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Ps are Hand W H, a sharehol der and forner
enpl oyee of D Corp., filed suit with W also a
sharehol der of D, against D and its other sharehol ders
for wongful termnation of Hs enploynment and for
di ssolution of D. Following a jury verdict of $2.1
mllion in favor of Hon his wongful termnation claim
Ps and D negotiated a gl obal settlenment under which D in
1996 paid a total of $1.2 million to settle H s wongful
termnation claim $799,000 to H and $401, 000 to Ps’
attorney; D settled Ps’ dissolution clains by agreeing
to buy back Ps’ shares in Din an installnent sale with
paynments scheduled to begin in 1997. Ps did not report
or disclose on their 1996 joint incone tax return the
$401, 000 paynment to their attorney, on the ground that D
made the paynent pursuant to “a rei nbursenent or other
expense al |l owance arrangenent” under |I.R C sec.
62(a)(2) (A and sec. 1.62-2, Incone Tax Regs. R
determ ned that the paynent to Ps’ attorney had to be
included in Ps’ gross inconme and did not qualify as paid
pursuant to an “accountabl e plan” under sec. 1.62-2,



-2 -

| ncone Tax Regs. R therefore determned that Ps were
required to treat the paynent as an item zed deducti on,
rather than a deduction in conputing adjusted gross
income. Such an item zed deduction is disallowd as a
deduction under 1.R C. sec. 56(b)(1)(A) (i) in conputing
i ncome subject to alternative mninmmtax under |.R C
sec. 55.

Hel d: Amounts paid by a fornmer enployer to a
former enployee in settlenment of his w ongful
termnation claimfail to satisfy the first requirenent
for an accountabl e plan, the “business connection”
requirenent of I.R C sec. 62(a)(2)(A) as set forth in
sec. 1.62-2(d)(1), Incone Tax Regs.; the paynent to Ps’
attorneys is included in Ps’ gross inconme and is treated
as an item zed deducti on.

David M Kirsch, for petitioners.

Julie A Fields, for respondent.

OPI NI ON

BEGHE, Judge: This case is before the Court fully
stipul ated under Rule 122.! Respondent determ ned a deficiency
of $97,833 in petitioners’ 1996 Federal incone tax. The issue
for decision is whether petitioners may treat a certain
attorney’s fee as paid under “a rei nbursenent or other expense
al | onance arrangenent” as defined in section 62(a)(2)(A) and (c)
so as to be excluded fromgross incone or deducted in arriving at

adj usted gross incone under section 62(a). Respondent contends

Al Rule references are to the Tax Court Rules of Practice
and Procedure, and all section references are to the |nternal
Revenue Code in effect for the year at issue, unless otherw se
speci fi ed.
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that the fee nmust be included in gross incone and treated as a

m scel | aneous item zed deduction from adj usted gross i ncone,
subject to the 2-percent floor under section 67(a) and disall owed
as a deduction under section 56 in conmputing inconme subject to
the alternative mninmmtax (AMI) under section 55. W hold for
respondent that the fee nust be treated as a m scel | aneous

item zed deducti on.

Backgr ound

Petitioners Frank and Barbara Biehl (M. Biehl and Ms.
Biehl) resided in San Jose, California, when they filed the
petition.

M. Biehl was an enpl oyee, officer, sharehol der, and
director of North Coast Medical, Inc. (NCM), a manufacturer and
distributor of nedical supplies. Ms. Biehl was also a
shar ehol der of NCM.

On Decenber 6, 1990, petitioners entered into a
“sharehol ders agreenent” with NCM and its other sharehol ders.
The sharehol ders agreenent provi ded, anong other things, that,
for any suit brought for breach of the agreenent, the prevailing
party would be entitled to recover all costs and expenses of the
suit, including attorney’s fees.

The sharehol ders agreenent was primarily concerned with the
i nposition of restrictions and requirenments regardi ng ownership

of the shares of NCM, providing for, anong other things,
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restrictions on transfer, including nmaintenance of S el ection,
rights of first refusal, the effects of involuntary transfers,
| egendi ng shares, the status of transferees, and so on. The
agreenent recites that the parties intend that all present and
future individual sharehol ders, other than Ms. Biehl and the
spouse of anot her sharehol der enpl oyee, woul d be enpl oyees of the
corporation, but that nothing in the agreenment is intended to
create or inply any obligation of NCM to enploy or continue to
enpl oy any sharehol der.

In March 1994, petitioners filed an action in Santa Cl ara
County, California, Superior Court against NCM and its other
sharehol ders. Petitioners were represented by the law firm of
Ainpia, Welan, & Lively. Petitioners’ original fee agreenent
dated May 31, 1994, required petitioners to pay dinpia, Welan,
& Lively an hourly fee for its services. The second fee
agreenent, dated January 25, 1996, changed the original hourly
fee agreenment to a contingency fee agreenent. Under the terns of
the contingency fee agreenent, petitioners agreed to pay Qi npia,
Whel an, & Lively one-third of all suns recovered.

Petitioners’ action against NCM included a claimfor
wrongful termnation of M. Biehl’s enploynent as vice president
and general manager of NCM and a claimfor dissolution of NCM

that woul d have entitled petitioners to be paid for their shares
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of NCM. Petitioners’ clains were bifurcated, and M. Biehl’s
wrongful termnation claimwas tried in March 1996. The jury
returned a $2. 1 mllion verdict in favor of M. Biehl.

Foll owi ng the verdict on the wongful termnation claim and
W thout resolution by suit of petitioners’ clains for dissolution
of NCM, petitioners and NCM entered into negotiations | ooking
toward a gl obal settlenment. On Decenber 31, 1996, NCM mnmade two
paynents: $799,000 directly to M. Biehl and $401, 000 directly
to dinpia, Welan, & Lively. During January 1997, petitioners,
NCM , and the ot her defendants signed and delivered a
“Confidential Settlenent Agreenent and Rel ease of C ains”
(settlenent agreenent), which set forth the ternms of the
settlement. The settlenent agreenent stated that the foregoing
paynments were made in settlenment of M. Biehl’s enpl oynent-
related clains and in paynent of attorney’'s fees related to the
enpl oynent clains, respectively. The settlenent agreenent does
not refer to NCM’'s paynent of the attorney’s fee as a
rei nbursenent to M. Biehl.

The settl enent agreenent resolved petitioners’ dissolution
claimby incorporating a stipulation for entry of judgnment. The
stipulation provided that the defendants woul d purchase
petitioners’ stock in NCM for $1.2 mllion in an install nment
sale in final settlement of the corporate dissolution claim

Mont hly paynents on the install nent sale were to begin on January
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31, 1997, and continue for 143 nonths until Decenber 31, 2008.
The defendants were required to pay petitioners $13, 321 each
mont h, which included interest at the rate of 8-1/2 percent per
year, calculated from Decenber 31, 1996. |If the defendants
failed to conply with the stipulation, judgnment would be entered
in favor of petitioners for the unpaid bal ance of the purchase
price, with interest, and petitioners’ reasonable attorney’s
f ees.

