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CARLUZZO, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal

Revenue Code in

effect at the tine the petition was filed. Unless otherw se

i ndi cat ed, subsequent section references are to the |Internal

Revenue Code in effect for 1999. Rul e references are to the Tax

Court Rules of Practice and Procedure. The decision to be
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entered i s not reviewabl e by any other court, and this opinion
shoul d not be cited as authority.

Respondent determ ned a $25, 056 deficiency in petitioners’
1999 Federal income tax. Al adjustnents that give rise to the
defici ency have been agreed upon by the parties-—their dispute
involves an itemreported on petitioners’ 1999 Federal incone tax
return. John Bothe (petitioner) sued his forner enployer.
Petitioners included the settlenent proceeds fromthat |awsuit in
the incone reported on their 1999 return. They now take the
position that it was a m stake to have done so. The issue for
decision is whether those settlenent proceeds are excludable from
i ncone pursuant to section 104(a)(2).
Backgr ound

Sone of the facts have been stipulated and are so found.
Petitioners are married to each other. They filed a tinely joint
1999 Federal income tax return. At the tine the petition was
filed in this case, they resided in Corfu, New York

Years ago, at age 19, petitioner began working at the New
Jersey Sports and Exposition Authority, a.k.a. the Meadow ands
racetrack (the Meadow ands). 1In 1979, he becane an assi stant
race track announcer there. In 1990, petitioner becane the

head race track announcer. Starting as teenager and conti nui ng
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t hroughout his enpl oynent at the Meadow ands, petitioner suffered
from m grai ne headaches, a condition known to his supervisors at
t he Meadow ands.

Over the years, petitioner’s m graine headaches have been so
severe that at tinmes he required hospitalization. Petitioner’s
m gr ai ne headaches have caused panic attacks, as well as feelings
of anxiety and depression. |In addition to other health problens,
petitioner’s m grai ne headaches al so caused problens with his
voi ce.

Petitioner began betting on horse races as a teenager.
During his enploynment at the Meadow ands, petitioner “was running
to the wwndow all the tine in between races and nmaking bets.”
After petitioner’s ganbling habit began to affect his work
performance, he was told by Meadow ands nmanagenent that he needed
professional help to deal with his ganbling problem In 1991
petitioner began treatnment for conpul sive ganbling. In 1992,
petitioner joined Ganbl ers Anonynous.

In February 1998, petitioner lost his voice and had trouble
wth his eyesight. As a result, petitioner m ssed approxi mately
a nonth and a half of work. The Meadow ands pl aced petitioner on
paid tenporary disability during this tine and encouraged himto
seek treatnent. After undergoing treatnent from several doctors,

petitioner ultimately returned to work at the Meadow ands. The
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Meadow ands made speci al accommodations for petitioner which
i ncl uded a custom bi noculars stand and a | arger television
monitor. According to petitioner, the Meadow ands was “really
bei ng accommodati ng.”

| n Decenber 1998, the Meadow ands asked petitioner to
participate in a television programto report on various aspects
of the Meadow ands horse races. |In addition to his duties as a
race track announcer, the Meadow ands requested that petitioner
i nterview horse owners and trai ners and handi cap the horse races.
Petitioner declined to participate in the tel evision program
because he believed it would jeopardi ze the ongoing treatnent for
his ganbling addiction. Petitioner’s doctors also advised him
agai nst any invol venent in handi cappi ng the horse races.

After petitioner declined to accept the additional job
duties, the Meadowl ands inforned petitioner that his salary would
be reduced. At that tine, petitioner consulted an attorney. By
| etter dated Decenber 31, 1998, petitioner’s attorney notified
t he Meadow ands that petitioner’s “addiction to ganbling would be
considered a handicap” and that it is “unlawful for enployers to
di scrim nate agai nst persons on the basis of either a nental or
physi cal handi cap.” Nevertheless, petitioner’s salary was

