650

(1984) (settlenent proceeds may be received as a repl acenent for
capital destroyed or for the sale or exchange of a capital asset
so that they are treated as a nontaxable return of capital or a
taxabl e capital gain, respectively).

The record contains no credi ble evidence that the bank made
any portion of the settlenent paynent for petitioner’s alleged
| oss of license or goodwi ||, and petitioner has otherw se failed
to show that the settlenent proceeds, in whole or in part, are
attributable to the danage of any capital asset. Consequently,
we reject petitioner’s argunent.

B. Attorney’'s Fees and Costs

1. Conmi ssi oner v. Banks

In Conm ssioner v. Banks, 543 U S. _ , 125 S. Q. 826

(2005), the U S. Suprene Court addressed whether the portion of a

noney judgnment or settlement paid to a plaintiff’s attorney under
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a contingent fee agreenent was includable in the plaintiff’s
gross incone. The Suprene Court held that a contingent fee
agreenent between an attorney and a client should be viewed as an
anticipatory assignnent to the attorney of a portion of the
client’s income fromany litigation recovery!? and that, “as a
general rule, when a litigant’s recovery constitutes incone, the
litigant’s inconme includes the portion of the recovery paid to

the attorney as a contingent fee.” 1d. at : , 125 S. O

at 829, 831. The Suprene Court’s holding is consistent with
prior opinions of this Court holding that the portion of a
recovery paid to an attorney as a contingent fee is includable in

the litigant’s incone. See Kenseth v. Conm ssioner, 114 T.C 399

(2000), affd. 259 F.3d 881 (7th Gr. 2001);: OBrien v.

Comm ssioner, 38 T.C. 707, 712 (1962), affd. per curiam 319 F. 2d

532 (3d Gir. 1963).

2. The Parties’ Contentions

Petitioner argues that the portion of the settlenment anount

used to pay his attorney’s fees is not includable in his gross

2Under the anticipatory assignnent of income doctrine, a
t axpayer cannot exclude an economi c gain fromgross incone by
assigning the gain in advance to another party. Conm Ssioner V.
Banks, 543 U.S. _ , | 125 S. C. 826, 831 (2005). The
rationale for this doctrine is that “gains should be taxed ‘to
t hose who earn them, a maxi mwe have called ‘the first principle

of income taxation'”. [d. at _ , 125 S. C. at 831 (citations
omtted). |In order to preserve this principle, when incone is
anticipatorily assigned it is attributed to the taxpayer who

retains dom nion over the incone-generating asset. [|d. at |

125 S. C. at 831-832.
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i nconme because the nature of his relationship with the

def endants, the nature of his underlying clains, and the
retention of his attorney “for the sole purpose of cul mnating

the settlenent agreenent” distinguish his case from Conm ssi oner

v. Banks, supra; and his relationship with his attorney

constituted a “de facto subchapter K partnership”.® Respondent
contends that Banks is controlling and that the portion of the
settl enment anount used to pay petitioner’s attorney’s fees nust
be included in petitioner’s gross inconme. Respondent concedes
that petitioner may deduct the anount of the attorney’'s fees as a
m scel | aneous item zed deduction subject to the restrictions of
sections 67 and 68 and the alternative m ninumtax provisions.

We agree with respondent.

3petitioner also contends that “If any tax is determned to
be due”, the filing fees, discovery fees, and supply costs he
allegedly incurred in pursuing his clainms against the bank
“shoul d be excluded as costs of producing the taxable incone.”
We interpret this as petitioner’s argunent that the fees and
costs are deductible as expenses paid or incurred for the
production of incone under sec. 212(1). Deductions are strictly
a matter of legislative grace, and petitioner nust show that his
deductions are allowed by the Internal Revenue Code. Rule
142(a); New Colonial lce Co. v. Helvering, 292 U S. 435, 440
(1934). Petitioner nust also keep sufficient records to
substanti ate any deductions otherw se all owed by the Internal
Revenue Code. Sec. 6001; see New Colonial lIce Co. v. Helvering,
supra at 440. Petitioner provided no evidence regardi ng any of
the alleged fees and costs other than his own vague testinony.
In the absence of corroborating evidence, we are not required to
accept petitioner’s self-serving testinony. See Tokarski v.
Comm ssioner, 87 T.C. 74, 77 (1986). Because petitioner has
failed to substantiate the fees and costs, he is not entitled to
deduct them
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3. Anal ysi s