NCM issued a Form 1099 to M. Biehl showing $1.2 million
paid to himin 1996. On Cctober 16, 1997, petitioners filed a
nmotion in Santa Clara County Superior Court to enforce the
settlenment agreenent. Petitioners alleged that NCM viol ated the
settl enment agreenent by issuing one Form 1099 to M. Biehl for
$1.2 million, rather than two Forms 1099, one to M. Biehl for
$799, 000 and one to Ainpia, Welan, & Lively for $401, 000.
Petitioners’ notion to enforce the settl enent agreenent states
that the inconme tax consequences of the settlenent were a mgjor
concern to M. Biehl in the settlenent negotiations, and that he
had been satisfied with the settlenent agreenent because it
required NCM to pay the attorney’'s fee directly to Ainpia,
Whel an, & Lively. M. Biehl's stated concern was that if NCM
i ssued a single Form 1099, he would have to include $1.2 million
as his incone fromthe settlenment, versus $799, 000 had NCM

i ssued two Forns 1099. According to the notion, the tax
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treatment to NCM woul d be the sanme whether it issued one Form
1099 or two Forns 1099; in either case NCM woul d have a
deducti bl e expense of $1.2 mllion. The Superior Court granted
the notion, but the record does not indicate whether one or two
Forms 1099 were actually filed with respondent.

On their Form 1040, U.S. Individual Income Tax Return, for
1996, petitioners included in gross incone the $799, 000 NCM
directly paid to M. Biehl but did not report or disclose the
$401, 000 paynent to dinpia, Welan, & Lively. Respondent
determned in the statutory notice that petitioners should have
al so included in gross inconme and adjusted gross incone the
$401, 000 that NCM paid directly to their attorneys.
Respondent’ s expl anation of adjustnents in the statutory notice
of deficiency goes on to state: “Alternatively, if it is
determ ned this income constitutes reinbursenent, such
rei nbursenent was nade under a nonaccountable plan and is
includible in gross inconme.” Respondent determned that in
either case petitioners would be entitled to a $401, 000
m scel | aneous item zed deduction from adj usted gross incone.
Accordi ngly, respondent determ ned the deficiency in issue of
$97,833, primarily attributable to the AMI liability under
section 55 resulting fromdisall owance of the item zed deduction
under section 56(b)(1)(A (i) in conputing alternative m ni num

t axabl e i ncome.



Di scussi on

This is yet another case in which a taxpayer who
successfully prosecuted a wongful termnation claimagainst his
former enpl oyer, obtaining a taxable recovery, has attenpted to
avoid treating as an item zed deduction from adjusted gross
incone the attorney’'s fee paid to his attorney under their
contingent fee agreenent. It is clear under the jurisprudence of
the Tax Court, and the Court of Appeals for the Ninth Crcuit, to
whi ch this case woul d be appeal abl e, that such a fee is not
excluded fromgross inconme under the “common |aw’ of taxation.?
Petitioners have therefore chosen another tack on which there is

no authority on point in the Ninth Crcuit: that the fee was

2See Kenseth v. Comm ssioner, 114 T.C. 399 (2000), affd. 259
F.3d 881 (7th Gr. 2001); Banaitis v. Conmm ssioner, T.C. Mno.
2002-5; Freeman v. Comm ssioner, T.C. Meno. 2001-254; Banks v.
Comm ssioner, T.C Menp. 2001-48. Conpare Srivastava V.
Conmm ssi oner, 220 F.3d 353 (5th Gr. 2000), revg. in part, affg.
in part, and remanding T.C. Meno. 1998-362; Davis V.
Conm ssi oner, 210 F.3d 1346 (11th Gr. 2000), affg. T.C. Meno.
1998-248; Estate of Carks v. United States, 202 F.3d 854 (6th
Cr. 2000); Cotnamyv. Conmm ssioner, 263 F.2d 119 (5th Gr. 1959),
revg. in part 28 T.C. 947 (1957), with Sinyard v. Conmm Ssioner,
268 F.3d 756 (9th G r. 2001), affg. T.C Menp. 1998-364; Benci -
Wodward v. Conm ssioner, 219 F.3d 941, 943 (9th G r. 2000),
affg. T.C. Menp. 1998-395; Coady v. Conmm ssioner, 213 F.3d 1187
(9th Gr. 2000), affg. T.C. Menp. 1998-291; Brewer V.
Comm ssioner, T.C Meno. 1997-542, affd. w thout published
opinion 172 F.3d 875 (9th G r. 1999); Martinez v. Conm Ssioner,
T.C. Meno. 1997-126, affd. w thout published opinion 166 F.3d 343
(9th Gr. 1998); Fredrickson v. Conm ssioner, T.C Meno. 1997-
125, affd. wi thout published opinion 166 F.3d 342 (9th G
1998).
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paid by NCM to petitioners’ attorney under a “rei nbursenent or
ot her expense all owance arrangenment” under section 62(a)(2)(A)
and (c).?®

| f petitioners’ argunent should succeed, petitioners’ return
treatnment, in which they did not include in gross incone or even
di scl ose NCM ' s $401, 000 paynent to A inpia, Welan, & Lively,
woul d be vindicated; petitioners would not even be required to
i nclude the paynent in gross incone and claima deduction in
arriving at adjusted gross incone under section 62(a)(2)(A)—the
paynment woul d be excluded from M. Biehl’s gross incone as having
been paid pursuant to an “accountable plan”, as defined in
section 1.62-2, Inconme Tax Regs.

For the reasons discussed below, we hold that M. Biehl’s
attorney’s fee was not paid under an enpl oyee rei nbursenent or
ot her expense all owance arrangenment under section 62(a)(2)(A) and
(c); the statutory | anguage, the regul ations inplenmenting these
provi sions, legislative history explaining them and casel aw show
that attorney’s fees of former enployees in wongful term nation
cases against their forner enployers do not qualify as having

been pai d under such an arrangenent. The attorney’ s fee does not

3 See Brenner v. Comm ssioner, T.C Menp. 2001-127 (taxpayer
failed to substantiate his expenses to his former enployer as
required by sec. 1.62-2(e), Inconme Tax Regs.); Al exander V.

Comm ssioner, T.C Meno. 1995-51 (taxpayer did not prove that
paynment was made under a rei nbursenent arrangenent with his
former enployer), affd. 72 F.3d 938 (1st Cr. 1995).
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satisfy the “business connection” requirenent of section
62(a)(2)(A) and its 1939 Code predecessor, as that requirenent
has been interpreted and continues to be applied.