reduced as t hreatened.
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On February 8, 1999, petitioner filed a conplaint agai nst
t he Meadow ands (the original conplaint) in the Superior Court of
New Jersey, Morris County (the lawsuit). The original conplaint
advances two causes of action: (1) Enploynent discrimnation;
and (2) intentional infliction of enotional distress. Petitioner
sought the following relief with respect to the enpl oynent
discrimnation: (1) Reinstatenent of his previously-in-effect
enpl oynment conditions; (2) an injunction restraining the
Meadow ands from further violations of the New Jersey Law Agai nst
Discrimnation, N J. Stat. Ann. 10:5-1 through 10:5-49 (West
2002); (3) danmmges for lost incone and nedical and fringe
benefits; (4) conpensation for injury to petitioner’s
prof essional stature and | oss of public esteem (5) conpensation
for petitioner’s reduced prospects for future enploynent; (6)
reasonabl e attorney’s fees and litigation costs; and (7) punitive
damages. Wth respect to the count alleging intentional
infliction of enotional distress, petitioner requested
conpensatory and punitive danmages. Petitioner renai ned enpl oyed
by the Meadow ands after he filed his conplaint.

During March 1999, petitioner suffered severe m graines and
| ost his voice. Sonetinme during or shortly before March 1999,

petitioner was placed on paid disability. On March 23, 1999,
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petitioner filed an anmended conplaint (the amended conplaint) in
the lawsuit and included two executives/enpl oyees of the
Meadow ands as co-defendants. The anended conpl ai nt advances
three causes of action: (1) Enploynent discrimnation; (2)
reprisal against petitioner by the Meadowl ands for filing the
awsuit; and (3) violation of the New Jersey Conscientious
Enpl oyee Protection Act, N. J. Stat. Ann. 34:19-1 through 34:19-8
(West 2000), by the two nanmed executives/enpl oyees of the
Meadow ands.

Wth respect to the first two causes of action, petitioner
sought: (1) Damages for |ost earnings, including nedical and
fringe benefits; (2) damages for nental and enotional distress;
(3) conpensation for injury to petitioner’s professional stature
and | oss of public esteem (4) conpensation for petitioner’s
reduced prospects of future enploynent; (5) reasonable attorney’s
fees and litigation costs; and (6) punitive damages. Petitioner
al so sought conpensatory and punitive damages for nental and
enotional distress with respect to the third cause of action.
According to petitioner, “the whole basis of the lawsuit” was
that he “felt [he] was being discrimnated because [he] was goi ng
to Ganbl ers Anonynous.”

Utimately, the lawsuit was settled. Janmes H Lockwood

(M. Lockwood), the Meadow ands’ associ ate counsel and |ongtine
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menber of its |egal departnment, participated in the settlenent
negotiations. In order to settle the lawsuit, the Meadow ands
originally proposed that petitioner continue his enploynent with
t he Meadow ands as a per di em enpl oyee, the common status of
ot her race track announcers at the Meadow ands, rather than a
full-time salaried enpl oyee. The Meadow ands further proposed a
5-year contract that would essentially pay petitioner his current
sal ary but provide no fringe benefits. 1In addition, petitioner
woul d wor k about 40 fewer nights during the year and not be
required to handi cap the horse races. However, after petitioner
made negative comments about the Meadow ands to the |ocal nedia,
t he Meadow ands withdrew its proposal to allow petitioner to
continue in its enploy as a per diemenployee. The Meadow ands
resuned settl enent negotiations with petitioner and his counsel
with the sole desire to end petitioner’s enploynent with the
Meadow ands. During the settlenent negotiations, petitioner nmade
no request for conpensation wth respect to any physical injury
or physical sickness.

On June 30, 1999, petitioner and the Meadow ands entered
into a Settlement Agreenent and Ceneral Release (the settlenent
agreenent). Under the terns of the settlenent agreenent,
petitioner generally released the Meadow ands from “all actions

or claims * * * arising out of [petitioner’s] enploynment with
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[the Meadow ands]” in exchange for: (1) Paynents totaling
$225,000; and (2) his resignation as an enpl oyee of the
Meadow ands. The settl enent agreenent also states that the
Meadow ands and petitioner were entering into the settl enment
agreenent to avoid the costs of litigation. |In the settlenent
agreenent, Meadow ands expressly denies any liability with
respect to the clains alleged by petitioner.

