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MVEMORANDUM OPI NI ON

CARLUZZO, Special Trial Judge: 1In a notice of deficiency

dated April 13, 2004, respondent deternined a $41, 723 defi ci ency
in petitioner’s 1999 Federal income tax. The issue for decision
is whether a reward paynent (the reward) petitioner was entitled

to receive in 1999 is includable in her incone for that year even
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t hough in a bankruptcy proceeding initiated by petitioner the
reward was determ ned to be subject to the claimof a creditor

Backgr ound

Sone of the facts have been stipulated and are so found.
At the tinme the petition was filed petitioner resided in
Cal i forni a.

On Septenber 24, 1991, petitioner sued her former enployer,
Fam |y Practice Associates of San Di ego (FPASD), for Medicare
fraud in what is commonly referred to as a qui tamaction, filed
under the False Clains Act, 31 U S. C. sec. 3729 (2000), in the
U S District Court for the Southern District of California (the
whi st | e- bl ower case). The whistle-blower case was settled
pursuant to an agreenent between the United States and FPASD in
whi ch FPASD agreed to pay $2 mllion to the United States in four
annual installnents, beginning in 1996. Under the statutory
schenme, petitioner was entitled to a reward of 29 percent of the
$2 mllion settlenent, or $580, 000, al so payable over a 4-year
period beginning in 1996.

Petitioner received the first three installnment paynents in
due course. In 1998, petitioner was sued in a California court
(the lawsuit) by Bradley Proulx (Proul x), a private investigator

who petitioner had hired to assist her in connection with the
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initiation, investigation, and prosecution of the whistle-blower
case. According to Proul x, petitioner had failed to pay himwhat
he was due pursuant to the contract between them?! As a result
of the lawsuit, in October 1998 Proul x was awarded a $231, 463

j udgnent agai nst petitioner. |In accordance with California |aw,
follow ng the judgnment Proul x initiated proceedi ngs that gave
rise to a lien on petitioner’s nonexenpt personal property,
including, as it turned out, the proceeds fromthe reward.

Aware that the fourth installment of the reward was soon
due and potentially subject to the above-referenced |lien, on
January 25, 1999, petitioner initiated a voluntary chapter 13
bankruptcy proceeding in the U S. Bankruptcy Court for the
Southern District of California (the first bankruptcy
proceeding). On February 2, 1999, Proulx filed an Ex Parte
Application for Order to Pay Trustee (the ex parte application)
in the first bankruptcy proceedi ng seeking an order fromthe
bankruptcy court authorizing the U S. Governnent to pay the
chapter 13 trustee the final reward install nent due petitioner

fromthe whistle-blower case.

! The ternms of the contract are unclear but apparently
i nvol ved a contingency fee based upon petitioner’s recovery.
| f the contract was reduced to witing, the docunent was not
made part of the record in either the lawsuit or this proceeding.
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On February 4, 1999, petitioner filed an opposition to
Proul x’s ex parte application. Petitioner argued that the relief
sought by Proulx in the ex parte application was inproper for
various reasons but offered to place the final reward install nment
then due to her fromthe U S. Governnent into a segregated,

i nterest-bearing special attorney-client trust account with her
bankruptcy counsel’s firm Robbins & Keehn (the trust account),
under the conditions that there would be no withdrawals fromthe
trust account without: (1) An order fromthe bankruptcy court;
or (2) the consent of Proul x.

On February 22, 1999, the bankruptcy court directed the U S
Governnent to nmake the final installnment of petitioner’s reward
and further

ordered that * * * [petitioner’s bankruptcy attorney

and his firm are hereby instructed to place the funds

from* * * [the reward] into * * * [the trust account].

These funds may not be di sbursed w thout further order

of this court. Further, in the event that * * *

[ petitioner] dismsses her Chapter 13 action, the funds

shall remain in * * * [the trust account] pending

further order of this court.

The reward was paid to petitioner by U S. Treasury check
dated February 26, 1999. The check represented the fourth
install ment of the reward due petitioner as a result of the
settlenment fromthe whistle-blower case. The check was issued to

petitioner “c/o Charles F. Robbins Esq., Robbins & Keehn, 530 B

Street, Ste. 2400, San Diego, CA 92101”. Petitioner endorsed the
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check and wote “for deposit only * * * [trust account]” on the
back. During 1999, the $148,680 in settlement proceeds earned
$1,299 in interest while on deposit in the trust account.