Statutory Franmework

Section 62 is entitled “Adjusted Gross | ncone Defined.”*

“The concept of “adjusted gross incone” was introduced to
the Federal incone tax by sec. 22(n) of the 1939 Code, enacted by
sec. 8(a) of the Individual Incone Tax Act of 1944, ch. 210, 58
Stat. 235, as part of a package to increase revenues to finance
the war effort. The package included an increase in marginal
rates which reached their highest historical level with the 1944
Act; al so between 1939 and 1945, the personal exenption was cut
in half, from$1,000 to $500, to extend the reach of the Federal
inconme tax to nore taxpayers. The 1944 Act introduced the
concept of “adjusted gross inconme” to inplenent the newly created
standard deduction, which was designed to sinplify the return-
filing process for the mgjority of new taxpayers and ease the
adm ni strative burden of exam ning the resulting increased nunber
of tax returns.

The standard deduction sinplified the process by providing
i ndividuals the option of deducting a fixed statutory estinate of
t heir deducti bl e nonbusi ness expenses in lieu of item zing each
expense they incurred. The concept of adjusted gross incone was
incorporated into the Internal Revenue Code to provide, before
t he deducti on of nonbusi ness expenses, an incone base to which
t he standard deducti on would be applied. Adjusted gross incone
i's supposed to be a rough estimate of anmpunts that a taxpayer has
to pay for his nonbusi ness expenses. Wen a taxpayer has
determ ned how nmuch incone is avail able for his nonbusiness
expenses, he may deci de whether to account for his deductible
nonbusi ness expenses by claimng the standard deducti on or by
item zing his expenses.

Under sec. 22(n)(1) of the 1939 Code and its successor in
subsequent Codes, sec. 62(a)(1l), business owners, partners in
firms, and i ndependent contractors could deduct all their
busi ness expenses fromgross inconme in arriving at adjusted gross
inconme without Iimtation and then either avail thenselves of the
standard deduction or item ze their nonbusiness expenses. Under
sec. 22(n)(2) and (3) of the 1939 Code, as enacted by the 1944

(continued. . .)
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Section 62(a) defines the adjusted gross incone of an individual
as gross inconme mnus deductions enunerated in the paragraphs
that follow Paragraphs (1) (entitled “Trade and Busi ness
Deductions”--without limtation) and (2) (entitled “Certain Trade
and Busi ness Deductions of Enpl oyees” (enphasis added)) give
effect to a longstanding disparity in treatnent between (1)
busi ness owners, partners in firms, and independent contractors,

and (2) enployees.® The former are favored under paragraph (1)

4(C...continued)
Act, enpl oyees, irrespective of whether they item zed their
deductions or clainmed the standard deduction, were entitled to
deduct, in arriving at adjusted gross incone, only-—-under par.
(2) — “expenses of travel, neals, and | odging paid or incurred by
the taxpayer while away from honme in connection with the
performance by himof services as an enpl oyee” and— under par.
(3)-—"“other than expenses * * * under a reinbursenent or other
expense-al | owance arrangenent with his enployer”. See H Rept.
1365, 78th Cong., 2d Sess. (1944), 1944 C B. 821, 838-839.

°I'n the area under consideration, the deductibility of
attorney’s fees incurred in prosecuting unlawful term nation
clainms, the disparity between sec. 62(a)(1l) and (2)(A), and the
corresponding limtations on item zed expenses and liability for
the AMI of former enployees are illustrated by Guill v.
Comm ssioner, 112 T.C 325 (1999), and Kenseth v. Conm Ssioner,
114 T.C. 399 (2000), affd. 259 F.3d 881 (7th Cr. 2001). In
@Quill v. Conmm ssioner, supra at 329-330, an independent
contractor former insurance agent’s attorney’'s fee of $151, 896,
incurred in prosecuting his civil action against the insurance
conpany that fired him were held to be deductible from gross
income in arriving at adjusted gross income pursuant to sec.
62(a)(1l). Conversely, in Kenseth v. Comm ssioner, supra at 407-
408, the taxpayer’s attorney’s fee of $91,800 in connection with
a Federal age discrimnation claimagainst his fornmer enployer,
did not reduce his gross inconme fromthe recovery and were
instead found to be allowable only as an item zed deduction from
adj usted gross incone. The results fromthe differing treatnents
are striking: the taxpayer in Guill enjoyed the full tax benefit
(continued. . .)
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by being allowed to deduct all expenses “attributable to a trade
or business carried on by” themin conputing their adjusted gross
i nconme; these expenses are coextensive with all the trade or
busi ness expenses they are entitled to deduct under section
162(a). Enployees, on the other hand, are all owed by paragraph
(2) to deduct only a very restricted category of their trade or
busi ness expenses in conputing adjusted gross inconme. In
addi tion, these expenses nust be “in connection wth” the
enpl oyee’ s rendering of services to the enpl oyer.

Par agraph (2)(A) of section 62(a),® entitled “Rei nbursed
expenses of enpl oyees”, provides that a taxpayer is allowed a
deduction fromgross incone in arriving at adjusted gross incone
for “The deductions allowed by part VI (section 161 and
foll owi ng) which consist of expenses paid or incurred by the
t axpayer, in connection with the performance by himof services

as an enpl oyee, under a reinbursenent or other expense all owance

5(...continued)
of a $151, 896 deduction, whereas the taxpayer in Kenseth had his
deduction of $91, 800 reduced by $5,298 under sec. 67 and phased
out to the extent of $4,694 under sec. 68 and was subject to an
AMI liability of $17,198 as a result of the disallowance of the
m scel | aneous item zed deduction for AMI purposes under sec.

56(Db) (1) (A) (i).

6Sec. 62(a)(2)(B) and (C) eases the restrictions for two
narrow cl asses of enployees. Performng artists who neet the
requi renents of sec. 62(b) and enpl oyees of a State or a
political subdivision are allowed to deduct all their otherw se
al l owabl e trade or busi ness expenses fromgross incone in
arriving at adjusted gross incone.
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arrangenent!” with his enployer.” Sec. 62(a)(2)(A). This

| anguage incorporates and illustrates a general proposition that
applies across the board to section 62(a) and al so highlights

t headdi ti onal specific restrictions to which enpl oyees are

‘Sec. 62(a)(2)(A) and its statutory predecessors do not
contain and have never contained a definition of the term
“arrangenent”. However, the regul ations under sec. 62(c) treat
the terns “arrangenent” and “plan” as synonynous. Sec. 1.62-
2(k), Incone Tax Regs., provides that if “a payor’s reinbursenent
or other expense all owance arrangenent evidences a pattern of
abuse of the rules of section 62(c) and this section, al
paynments made under the arrangenent will be treated as nade under
a nonaccount able plan.”

Dictionary definitions of the terns “arrangenent” and “plan”
are hel pful, although not dispositive, in indicating that the
ternms enconpass a continuing relationship, rather than a one-shot
paynment of the type at issue in the case at hand. The primary
definition of “arrangenent” in Wbster’s New Uni versal Unabridged
Dictionary 103 (2d ed. 1979) as “the act of putting in proper
order; also, the state of being put in order” inplies two or nore
el ements. The use of the termin bankruptcy arrangenents has
mul ti ple elenments enconpassing nultiple creditors of the debtor
whose affairs are arranged and a variety of terns and provisions
regardi ng the paynment or provisions for paynent of his debts.
Simlarly the dictionary definitions of “plan”, id. at 1372, as
“a scheme for making, doing, or arranging sonething;, a project; a
program a schedul e”, enconpass or inply nmultiple elenments for
acconpl i shing sonet hing over a period of tine.