The settl enment agreenent nmakes no reference to a physi cal
injury or physical sickness resulting fromthe Meadow ands’
actions, nor does the settlenent agreenent specifically carve out
any portion of the settlenent paynent as a settlenent on account
of personal physical injury or physical sickness.

Petitioner officially termnated his enploynent with the
Meadow ands on Septenber 9, 1999. During 1999, petitioner
received settlenment proceeds of $199,073 fromthe Meadow ands
(the settlenment proceeds).

As previously noted, petitioners filed a tinely joint 1999
Federal inconme tax return. The inconme reported on that return
i ncludes the settlenent proceeds. On April 23, 2001, petitioners
submtted a Form 1040X, Anended U.S. Individual |Incone Tax
Return, for the 1999 taxable year. On the 1999 anended return

petitioners excluded the settlenent proceeds fromtheir gross
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income.! The 1999 anended return was treated as a claimfor
refund and deni ed by respondent.

Di scussi on
Section 61(a) provides generally and broadly that gross
i ncome includes all income from whatever source derived.
Excl usions fromgross incone nust be specifically provided for

and are narrowy construed. Conm ssioner v. Schleier, 515 U S

323, 328 (1995).

Section 104(a)(2) excludes fromgross incone “the amount of
any damages (other than punitive damages) received (whether by
suit or agreenent and whether as |lunp suns or as periodic
paynments) on account of personal physical injuries or physical
sickness”. Section 104(a) further provides that *enotional
di stress shall not be treated as a physical injury or physical
si ckness” for purposes of section 104(a)(2). “[T]he term
enotional distress includes synptons (e.g., insomia, headaches,
stomach di sorders) which nmay result from such enotiona
distress.” H Conf. Rept. 104-737, at 301 n.56 (1996), 1996-3
C.B. 741, 1041.

Amount s are excl udable from gross i ncone under section

104(a)(2) only if: (1) The underlying cause of action giving

1 On the 1999 anended return, petitioners exclude
settl enent proceeds of $199, 702 from gross inconme and not
$199,073. The parties do not explain this difference. However,
this discrepancy is of no significance to our concl usion.
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rise to the recovery is based on tort or tort-type rights, and
(2) the damages are received on account of personal injuries or

si ckness. Comm ssioner v. Schleier, supra at 336-337.°2

We start our analysis with a focus on whether the settl enent
proceeds were received on account of personal physical injuries
or physical sickness. According to petitioner, they were;
according to respondent, they were not. For the follow ng
reasons, we agree with respondent.

The term “damages received’, as used in section 104(a)(2),
means an anount received “through prosecution of a legal suit or
action based upon tort or tort type rights, or through a
settlement agreenent entered into in lieu of such prosecution.”
Sec. 1.104-1(c), Inconme Tax Regs. Wen damages are received
pursuant to a settlenment agreenent, as here, the nature of the
claimthat was the actual basis for settlenent, as opposed to the
validity of that claim controls whether the anounts are

excl udabl e under section 104(a)(2). United States v. Burke, 504

U S 229, 237 (1992); Bagley v. Conm ssioner, 105 T.C. 396, 406

2 Subsequent to Conm ssioner v. Schleier, 515 U S. 323
(1995), Congress anended sec. 104(a) to provide that amobunts are
excludable only if received “on account of personal physical
injuries or physical sickness”. Sec. 104(a)(2) (enphasis added);
Smal | Busi ness Job Protection Act of 1996, Pub. L. 104-188, sec.
1605, 110 Stat. 1838, effective for anounts received after Aug.
20, 1996. Al though the anendnment narrows the scope of sec.
104(a)(2), it does not otherwi se affect the analysis set forth in
Conmm ssioner v. Schleier, supra. See Goode v. Conmm ssioner, T.C.
Meno. 2006-48; Prasil v. Comm ssioner, T.C Meno. 2003-100.
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(1995), affd. 121 F.3d 393 (8th Gr. 1997). Determning the

nature of the claimis a factual inquiry.® Robinson v.