I n Conm ssioner v. Banks, supra, the Suprene Court

consol i dated the cases of taxpayers John W Banks Il and Sigitas
J. Banaitis. M. Banks had retained an attorney on a conti ngent
fee basis and had filed a civil suit against his enployer

al | egi ng enpl oynent discrimnation under Federal and State | aw.
Id. at __ , 125 S. C. at 829. M. Banaitis had retained an
attorney on a contingent fee basis and had filed a civil suit
agai nst his enployer alleging wllful interference wwth his

enpl oynent contract and wongful termnation. 1d. at _ , 125 S
Ct. at 830. Both taxpayers settled their clains, and neither

t axpayer included the anobunt of settlement proceeds paid to his
attorney in his gross incone. 1d. at _ , 125 S. C. at 829-830.
The Comm ssioner issued to each taxpayer a notice of deficiency
in which the Comm ssioner determ ned that the anmpbunt paid to the
taxpayer’s attorney as a contingent fee was includable in the
taxpayer’s inconme, and each taxpayer contested the determ nation
Id. Relying on the facts that the taxpayers retained control
over their legal clains (incone-generating assets), diverted sone
of the settlenent anmobunt to their attorneys through their
respective contingent fee agreenents, and realized a consequent
benefit, the Suprene Court decided that each taxpayer nust

include in his gross incone the portion of the settlenment anount
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paid to his attorney under the contingent fee agreenent. [d. at

, ; , 125 S. . at 828-829, 832, 834.

In arriving at its decision, the Suprene Court rejected the
t axpayers’ argunent that a contingent fee agreenent establishes,
for tax purposes, a joint venture or partnership “in which the
client and attorney conbine their respective assets--the client’s
claimand the attorney’s skill--and apportion any resulting
profits.” 1d. at _ , 125 S. (. at 832-833. In rejecting this
argunent, the Suprene Court reasoned that “regardl ess of the
variations in particular conpensation agreenments or the anount of
skill and effort the attorney contributes,” the relationship
between a client and his attorney is a “quintessential principal-
agent rel ationship” because the client retains ultinmte dom nion
and control over the underlying claim and the attorney is
dutybound to act only in the interests of the client. [d. at
. ___, 125 s. . at 832, 833. The Suprene Court further held
that the client may not exclude litigation proceeds used to pay
attorney’s fees fromhis gross incone, even when the attorney-
client contract or State | aw confers special rights or
protections on the attorney, including providing the attorney
with an “ownership interest” in his fees, so |long as these
protections do not alter the fundanental principal-agent
character of the relationship. Id. at __ , 125 S. . at 833.

The Suprene Court declined to address whether a contingent fee



- 24-
agreenent established a “Subchapter K partnership”, however,
because the “novel [proposition] of law with broad inplications
for the tax systenf was not advanced at an earlier stage of the

litigation. Conm ssioner v. Banks, 543 U.S. at __ , 125 S. O

at 833.

a. Petitioner’'s Argunent That Banks I|s
Di sti nqui shabl e

In this case, petitioner hired an attorney to represent him
in the settlement of his |legal clains against the defendants on a
contingent fee basis, received a settlenent anmount fromthe
defendants, failed to include the settlenment anount, i ncluding
the portion paid to his attorney, in his gross inconme, and was
i ssued a notice of deficiency by respondent. This is precisely
the type of situation the Suprene Court considered in Banks. W
therefore reject petitioner’s contention that Banks is not
controlling because the type of facts on which he relies to
di stinguish his case--the nature of his relationship with the

defendants and his underlying clains,! and what he ternms his

4The Suprene Court did consider the fact that M. Banks
brought his legal clains under Federal statutes authorizing fee
awards to prevailing plaintiff’s attorneys due to M. Banks’
contention that the application of the anticipatory assignnent of
i ncome principle wuld be inconsistent wth the purpose of
statutory fee-shifting provisions. Conm ssioner v. Banks, 543
US at _ , 125 S. . at 834. Because M. Banks ultimtely
settled his clains and his attorney received his fee pursuant to
their contingent fee arrangenent rather than a statutory fee-
shifting provision, however, the Suprene Court did not address
this contention. |d. Petitioner has not asserted a simlar

(continued. . .)
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“one event relationship” with his attorney--provide no nmeani ngf ul
di stinction from Banks.