The | aw of Federal preenption under the Enpl oyee Retirenent
| ncome Security Act of 1974 (ERI SA), Pub. L. 93-406, 88 Stat.
829, is in accord. See Fort Halifax Packing Co. v. Coyne, 482
US 1 (1987) (Maine statute requiring enployers to provi de one-
time severance paynent to enployees termnated in event of plant
cl osing not preenpted by ERI SA, which was intended to afford
enpl oyers uni form adm ni strative procedures governed by Federal
regul ati ons; ERI SA concern arises only with respect to benefits
whose provision requires ongoing adm nistrative programto neet
enpl oyer’ s obligations; thus Congress intended to preenpt State
laws relating to plans, rather than those sinply relating to
benefits).
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subj ect, as conpared with business owners, partners in firms, and
i ndependent contractors.

The general proposition is that a deduction is allowed under
section 62(a) only if it is allowable under sone other provision
of the Internal Revenue Code (Code). Section 62(a) nerely
enuner ates the deductions allowed an individual in conmputing
adj usted gross incone; it does not create any new or additional
deductions that are not already provided for by sone other
section of the Code. See sec. 1.62-1T(b), Tenporary I|Incone Tax
Regs., 53 Fed. Reg. 9873 (Mar. 28, 1988). In the case of
paragraphs (1) and (2)(A) of section 62(a), the allowable
deduction al ready provided under another section of the Code is
t he general provision for the deductibility of trade or business
expenses found in section 162(a).

The specific restriction to which enpl oyees are subj ect
under section 62(a)(2)(A) is that their deductions allowed in
conputing adjusted gross incone are restricted to those expenses
paid or incurred “in connection with the performance by him of
services as an enpl oyee, under a reinbursenent or other expense

al | onance arrangenent with his enployer.”® This |anguage sets

8Before 1986, sec. 62(2)(B) allowed enpl oyees to deduct from
gross incone in arriving at adjusted gross incone travel expenses
whil e away from hone, transportati on expenses, and expenses
incurred by “outside sal esmen” engaged in soliciting business for
the enpl oyer’ s place of business. Sec. 62(2)(B), (C, and (D
|. R C. 1954. As a result of the enactnent of the Tax Reform Act
(continued. . .)
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forth the “busi ness connection” requirenment, discussed below, and
is in contrast to the loosely interpreted “attributable to a
trade or business” | anguage of section 62(a)(1l) that applies to
busi ness owners, partners in firms, and independent contractors.

The scope of section 62(a)(2)(A) is further restricted by
section 62(c), as enacted by the Fam |y Support Act of 1988, Pub.
L. 100-485, sec. 702, 102 Stat. 2426, effective for tax years
begi nning after Decenber 31, 1988. Under section 62(c)(1) and
(2), an enpl oyee business expense will be treated as covered by a
“rei nbursenent or other expense all owance arrangenent” only if
the enployee is required (1) “to substantiate the expenses
covered by the arrangenent to the person providing the
rei mbursenment” and (2) to repay the person providing the
rei nbursenent amounts received in “excess of the substantiated
expenses covered under the arrangenent.” To satisfy section
62(c), the arrangenent nust be provided under an “accountabl e
pl an” as set forth in the regulations issued to inplenent section

62(c).

8. ..continued)
of 1986, Pub. L. 99-514, sec. 132(b)(1), 100 Stat. 2115, and the
Fam |y Support Act of 1988, Pub. L. 100-485, sec. 702, 102 Stat.
2426, these enpl oyee expenses nust satisfy the requirenents of
sec. 62(a)(2)(A and (c) of present |aw regarding rei nmbursenent
arrangenents and account abl e pl ans.



Requl at ory Fr anewor k

The first requirenent for an accountable plan is that the
expense nust be allowed as a deduction under section 162(a).
Sec. 1.62-2(d), Incone Tax Regs.; see also sec. 62(a)(2)(A. If
an expense satisfies this threshold requirenent, it nust be
scrutini zed under the regul ations inplenenting section 62(c) to
determ ne whether it was paid under a plan that qualifies as a
“rei nbursenent or ot her expense all owance arrangenent”. Sec.
1.62-2(c), Incone Tax Regs. Under section 1.62-2(c)(1), Inconme
Tax Regs., a deductible expense is paid under a qualifying
“rel mbursenment or other expense allowance arrangenent” if the
arrangenment neets the requirenments of paragraph (d) (which
i ncor porates the business connection requirenment of section
62(a)(2)(A) into the regul ations inplenenting section 62(c)), and
par agr aphs (e) and (f) (which inplenent the substantiation and
return of excess requirenents of section 62(c)). Sec. 1.62-
2(c)(2)(i), Income Tax Regs. [If the “reinbursenent or other
expense al |l owance arrangenent” neets these requirenents, it
qualifies as an “accountable plan”. Sec. 1.62-2(c)(2)(i), (4),
| ncome Tax Regs.

Section 1.62-2, Incone Tax Regs., sinplifies enpl oyees’
reporting requirenments by providing that anounts paid under an
account abl e plan are excluded fromthe enpl oyee’s gross incone,

are not reported as wages or other conpensation on Form W2, Wge
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and Tax Statenent, and are exenpt from w thhol di ng and paynent of
enpl oynent taxes. Sec. 1.62-2(c)(4), Inconme Tax Regs.?®

On the other hand, the regul ations provide that amounts paid
to an enpl oyee under a nonaccountabl e plan, one that does not
nmeet all three requirenents for an accountable plan, are reported
as wages or other conpensation on the enployee’s Form W2 and are
subj ect to w thholding and paynent of enploynent taxes. Sec.

1.62-2(c)(5), Incone Tax Regs. As a result, the burden of

° This is consistent with prior |Iaw, beginning in 1958,
under whi ch enpl oyees were not required to report anounts
recei ved as reinbursenents for “travel, transportation
entertai nment, and sim |l ar purposes paid or incurred by him
solely for the benefit of his enployer”. Sec. 1.162-17(b) (1),
| nconme Tax Regs. Before 1958, enpl oyees were technically
required to include in gross inconme anounts received as
rei nbursenent and claima correspondi ng deduction in arriving at
adj usted gross incone, resulting in a wash. See Stanley &
Kilcullen, The Federal Incone Tax, A Guide to the Law 25 (3d ed.
1955), 54 (2d ed. 1951). Under the regulations, the reinbursed
anount was not treated as wages and therefore not subject to any
wi t hhol di ng. See sec. 31.3121(a)-1(1), Enploynent Tax Regs.
(1956).