Comm ssioner, 102 T.C 116, 126 (1994), affd. in part, revd. in

part, and remanded on another issue 70 F.3d 34 (5th Gr. 1995).
“[Where an anount is paid in settlenment of a case, the critical
guestion is, in lieu of what was the settl enent anount paid”.

Bagl ey v. Conmi ssioner, supra. An inportant factor in making

such determnations is the “intent of the payor” in making the

paynment. Knuckles v. Conm ssioner, 349 F.2d 610, 613 (10th Cr

1965), affg. T.C. Meno. 1964-33. |If the payor’s intent cannot be
clearly discerned fromthe settlenent agreenent, the intent of

t he payor nust be determned fromall the facts and circunstances
of the case, including the conplaint filed and details

surrounding the litigation. 1d.; Robinson v. Conm ssioner, supra

at 127.

Under the terns of the settlenent agreenent, petitioner
generally rel eased the Meadow ands from “all actions or clains
* * * arising out of * * *[petitioner’s] enployment with * *
*[the Meadow ands]” in exchange for the settlenent proceeds and
his resignation as an enpl oyee of the Meadow ands. The

settl ement agreenent al so states that the Meadow ands and

3 In their brief, petitioners take the position that sec.
7491(a) is applicable, and the burden of proof on this issue
rests wwth respondent. To the extent that it does, we find that
respondent has net that burden.
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petitioner were entering into the settl enent agreenent to avoid
the costs of litigation and that the Meadow ands expressly denied
any liability with respect to the clains alleged by petitioner.

The settl enent agreenent does not allocate any part of the
settl enment paynent to a personal physical injury or physical
si ckness. Indeed, the settlenent agreenent nmakes no reference to
a physical injury or physical sickness resulting fromthe
Meadow ands’ actions, nor does the settlenment agreenent
specifically carve out any portion of the settlenent paynent as a
settlement on account of personal physical injury or physical
si ckness. Al though the settlenent agreenent provides that any
paynment petitioner was to receive pursuant to the settlenment “is
in the nature of conpensation for any and all clains for alleged
personal injuries (pain and suffering) clained by * * *
[petitioner]”, M. Lockwood testified that the Meadow ands did
not intend the settlenent agreenent to conpensate petitioner for
any physical injury or physical sickness.

The anended conplaint filed in the lawsuit also fails to
support petitioner’s position here. The anmended conpl ai nt states
that “Specifically, the case involves discrimnation against a
party afflicted with that species of nental and psychol ogi cal
handi cap commonly referred to as conpul sive ganbling.” The
conplaint did not seek specific danages with respect to any

physi cal injury or physical sickness. Furthernore, petitioner
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testified that “the whole basis of the lawsuit” was that he “felt
[ he] was being discrimnated because [he] was going to Ganbl ers
Anonynous.”

Finally, we note that M. Lockwood testified that the
settl enment paynent was nmade to conpensate petitioner for “l ost
tinme” and so that “M. Bothe [woul d] cease to be enployed by [the
Meadow ands] in any capacity”. M. Lockwood further testified
that at no time during the settlenment negotiations did petitioner
al l ege that he had suffered any physical injury or physical
sickness as a result of his enploynent by the Meadow ands, nor
was it the Meadow ands’ intention to conpensate petitioner for
any physical injury or physical sickness.

M. Lockwood’ s testinony on these points is corroborated by
a statement in the settlenent agreenent that provides that, for
i ncone tax purposes, the anmount to be paid to petitioner is “in
t he nature of conpensation”.

Based upon the foregoing, we conclude that petitioner did
not receive the settlenent paynent on account of any personal
physi cal injury or physical sickness as those terns are used in
section 104(a)(2). Accordingly, we need not address whether the
under |l ying cause of action giving rise to the settlenent was

based upon tort or tort-type rights. See Conm Ssioner V.

Schl eier, 515 U S. at 337.
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We find that the settlenment paynent is not excludable from
petitioners’ 1999 income under the provisions of section
104(a)(2), and petitioners’ claimfor a refund is denied.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing, and to ensure that any agreenents

between the parties are properly taken into account,

Petitioners’ claimfor refund

is denied, and decision will be

entered under Rul e 155.