b. Petitioner’'s Subchapter K Partnership Argunent

Petitioner also contends that the portion of the settlenent
anount used to pay his attorney’s fees is not includable in his
gross incone because a de facto subchapter K partnership existed
bet ween petitioner and his attorney. Petitioner argues that he
conbined his rights in his settlenment recovery with his
attorney’ s professional license, that “The gross incone produced
by the partnership (settlenment nonies fromthe defendants) could
not have occurred without the partnership”, and that the
rel ati onship between petitioner and his attorney “is anal ogous to

the horse owner and trainer in MDougal v. Conm ssioner, 62 T.C

720 (1974) in which the court determned that a joint venture
resulted.” W reject petitioner’s attenpt to avoi d Federal

i ncome taxation of the portion of the settlenent anount he paid
to his attorney by labeling his relationship with his attorney a

subchapt er K partnership.

¥4(...continued)
contention in this case.
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The substantive | aw governing the Federal incone taxation of
partners and partnerships is found in subchapter K (sections 701

t hrough 777) of the Code.! See Rhone-Poul enc Surfactants &

Specialties, L.P. v. Comm ssioner, 114 T.C 533, 539 (2000). An

entity that neets the definition of partnership provided by
section 761(a)--“a syndicate, group, pool, joint venture or other
uni ncor por at ed organi zati on through or by neans of which any

busi ness, financial operation, or venture is carried on, and
which is not * * * a corporation or a trust or estate’--is thus

subject to the provisions of subchapter K ! See sec. 1.761-1,

I5A joint venture or other contractual arrangenent nay
create a separate entity for Federal tax purposes if the
participants carry on a trade, business, financial operation, or
joint venture and divide the profits therefrom Sec. 301.7701-
1(a)(2), Proced. & Adm n. Regs. An eligible donestic business
entity with two or nore nenbers will be classified for Federal
tax purposes as a partnership unless it elects to be classified
as a corporation. See sec. 301.7701-2(a), Proced. & Adm n. Regs.
(defining “business entity” as “any entity recogni zed for federal
tax purposes * * * that is not properly classified as a trust
under 8301.7701-4 or otherw se subject to special treatnent under
the Internal Revenue Code”); see also sec. 301.7701-3(a) and (b),
Proced. & Adm n. Regs. Wether an organization is an entity
separate fromits owners for Federal tax purposes is a matter of
Federal tax |aw and does not depend on whether the organization
is recognized as an entity under local law. Sec. 301.7701-

1(a) (1), Proced. & Adm n. Regs.

18Sec. 761(a) al so provides that the nenbers of an

uni ncor por at ed organi zati on may el ect to exclude such

organi zation fromthe application of all or part of subch. Kif

it is availed of (1) for investnent purposes only and not for the

active conduct of a business, (2) for the joint production,

extraction, or use of property, but not for the purpose of

selling services or property produced or extracted, or (3) by

dealers in securities for a short period for the purpose of
(continued. . .)
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| ncome Tax Regs.; see also sec. 7701(a)(2) (providing the sanme
definition of “partnership” as section 761(a) for purposes of the
Code); secs. 301.7701-1, 301.7701-2, and 301.7701-3, Proced. &
Adm n. Regs.

In order to determ ne whether a partnership exists for
Federal incone tax purposes, and is thereby subject to the
provi si ons of subchapter K, the Court nust consider whether, in
light of all the facts, the parties in good faith and acting with
a business purpose intended to join together in the present

conduct of an enterprise. Conmm ssioner v. Culbertson, 337 U S

733, 743 (1949). Factors the Court may consider in making this
determ nation include the agreenment, the conduct of the parties
in execution of its provisions, their statenents, the testinony
of disinterested persons, the relationship of the parties, their

respective abilities and capital contributions, the actual

18(, .. continued)
underwiting, selling, or distributing a particular issue of
securities, if the incone of the nmenbers of the organization may
be adequately determ ned wi thout conputation of partnership
i ncone. Such electing organi zations are still considered
partnershi ps for purposes of the other sections of the Code,
however. Bryant v. Conm ssioner, 46 T.C. 848, 864 (1966) (“The
el ection under section 761(a) does not operate to change the
nature of the entity. * * * The partnership remains intact and
ot her sections of the Code are applicable as if no exclusion
existed.”), affd. 399 F.2d 800 (5th G r. 1968). Subch. K
therefore, governs the Federal incone tax treatment of an entity
qual i fying as a partnership under secs. 761(a) and 7701(a)(2),
and their acconpanying regulations, unless it is an entity
specifically enunerated in sec. 761(a) that is eligible to el ect
out of subch. K treatnent and does so.
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control of inconme and the purposes for which it is used, and any
other facts throwng light on their true intent. 1d. at 742; see

al so Luna v. Conm ssioner, 42 T.C 1067, 1077-1078 (1964) (other

factors to consider include whether each party was a princi pal
and coproprietor, or whether one party was the agent or enployee
of the other, receiving for his services contingent conpensation
in the formof a percentage of inconme; whether the parties filed
Federal partnership returns or otherw se represented to
respondent or to persons with whomthey dealt that they were
joint venturers; and whether the parties exercised nutual control
over and assunmed nutual responsibilities for the enterprise).