Under current |aw, anmounts paid under accountable plans are
excl uded fromgross income as working condition fringe benefits
under sec. 132(a)(3) and (d). See sec. 1.62-1T(e)(5), Tenporary
| ncone Tax Regs., 53 Fed. Reg. 9874 (Mar. 28, 1988). The
regul ati ons on working condition fringe benefits under sec. 132
track the requirenents of the accountable plan regul ati ons under
sec. 62(c), providing that a cash paynent nmade by an enpl oyer
will not qualify as a working condition fringe benefit unless the
enpl oyer requires the enployee to use the paynent for “expenses
in connection with a specific or pre-arranged activity or
undertaki ng for which a deduction is allowable under section 162
or 167", verify that the paynent was used for such expenses, and
return to the enpl oyer any part of the paynent not so used. Sec.
1.132-5(a)(1)(v), Incone Tax Regs.; see also infra note 12.
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substantiating the deductibility of the expenses is placed on the
enpl oyee. |d.

The attorney’s fees and costs incurred in a w ongful
term nation suit against a forner enployer do not neet the first
requi renment for an accountabl e plan, the “business connection”
requi renent of section 62(a)(2)(A), as incorporated in section
1.62-2(d)(1), Incone Tax Regs. Because we hold that M. Biehl’s
attorney’s fee does not satisfy the business connection
requi renent, we need not reach whether it satisfies the
substantiation and return of excess requirenents of paragraphs
(e) and (f) of the accountable plan regul ations.

Thr eshol d Requi rement for Account abl e Pl an: Deducti bl e
Expense

The threshol d requirenment for deducting any expense from
gross incone in conputing adjusted gross inconme under section

62(a) is that the expense be allowed as a deduction under sone

I'n Shotgun Delivery, Inc. v. United States, 269 F.3d 969,
972 & n.2 (9th Gr. 2001), the Court of Appeal s observed:

The district court concluded that Shotgun had
failed to establish an adequate busi ness connection for
its rei nbursement paynents. 85 F. Supp. 2d at 965.
This conclusion lies at the core of the summary
j udgnent agai nst Shotgun and is the prinmary bone of
contention on appeal .? * * *

di s rlﬁt court also held that Shotgun had not
conplle W t ‘return of excess” requir

F. Supp. 2d at 965-66. W have no need to reV|em1that
determ nation, as the |ack of an adequate “business
connection” is sufficient to invalidate Shotgun's

rei mbur senent pl an.
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ot her section of the Code. For an expense to qualify as being
pai d under an accountable plan, it nust be allowed as a deduction
under section 162(a). Sec. 1.62-2(d), Incone Tax Regs.

M. Biehl’s attorney’s fee satisfies the threshold
requi renent of deductibility under section 162(a). It is well
settled that the costs of a fornmer enployee’'s prosecution of a
wrongful termnation claimare deductible by himas a trade or

busi ness expense under section 162(a). MKay v. Conm ssioner,

102 T.C. 465, 489 (1994), vacated and remanded on anot her issue

84 F.3d 433 (5th Cr. 1996); Al exander v. Conmm ssioner, T.C

Meno. 1995-51, affd. 72 F.3d 938 (1st Cr. 1995). Section 162(a)
all ows a deduction for ordinary and necessary expenses incurred
in the course of carrying on a trade or business. A taxpayer my
engage in the trade or business of “being an enployee”. O Mlley
v. Conmm ssioner, 91 T.C 352, 363-364 (1988).

In McKay v. Conmi ssioner, supra at 489, we concluded that a

former enployee’'s attorney’s fees in a suit against his forner
enpl oyer were “incurred in the course of carrying on * * * [the
t axpayer’s] trade or business” as an enployee. Qur concl usion
was based on the fact that the transaction subject to the
litigation “arose in the context of the taxpayer’s trade or

busi ness”. |d. at 488 n.23; see al so Al exander v. Conm ssioner,

supra.
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The attorney’'s fee M. Biehl incurred is deductibl e under
section 162(a). M. Biehl was in the trade or business of being
an enpl oyee of NCM, and the transaction that was the subject of
the lawsuit, NCM’'s term nation of his enploynment, arose in the
context of M. Biehl’s trade or business. The attorney’s fee
NCM paid to M. Biehl’s attorney satisfies the threshold
requi renent of section 62(a), that the fee be deducti bl e under
section 162(a). W therefore nust scrutinize the attorney’s fee
under the business connection requirenment of section 62(a)(2)(A)
and the accountabl e plan regul ati ons.

Busi ness Connecti on Requirenent

A deducti bl e expense satisfies the business connection
requirenent only if it was “paid or incurred by the enployee in
connection with the performance of services as an enpl oyee of the

enpl oyer.”1 Sec. 1.62-2(d)(1), Incone Tax Regs.; see also sec.

W note that in Brenner v. Conm ssioner, T.C. Menp. 2001-
127, we stated that expenses that “arose out of * * * [the
t axpayer’s] prior enploynment” satisfied the business connection
requi renment. That conclusory statenment was obviously not
intended to be a conpl ete expression of the business connection
requi renment and the conditions for its satisfaction. Qur
statenent was nerely one of a series of assunptions by the Court
in order to decide whether the taxpayer properly substantiated
his expenses to his fornmer enployer. The statenment was dictum
because the Court had previously stated, in setting forth the
basis on which it was deciding the case:

We shall deal first with the question of whether
* * * [the enployer] reinbursed the | egal fees
pursuant to, and in accordance with, Article Xl11I.
Since, as we shall explain, we cannot make that
(continued. . .)
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62(a)(2)(A). M. Biehl’'s attorney’s fee fails to satisfy the
busi ness connection requirenent. An expense satisfies the
busi ness connection requirenent only if it was incurred pursuant
to a rei nbursenent arrangenent by an enpl oyee perform ng services
on behalf of the enployer who is required to provide the
rei mbursenment. Qur conclusion is required by the express
| anguage of section 62(a)(1) and (2)(A), the accountable plan
regul ations, the caselaw, and the legislative history of
rei nbur senent arrangenents.

Section 62(a)(1) allows taxpayers to deduct from gross
incone in arriving at adjusted gross inconme those “deductions
* * * which are attributable to a trade or business carried on by
the taxpayer, if such trade or business does not consist of the
performance of services by the taxpayer as an enployee.” An
expense is “attributable to a trade or business” if the expense
satisfies the origin of the claimtest for the purposes of
deductibility.

The difference in the ways in which paragraphs (1) and
(2)(A) of section 62(a) are interpreted is highlighted by Guill

v. Comm ssioner, 112 T.C. 325 (1999). An independent contractor

former insurance agent incurred |egal costs of $151,896 in

prosecuting his civil action for actual and punitive damages

(... continued)
finding, we need not consider in any detail the
remai ning required findings * * *
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agai nst the insurance conpany that had fired him The taxpayer
recovered $51,499 in actual danmages and $250,000 in punitive
damages. The Conm ssioner conceded that the |legal costs were a
busi ness expense deducti ble on Schedule C, Profit or Loss From
Busi ness, in conputing adjusted gross incone to the extent
attributable to the taxpayer’s recovery of the actual damages.
However, the Conm ssioner determ ned that the punitive danages
were “other inconme”, and that the remaining | egal costs were a
nonbusi ness item zed deduction under section 212(1) for the
production of inconme because they were attributable to the
taxpayer’s recovery of the punitive danmages.