Thr oughout the pendency of the first bankruptcy proceeding,
Proul x, through actions taken in that proceeding as well as
actions taken in California courts, attenpted to collect on his
j udgnent against petitioner. Petitioner, at all times, resisted
his efforts.

On August 13, 1999, petitioner filed for chapter 7
bankruptcy (the second bankruptcy proceeding). Had petitioner
not filed the second bankruptcy petition, petitioner m ght have
been required to pay over the reward proceeds to Proul x pursuant
to a State court order. Pursuant to the second bankruptcy
proceedi ng, the reward proceeds were transferred fromthe trust
account to Richard Ki pperman (Ki pperman), the chapter 7 trustee.
On Septenber 4, 2001, Kipperman initiated an adversary action
against Proulx in order to determ ne whether Proulx’ s lien
attached to the reward proceeds. A series of proceedings
ultimately determined that it did. As it turned out, the
conflict between Proul x and petitioner would not be resol ved
until the mddle of 2003.

Taking into account an extension, petitioner’s 1999 Feder al
incone tax return was tinmely filed. Receipt of the $148, 680

reward is disclosed on line 21 of that return. The anount of the



- 6 -
reward is offset by $151, 489 because, according to an explanation
contained on the return, petitioner “did not constructively
received [sic] these anbunts”. The anount reported on |ine 21 of
petitioner’s 1999 return is a net |oss of $2,8009.

In the notice of deficiency that forns the basis for this
case, respondent proceeded as though the reward ($148, 680) and
the interest earned on that anobunt while it was on deposit in the
trust fund ($1,299) were omitted fromthe i ncone reported on
petitioner’'s return.? Qher adjustnents nade in the notice of
deficiency have been agreed to by the parties and need not be
addressed. Furthernore, respondent now concedes that to the
extent that the reward is includable in petitioner’s 1999 incone,
she is entitled to a deduction in the same anmount. See secs.

212, 461(f).3

Di scussi on

Absent the conplications that followed from Proul X’ s
contractual claimagainst petitioner, the reward woul d be

i ncludable in petitioner’s 1999 incone, and neither party

2 Presumably, this case could be resol ved by addressing
petitioner’s entitlenment to what is, in effect, a $151, 489
deduction, as the $148,680 reward is, in effect, included in the
i ncome reported on petitioner’s return. |In fairness to the
parties, however, the Court wll address the issues as franed by
t he pl eadi ngs and briefs.

3 Unl ess otherwi se indicated, section references are to the
| nternal Revenue Code in effect for 1999, and Rule references are
to the Tax Court Rules of Practice and Procedure.
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suggests ot herwi se. Secs. 61, 451(a); Conm ssioner v. { enshaw

dass Co., 348 U. S. 426 (1955); Roco v. Comm ssioner, 121 T.C

160, 164-165 (2003) (paynent made by the U S. Governnment to the
taxpayer in a qui tamaction is a reward and, as such, is
i ncludable in gross incone); sec. 1.61-2(a)(1), Incone Tax Regs.
According to petitioner, however, the reward is not includable in
her 1999 inconme because she did not “constructively receive” the
reward during that year. |In support of her position, petitioner
argues that because the distribution of the proceeds of the
reward was subject to an order of the bankruptcy court during
1999, she could not exercise the necessary dom nion and control
over the reward to render it includable in her income for that
year. See sec. 1.451-2(a), Incone Tax Regs.*

At the outset we should note that, as a general explanation
of the topic, we agree with petitioner’s discussion of the

doctrine of constructive receipt contained in her briefs. W

* The term “constructive receipt” is defined in sec. 1.451-
2(a), Incone Tax Regs., as follows:

(a) General rule. Incone although not actually reduced
to a taxpayer’s possession is constructively received
by himin the taxable year during which it is credited
to his account, set apart for him or otherw se nmade
avai l able so that he may draw upon it at any tine, or
so that he could have drawn upon it during the taxable
year if notice of intention to w thdraw had been given.
However, incone is not constructively received if the
taxpayer’s control of its receipt is subject to
substantial limtations or restrictions.
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further agree that petitioner did not “constructively” receive
the reward in 1999. |Instead, as we view the situation, she
actually received the reward during that year.® Petitioner’s
reliance upon the doctrine of constructive receipt ignores the
sinple fact that it was petitioner who volunteered® to place the
reward in the custody of the bankruptcy court. The “dom nion and
control” over the reward inplicit in her decision to do so

conpl etely underm nes petitioner’s claimthat she | acked any

such dom nion or control over the reward. See Sullivan v.