The record in this case does not support petitioner’s
contention that a subchapter K partnership existed, for several
reasons. First, petitioner produced no evidence that he intended
to forma partnership with his attorney. The record contains
only an argunent, made for the first tinme on brief, that a de
facto subchapter K partnership “existed” because of the
conbi nation of his interest in his legal clains and his
attorney’ s professional |icense. Second, contrary to the
position he advocated on brief, petitioner both testified at
trial and submtted to the Court as a stipulation of fact that he
“hired” his attorney “to represent hinm in the settlement of his
| egal clains and paid himfor “services he rendered”,

denonstrating that petitioner did not view his attorney as a
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coowner of his legal clains, but as a | egal representative

recei ving conpensation for his services. See Kessler v.

Comm ssioner, T.C Meno. 1982-432 (merely providi ng conpensation

to an enpl oyee or independent contractor on a contingent fee
basis, as is commobn anong attorneys, does not convert the
relationship to a partnership for Federal tax purposes); see also

Smith v. Conm ssioner, 33 T.C. 465, 487 (1959), affd. in part,

revd. in part and remanded on another issue 313 F.2d 724 (8th

Cr. 1963); Contek Expositions, Inc. v. Conm ssioner, T.C Meno.

2003-135, affd. 99 Fed. Appx. 343 (2d G r. 2004). Third,
petitioner produced no evidence regardi ng whether the attorney
intended to forma partnership with him It is well established
that the failure of a party to introduce evidence which, if true,
woul d be favorable to him gives rise to the presunption that the

evi dence woul d be unfavorable if produced. Wchita Term nal

El evator Co. v. Conm ssioner, 6 T.C 1158, 1165 (1946), affd. 162

F.2d 513 (10th Cr. 1947).
Furthernmore, the record denonstrates that petitioner’s

reliance on McDougal v. Comm ssioner, 62 T.C. 720 (1974), is

m spl aced. I n MDougal, we determ ned whether the taxpayer’s
transfer of a one-half interest in a racehorse to a horse trainer
constituted a contribution to a partnership or joint venture
formed by the taxpayer and trainer. |1d. The taxpayer had

purchased the horse on the trainer’s advice, and he prom sed the
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trainer a one-half interest in the animal once he had recovered
acqui sition costs and expenses. 1d. at 721. The taxpayer did
not make the promse in |lieu of paynment of the standard trainer’s
fee, however, and continued to conpensate the trainer for the
services he provided in relation to the horse until the tine of
the transfer. After the transfer, the taxpayer and the trainer
made j oi nt decisions regarding the horse, created a partnership
agreenent, agreed to share profits equally, conputed what the
partnership’'s tax return would show (although they did not file a
partnership return for the year in issue), and reported the
results of the conputation on their individual returns. 1d. at
722, 723. Because of the presence of all of these factors, we
found that the taxpayer and the trainer had forned a joint
venture. 1d. at 725. MDougal, therefore, is distinguishable
fromthis case because there is no evidence petitioner and his
attorney agreed to forma partnership, shared control over
petitioner’s legal clains, considered their relationship a
separate entity for tax purposes or treated it as such, or
considered the attorney’s fees to be anything other than
conpensation for services. Consequently, we reject petitioner’s
contenti on.

C. Concl usi on

Because the Supreme Court’s opinion in Conm sSsioner V.

Banks, 543 U.S. __ , 125 S. . 826 (2005), is controlling, we
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hold that the entire settlenent anmount, including the portion
petitioner paid to his attorney pursuant to a contingent fee
agreenent, nust be included in petitioner’s gross incone. See

Hel vering v. Horst, 311 U S. 112 (1940); Lucas v. Earl, 281 U S

111 (1930). We have carefully considered all renaining argunents
made by the parties for results contrary to those expressed
herein and, to the extent not discussed above, concl ude that
those argunents are without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