We held for the taxpayer, reasoning that the punitive
damages were ancillary to the actual damages under South Carolina
law, and that the attorney’'s fees attributable to the punitive
damages recovery were sufficiently related; that is,
“attributable to” the taxpayer’s sole proprietor insurance
busi ness to be deductible by himunder section 162(a):

As a matter of fact, petitioner’s |lawsuit agai nst

Acadeny arose entirely from his insurance business.

Each cause of action petitioner alleged in the |awsuit

was spawned entirely fromthe fact that, after Acadeny

fired him it failed to honor the terns of their

wor ki ng agreenent by not paying himthe comm ssions to

whi ch he was entitled under their agreenent. * * * [Ild.

at 329-330.]

As a result, we held that all the taxpayer’s |legal costs were

“attributable to” his trade or busi ness and were deducti bl e on
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Schedul e C as a busi ness expense in arriving at adjusted gross

i ncone. See also McKay v. Conmi ssioner, supra at 492.

Section 62(a)(2)(A), in contrast to section 62(a)(1), allows
t axpayers to deduct fromgross incone in conputing adjusted gross
i ncone deducti bl e expenses that are “incurred by the taxpayer, in
connection wth the performance by himof services as an
enpl oyee”. The proper inquiry in deciding whether an expense has
a “business connection” is what the expenditure was “in
connection wth”, and not sinply whether the expenditure arose
from or had its origins in, the taxpayer’s trade or business.

At current count, the phrase “in connection wth” appears
288 tinmes in the Code. There is a body of caselaw foll ow ng and

relying on Snow v. Conm ssioner, 416 U S. 500, 503-504 (1974),

that has interpreted the phrase broadly. |In Snow, the Suprene
Court considered “in connection with” in the context of section
174(a) (1), which allows a taxpayer a deduction for “‘'experinental
expenditures which are paid * * * in connection with his trade or
business’”. 1d. at 501. The Court conpared section 174(a)(1) to
section 162(a), which allows a deduction for expenses paid “in
carrying on a trade or business”. The Court found section 162(a)
to be “nore narrowly witten” than the “in connection” |anguage
of section 174(a)(1). Id. at 503. The Court held that section
174(a) (1) allowed a deduction even though the taxpayer had not

been engaged in a trade or business in the year in which the
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deductions were clainmed. The Court supported its hol ding by
consulting the legislative history of section 174 and concl udi ng
that Congress intended to |level the playing field “between old
and oncom ng busi nesses and the like.” 1d. at 504.

In Huntsman v. Conm ssioner, 905 F.2d 1182, 1184 (8th Cr

1990), revg. 91 T.C 917 (1988), the Court of Appeals for the
Eighth Grcuit considered section 461(g)(2), which allows a
deduction for points paid “in connection with the purchase or

i nprovenent” of the taxpayer’s principal residence. The issue in
Hunt sman was whet her a taxpayer who purchased a hone with a
short-term 3-year | oan secured by a nortgage, and replaced the
short-termobligation with a permanent | oan coul d deduct the
points paid on the permanent |oan. The Court of Appeals relied
on Snow, to give “in connection with” a broad construction that
woul d al | ow t he deduction. Specifically, the Court of Appeals
hel d that the short-termfinancing was “an integrated step in
securing the permanent * * * [loan] to purchase the hone”,
adopting the reasoning of Judge Ruwe’'s dissent in the Tax Court.

Hunt sman v. Conmi ssioner, supra at 1185. The Court of Appeal s

enphasi zed that the taxpayers did not refinance their existing
debt to lower their interest rate or achieve sone goal not
“directly” connected with home ownership. [d. at 1182.

In Fort Howard Corp. v. Conm ssioner, 103 T.C. 345, 351

(1994), superseded by | egislation and supplenmented 107 T.C. 187
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(1996), the Court analyzed section 162(k) which, at the tine,
prohi bi ted deductions for anounts paid by a corporation “in
connection with the redenption of its stock”. The issue before
the Court was whether the costs incurred in obtaining debt
financing to conplete a | everaged buyout that was treated as a
redenption were “in connection with” the corporation’s redenption
of its stock and therefore nondeducti bl e under section 162(k).
Rel ying on Snow and Huntsman, we interpreted “in connection with”
broadly to nmean “associated with, or related”. 1d. at 352. W
confirmed our reading by consulting the | egislative history of
section 162(k), which expressly stated that “in connection wth”
was i ntended to be construed broadly. 1d. at 353. 1In applying
the broad interpretation, we found that nmuch of the evidence
referred to the debt financing as “necessary” to the transaction.
Id. at 352. In addition, the taxpayer’s paynent of financing
costs, its receipt of the debt capital, and the redenption were
events in a continuumthat culmnated in the redenption. [d. at
353. Simlarly to the Court of Appeals for the Eighth Crcuit in
Hunt sman, we found the financing costs were an “integral part” of
a detailed plan. 1d. W concluded that the financing costs were
both a cause and effect of the | everaged buyout (the redenption).
Id.

The foregoing authorities obviously support a broad reading

of “in connection with”, but that is by no neans a reading
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without Iimts. The cases acknow edge as nuch by articul ating

t he bounds of the phrase. Specifically, Fort Howard Corp. V.

Conmi ssi oner, supra at 353, and Huntsman v. Conmmi SSi oner, supra

at 1185, found a “connection” existed when the expenditure at
i ssue was “integrated” or “integral to” that to which it is
al | egedl y connect ed.

In the context of reinbursenent arrangenents, the statute,
cases, regulations, and legislative history conpel the concl usion
that |l egal fees incurred by former enpl oyees are not “integrated”
with or “integral to” the performance of services as an enpl oyee
of the enployer and therefore fall outside the broad scope of “in
connection wth”. The teaching of these authorities is that a
rei nbursed expense can be “in connection wth” the performance of
services as an enployee only if it is incurred by an enpl oyee on
behal f of the enployer that is providing the rei nbursenent.

The busi ness connection requirenment of section 62(a)(2)(A)
was incorporated into the regulations inplenenting section 62(c)
by section 1.62-2(d), Inconme Tax Regs. Under section 1.62-2(d),

I ncone Tax Regs., a deductibl e expense has a busi ness connection
if it is “incurred by the enployee in connection with the

performance of services as an enpl oyee of the enployer.”

(Enphasi s added.) The enphasi zed | anguage clarifies that the
expense nust be incurred in the course of a current enpl oyer-

enpl oyee rel ationship, not nerely “spawned” by or have its origin
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in the taxpayer’s former trade or business of being an enpl oyee
of his former enployer.??