Conmi ssioner, T.C. Menp. 1999-341. For what it’'s worth, we think

it also inportant to note that the doctrine of constructive

recei pt, in general, addresses questions regardi ng when, not

whet her, inconme is realized by a cash basis taxpayer. Taken to
its extremes, petitioner’s argunent woul d suggest that because
Proul x ultimately prevailed, the reward woul d never be includable

in her income. Such a conclusion is wholly inconsistent wwth the

5 Al though not expressly addressed by the parties, it is
clear fromtheir respective positions that petitioner conputed
her 1999 Federal inconme tax liability in accordance wth the cash
recei pts and di sbursenents nethod of accounting (cash basis).

Sec. 1.446-1(c)(1)(i), Inconme Tax Regs., provides, in part, as
follows: “Cenerally, under the cash receipts and di sbursenents
met hod in the conputation of taxable incone, all itens which
constitute gross incone * * * are to be included for the taxable
year in which actually or constructively received.”

6 W appreciate petitioner’s point that it was a hard
choice. Nevertheless, it was her choice.
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principle that a taxpayer does not escape taxation on what is
ot herwi se the taxpayer’s incone nerely because the inconme was

paid directly to the taxpayer’s creditor. Helvering v. Horst,

311 U. S 112 (1940); Parkford v. Conmm ssioner, 133 F.2d 249, 251

(9th Gr. 1943).°

Furthernore, we think it appropriate to note that, contrary
to petitioner’s argunents, the above-described bankruptcy
proceedi ngs are, for the nost part, irrelevant. The bankruptcy
court did not focus on the nature of the reward as an item of
i ncone but rather as an asset avail able as a source of paynent to

petitioner’s creditors. See Parkford v. Conm ssioner, supra at

251.

Simlarly, petitioner’s reliance on Cold Metal Process Co.

v. Comm ssioner, 17 T.C 916 (1951), affd. per order 53-1 USTC

par. 9135 (6th Cr. 1952), Barnette v. Conm ssioner, T.C Meno.

1992-371, affd. wi thout published opinion 41 F.3d 667 (11th G r

1994), Stone v. Conm ssioner, T.C Meno. 1984-187, Collins v.

Conmi ssioner, T.C. Meno. 1972-170, and Hannaford v. Conm ssioner,

" Curiously, and if only by inplication, petitioner
recogni zes this principle as she argues in the alternative that
to the extent that the reward is includable in her incone, it
shoul d be includable in her 1998 i nconme because that was the year
Proul x’s lien arose. A creditor’s collection rights against a
t axpayer’s property, however, say little about when a cash basis
t axpayer realizes incone.



- 10 -
T.C. Meno. 1960-78, is msplaced.® The taxpayer in Cold Metal

Process Co. was on the accrual nethod of accounting, and any
precedents established by that case sinply have no application to
the issue in dispute here. In each of the other cases there was
a question regarding whether the taxpayer was entitled to receive
the disputed incone. Unlike the taxpayers in those cases,
petitioner was clearly entitled to the reward in 1999; the only
question at the tinme was how nuch of the reward she woul d be
entitled to retain.

The reward is includable in petitioner’s 1999 incone, and
respondent’s adjustnent to that end is sustained. W need not
di scuss the treatnment of the $1,299 interest earned on the reward
proceeds while they were on deposit in the trust fund because the
parti es have agreed on that treatnent. Finally, as noted above,
respondent now agrees that petitioner is entitled to a
m scel | aneous item zed deduction in an anount equal to the anount
i ncludabl e in her inconme, and petitioner agrees that the
i nposition of the section 55 alternative mninmumtax that results

i's conmputational.

8 Stone v. Conmi ssioner, T.C. Menbp. 1984-187, m ght very
well apply to the interest earned on the reward proceeds while
they were on deposit in the trust account. However, the parties
have by their agreenent renoved the treatnment of the interest
fromthe Court’s consideration




To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