It is a well-settled axiomthat the touchstone of the
enpl oyer - enpl oyee rel ationship is the enployer’s dom nion and
control over, or right to control, the services perfornmed by the

enpl oyee. Nationwide Mut. Ins. Co. v. Darden, 503 U S. 318

(1992); Gen. Inv. Corp. v. United States, 823 F.2d 337, 341 (9th

Cir. 1987). That touchstone is m ssing when the expense is
incurred after the relationship has ended. |If the forner

enpl oyee is no | onger under the dom nion and control of the
former enpl oyer, the expense cannot be properly characterized as
havi ng been “paid or incurred by the enployee in connection with
the performance of services as an enpl oyee of the enployer.” In
such a case, as in the case at hand, the expense has a
“connection” to the enployee’'s performance of services only in
the attenuated or renpte sense that the expense can be consi dered
to relate back to, or to have arisen from the enpl oynent

rel ati onship.

12Property or services provided to an enpl oyee of the
enpl oyer are excluded fromgross incone as a working condition
fringe benefit under sec. 132(a)(3) to the extent that, if the
enpl oyee paid for such property or services, the paynent woul d be
al l oned as a deduction under sec. 162. See sec. 132(d). The
regul ati ons under sec. 132 explicitly give “enpl oyee” the neaning
we find inplicit in sec. 62(a)(2)(A): an “enployee” for purposes
of sec. 132(a)(3), concerning working condition fringe benefits,
is “Any individual who is currently enpl oyed by the enpl oyer.”
Sec. 1.132-1(b)(2)(i), Inconme Tax Regs.
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The casel aw i nvol vi ng rei mbursenent arrangenents in
conti nui ng enploynent relationships is consistent with this

interpretation. |In Shotgun Delivery, Inc. v. United States, 269

F.3d 969, 972 (9th Cr. 2001), the Court of Appeals for the Ninth
Circuit characterized rei nbursabl e expenses under an account abl e
pl an as those that “have a ‘business connection,’” that is, only
permtted expenses that enployees actually incur or are
‘reasonably expected to incur’ in connection with their
enpl oynent duties” (quoting section 1.62-2(d), Incone Tax Regs.).
The quot ed | anguage presupposes the existence of an enpl oyer -
enpl oyee rel ationship when the expense is incurred and indicates
that the expense nust be “in connection wth” the performance of
the regul ar services for which the enpl oyee is enpl oyed.

The jurisprudence of this Court is in accord with the view
expressed by the Court of Appeals for the Ninth Grcuit. 1In

Ri et zke v. Comm ssioner, 40 T.C 443, 453 (1963), we held that

“Only anobunts received froman enpl oyer which are actually
expended for the enployer’s business or for business purposes
desi gnated by the enpl oyer may be deducted fromthe gross inconme
of the enployee” under a reinbursenent arrangenent under section
62. To make this showi ng, we required the taxpayer to cone
forward with proof that he incurred expenses “on behalf” of his

enployer. 1d.; see also Price v. Comm ssioner, T.C Meno. 1971-

323 (describing expenses qualifying for section 62(a)(2)(A) as
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those incurred on behalf of the enployer under a reinbursenent

arrangement with that enployer); Lickert v. Conm ssioner, T.C

Meno. 1964-47 (inquiring into whether the expenditures were
i ncurred on behalf of the enployer’s business).

The concl usion that the expense nust be incurred “in
connection with” the duties perforned by “an enpl oyee of the
enployer” is also confirmed by the legislative history of
rei mbursenent arrangenents. The predecessor of section
62(a)(2) (A was section 22(n)(3) of the 1939 Code, as anended by
t he I ndividual Income Tax Act of 1944, ch. 210, 58 Stat. 235. |In
t he House report, Congress described as an exanple of the kinds
of expenses a taxpayer could deduct from gross inconme under
section 22(n)(3) those incurred “for his enployer”. H Rept.
1365, 78th Cong., 2d Sess. (1944), 1944 C B. 821, 838-839
(enphasi s added).

Simlarly, in describing a technical anmendnent to section
62(a)(2) (A by the Technical and M scel |l aneous Revenue Act of
1988, Pub. L. 100-647, 102 Stat. 3342, the Senate report
descri bed the qualifying expenses under a reinbursenent

arrangenent as those incurred “on behalf of the enployer”.

S. Rept. 100-445, at 7 (1988) (enphasis added).
Finally, the conference report acconpanyi ng enact ment of
section 62(c) describes a “true reinbursenent” as one in which

the enpl oyee is reinbursed for “business expenditures incurred on
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the enployer’'s behalf and for the enployer’s benefit.” H Conf.

Rept. 100-998, at 203 (1988) (enphasis added). “[l]n effect the

enpl oyee was acting as an agent of the enployer in paying for the

item” 1d. at 202 (enphasis added).

The attorney’s fee paid by NCM to M. Biehl’s attorney does
not fit within this rubric. The attorney’s fee is not a business
expense that NCM incurred through the use and enpl oynent of an
enpl oyee acting on its behalf. There is no evidence, as there
cannot be, that NCM instructed M. Biehl to incur the contingent
attorney’s fee on NCM’'s behalf in order to further NCM’s
busi ness of manufacturing and distributing nedical supplies.

When M. Biehl incurred the obligation to pay the attorney’s fee,
he had | ong before ceased bei ng an enpl oyee of NCM. He cannot
be said to have been perform ng services as an enpl oyee of NCM
when he signed the fee agreenent with Ainpia, Welan, & Lively,
or when A inpia, Welan, & Lively rendered | egal services to M.
Bi ehl pursuant to the agreenment. M. Biehl did not incur the
attorney’s fee “in connection with the performance by hi m of
services as an enpl oyee” of NCM.

We acknow edge that, in a renote or an attenuated sense, the
attorney’s fee arose out of M. Biehl’s performance of services
because it was his prior enploynent and perfornmance of services
as an enpl oyee and the term nation of the enploynent relationship

that gave rise to the lawsuit. However, this is not an issue
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that is governed by the origin of the claimtest, the test that
concerns the general deductibility of expenses under section

162(a) or section 212. See United States v. Glnore, 372 U S

39, 49 (1963); Test v. Conm ssioner, T.C Meno. 2000-362;

McKeague v. United States, 12 d. C. 671, 674 (1987).

Deductibility under section 162(a), as we have al ready di scussed,
is the threshold requirement for an accountable plan specifically
and for section 62(a) generally. The attorney’'s fee paid by NCM
to M. Biehl's attorney was clearly attributable to M. Biehl’s
trade or business of being an enployee and is deducti bl e under

section 162(a). See MKay v. Comm ssioner, 102 T.C. 465 (1994);

Al exander v. Conm ssioner, T.C. Menob. 1995-51. The fact that the

attorney’ s fee sonehow may have been “spawned” by the performance
of prior services is nuch too tenuous a connection. The
attorney’s fee incurred in the prosecution by a former enpl oyee
of a wongful termnation claimis sinply too far renoved from
the performance of an enpl oyee’s regular duties to have been
incurred “in connection with the performance by hi mof services
as an enpl oyee” of the enpl oyer.

Despite the | ack of an enpl oyer-enpl oyee rel ationship
between M. Biehl and NCM when the attorney’s fee was incurred
and paid, petitioners insist that the settlenent agreenent and
t he sharehol ders agreenent establish an “arrangenment” pursuant to

which NCM reinbursed M. Biehl’s attorney’s fee. Petitioners
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argue, as the taxpayer argued in Brenner v. Conm ssioner, T.C

Meno. 2001-127, regarding the indemification provision in the
former corporate enployer’s bylaws, that the NCM sharehol ders
agreenent, with its provision for paynent of attorney’s fees and
costs to the prevailing party in any suit to enforce the
agreenent, was a reinbursenent arrangenent that was inplenented
by the settlement agreenent. This argunent is m spl aced.

The shar ehol ders agreenent made no provision for recovery of
attorney’s fees and costs for a claimfor wongful term nation of
enpl oynent, even any such claimby a shareholder. The
shar ehol ders agreenent expressly negates any inplication or
inference that it created any right to enpl oynent or continued
enpl oynent of any sharehol der. The sharehol ders agreenent
t hereby forecl oses any argunent that it could sonmehow be
construed as an arrangenent to rei nburse a sharehol der’s
attorney’s fees incurred in prosecuting a claimfor wongful
term nation of enpl oynent agai nst NCM .

Nor can the settlenent agreenment standing alone create a
rei mbursenment arrangenent that satisfies the business connection
requi renent (or any requirenent, for that matter) of the
accountabl e plan regul ations. The settlenent agreenent was
entered into long after M. Biehl had perfornmed any services as
an enployee of NCM. The attorney’s fee is referred to in the

settlenment agreenent only insofar as it directs NCM to nmake
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paynment directly to Ainpia, Welan, & Lively. The settlenent
agreenent does not refer to the attorney’'s fee as being incurred
“Iin connection with” M. Biehl’s duties as an enpl oyee, or as
havi ng been incurred “for” NCM or “on behalf of” NCM or
incurred by M. Biehl “as an agent” of NCM, nor does it make any
reference to a reinbursenent arrangenent.

It is clear that the terns of the settlenent (and events
subsequent thereto) providing for NCM’'s direct paynent to M.
Biehl’s attorney of his attorney’s fee in prosecuting his
termnation claimserved M. Biehl’s tax purposes, not any
desi gnat ed busi ness purpose of NCM. As M. Biehl admtted in
his notion and supporting affidavit in the California Superior
Court to enforce the settlenment agreenent, the form and net hod of
maki ng the settlenment paynent or paynents was a matter to which
NCM was conpletely indifferent.

The exhi bits made part of the stipulation of facts on which
this case has been submtted for decision include not only the
settl ement agreenent pursuant to which NCM paid $799,000 to M.
Bi ehl and $401, 000 to the account of his attorney, dinpia,

Whel an, & Lively, but also petitioners’ notion papers
subsequently filed with the California Superior Court in the
termnation lawsuit to enforce the terns of the settlenment. The
gravanen of petitioners’ notion was that NCM had viol ated the

terms of the settlenent by issuing a single Form 1099 to M.



Bienhl. The notion asserts:

FEB will be greatly prejudiced by receiving the single
Form 1099 * * * [Had] NCM i ssued two separate Form
1099's, FEB and his tax advisors believe the IRS would
treat only $799,000 as FEB' s earned inconme * * * No AMI
results if FEBis required to report only $799, 000 as
provided in the settlenment by specifically separating
the paynents. There was no other reason to provide for
separate paynents to FEB and A inpia, Welan, and

Lively.

Whil e this issue has obvious inportance and

potential tax consequences to FEB, to NCMit is a

distinction without a difference, whether NCM i ssues

two Form 1099's * * * or a single Form 1099 to FEB

should not matter to NCM either way, NCM has an

expense of $1,200,000 and the result to the payor is

the sane. Thus, whether NCM issues one or two Form

1009's is sinply an adm nistrative task.

From the foregoing adm ssions it can fairly be inferred that
the separate paynent to M. Biehl’'s attorney was negotiated on
his behalf in a futile effort to mnimze his Federal incone tax
l[tability, not to serve any business purpose of NCM that could
be fulfilled by any current performance of services by M. Bieh
on behal f of NCM.

There are intimations in the settlenent docunents and
petitioners’ briefs that the global settlenent reached by NCM
and petitioners served the business purposes of NCM by avoi di ng
its bankruptcy and trial of petitioners’ other clains, thereby
enabling NCM to continue as a viable business entity.
Petitioners also intinate that the separate paynent arrangenent

was of critical inportance and that the parties could not have

achieved the settlenent wthout the separate paynent arrangenent.
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The foregoing purposes of NCM are within the scope of the
obj ectives that any defendant in a | awsuit expects to achi eve by
a settlenent. However, those purposes are too far renoved from
the universe of purposes of enployers and enpl oyees that Congress
intended to serve by enacting section 62(a)(2)(A and (c) and
their statutory predecessors, as inplenented by the regul ati ons
currently in effect.

The purposes served by the statutory and regul atory
requi renents for reinbursenent arrangenents have to do with the
operation and adm ni stration of the enploynent relationship
bet ween enpl oyers and enpl oyees. Wen an enpl oyee “accounts” to
an enpl oyer, the enployer’s agreenent to rei nburse the enpl oyee
confirms that the expense was incurred on the enployer’s behal f,
and that the enpl oyee was performng the duties required by the
enployer in incurring the liability and in paying for the item
The rei nbursenent arrangenents contenpl ated by section
62(a)(2)(A) and the accountable plan regulations are far renoved
fromthe case at hand and all other paynents, by reinbursenent or
otherwi se, of the attorney’ s fees incurred by fornmer enployees in
prosecuting wongful term nation clains against their former
enpl oyers.
Concl usi on

We acknow edge, as have courts in prior cases, that the

result we reach today “‘snmacks of injustice’” because petitioners
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are, in effect, denied the benefit of a deduction for M. Biehl’s

attorney’s fee. Kenseth v. Comm ssioner, 114 T.C. 399, 407

(2000) (quoting Al exander v. Comm ssioner, 72 F.3d at 946), affd.

259 F.3d 881 (7th Gr. 2001). However, the injustice is the
direct result of the plain neaning and original intent of section
62(a), with its built-in disparity in treatnment of Schedule C
expenses and enpl oyee expenses, and the nechani cal operation of
the item zed deduction provisions of sections 67 and 68 and the
AMI provisions. Petitioners’ efforts to circunvent the business
connection requirenment built into section 62(a)(2)(A) and to
avoid the restrictions on the deductibility of item zed
deductions nust fail. W conclude in this case, as we have in
prior cases, that it is the job of Congress, if it should decide

inits wwsdomto do so, to cure the injustice. Kenseth v.

Conm ssi oner, supra at 407-408. W sustain respondent’s

det erm nati on

Deci sion will be entered for

r espondent.



