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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioners petitioned the Court to
redetermine a $43,012 deficiency in their 2000 Federal incone tax
and an $8, 602 accuracy-rel ated penalty under section 6662(a) and

(d) for substantial understatenent of incone tax.! Follow ng

1 Unl ess otherwi se noted, section references are to the
(continued. . .)
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petitioners’ concession, we decide whether section 104(a)(2)
excludes fromtheir 2000 gross income $132,000 that petitioner
WlliamL. Kidd (Kidd) received in settlement of the unspecified
“equitable renmedy” awarded to himin his reverse discrimnation
lawsuit (lawsuit) against the State of California and two of its
agencies (collectively, defendants). W hold it does not.
We al so deci de whether petitioners are |liable for an
accuracy-rel ated penalty under section 6662(a) and (d). W hold
t hey are not.

FI NDI NGS OF FACT

Sone facts were stipulated. The stipulated facts and the
exhibits submtted therewith are incorporated herein by this
reference. We find the stipulated facts accordingly.
Petitioners, husband and wife, resided in California when their
petition was filed. They filed a joint 2000 Federal incone tax
return (2000 return) on August 19, 2001.

In 1985, Kidd and Edward Sw den (Sw den) commenced the
lawsuit in the California Superior Court for Sacramento County
(superior court) by filing a petition for wit of mandanus and
conplaint for declaratory and injunctive relief. The defendants
were the State of California (California), the California

Per sonnel Board (board), and the California Departnent of Fish

Y(...continued)
appl i cabl e versions of the Internal Revenue Code.
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and Gane (departnent). The plaintiffs asserted in the | awsuit
that the departnment’s affirmative action policy known as
suppl enmental certification was in violation of their rights under
(1) the Equal Protection C ause of the 14th Amendnent to the U. S.
Constitution, (2) the merit principle described in Cal. Const.
art. VIl, sec. 1, subdiv. b, and (3) Cal. Govt. Code secs. 19704,
19705, and 19057 (West 1993).2 Suppl enental certification
allowed certain mnority and fenal e applicants to be selected for
positions in California civil service to the exclusion of
i ndi vi dual s who perfornmed better on a conpetitive exam nation
The plaintiffs had each applied for enploynent positions with the
departnent, and the departnent had through suppl enent al
certification filled those positions wth individuals who had
performed worse than plaintiffs on the conpetitive exam nations.
The plaintiffs did not in the |lawsuit request an award of
nmonet ary damages. The plaintiffs prayed that the defendants be
ordered to stop using supplenental certification and that the
i ndi viduals who were hired pursuant to supplenental certification

be di scharged from enpl oynent .

2 Cal. Const. art. VII, sec. 1, subdiv. b provides: “In the
civil service permanent appoi ntnment and pronotion shall be nmade
under a general system based on nerit ascertained by conpetitive
exam nation.” Cal. Govt. Code sec. 19057.1 (West 1993) requires
that appointnments to California civil service be made fromthe
top three ranks of eligible applicants as determ ned by
conpetitive exam nation. Cal. Govt. Code secs. 19704 and 19705
(West 1993) prohibit the appointing power fromreceiving any data
related to an applicant’s race or gender.
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While the lawsuit was pending in superior court, the U S

Suprene Court decided in R chnond v. J.A. Croson Co., 488 U. S.

469 (1989), that a State governnent nust have strong evi dence of
past discrimnation before it can enploy racial or gender
classifications. On the basis of this decision, the board
reexam ned the departnent’s supplenental certification program
and concluded that it was inproper. The board suspended the
departnent’s use of that programin Decenber 1989. Shortly
thereafter, the superior court dism ssed the lawsuit as noot in
that the departnent was essentially then in conpliance with the
plaintiffs’ request in the lawsuit that it abandon its
suppl enmental certification program The superior court declined
in connection with the dismssal to grant the plaintiffs request
to di scharge the individual s enployed through the suppl enent al
certification program

The plaintiffs appealed the dismssal of the lawsuit to the
California Court of Appeal for the Third District (court of
appeal ). The court of appeal reversed the dism ssal and renanded
the case to the superior court with instructions to declare that
the plaintiffs’ rights under the California Constitution and
California Governnment Code were violated by the use of
suppl emental certification, to enjoin the defendants from using
suppl enmental certification, and to “fashion an equitabl e renedy

to redress the violation of plaintiffs’ constitutional and
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statutory rights”. See Kidd v. State, 72 Cal. Rptr. 2d 758, 773

(Cal. App. 1998). The court of appeals rejected as part of any
equi table renedy that the defendants be ordered to discharge from
enpl oynent those individuals who were hired pursuant to the

suppl emental certification. The court of appeal rested its
decision on its interpretation of the California Constitution and
California Governnment Code and declined to decide the plaintiffs’
claimunder the U S. Constitution.

Upon remand, counsel for the parties to the lawsuit nmet on a
few instances in the presiding Judge s chanbers to discuss
settlenment of the lawsuit and, nore particularly, the specific
equitable renmedy to which the plaintiffs were entitled under the
directive of the court of appeal. During their discussions, the
parties to the lawsuit disputed the formof that renedy in that
neither plaintiff still wanted the civil service position for
whi ch he had applied, and, even if he did, the results of his
prior conpetitive exam nation were too old to qualify himfor
that position. The parties’ counsel discussed settling the
equi tabl e renedy award through a nonetary paynent but this was
problematic in that Swi den had suffered an economc |oss fromthe
defendants’ violation of his rights but Kidd had not; Kidd had
earned nore noney during the relevant period than he woul d have
earned had he been enployed in the civil service position for

whi ch he had applied. The defendants nmade a settl enent proposal
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that was based sinply on Swiden’s | ost wages and enpl oynent
benefits. This proposal was rejected by the plaintiffs.
Finally, on Septenber 17, 1999, while in the presiding Judge’s
chanbers, counsel for the parties to the lawsuit agreed that the
def endants would pay a total of $350,000 to the plaintiffs in
settlenment of the lawsuit, inclusive of attorney’ s fees and
l[itigation costs, and that the plaintiffs and their attorneys
woul d have to apportion this anount anong them The record does
not expl ain the nechanics underlying the cal culation of the
$350, 000 paynent. Nor did the parties to the | awsuit
specifically allocate any portion of that ampbunt to a particul ar
claimraised in the |awsuit.

The law firm of Nagel ey, Meredith & M Il er (Nageley) and the
Paci fic Legal Foundation (Pacific) represented the plaintiffs in
the lawsuit. 1In 2000, the defendants paid the $350,000 to
Nageley in its capacity as the trustee responsible for
distributing the proper portions of this paynment to the
plaintiffs and their counsel. Nageley paid itself and Pacific a
total of $75,000 of the $350,000 for attorney’'s fees and, on the
basi s of an agreenent between the plaintiffs, paid $132,000 to
Kidd and the rest ($143,000) to Swiden. Nageley did not wthhold
any Federal inconme taxes on the $132,000 paynment that it nade to

Ki dd.
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Petitioners’ 2000 return was prepared by their certified
public accountant Wendy Boi se (Boise). During the discussions in
chanbers nenti oned above, Boi se had asked Ki dd whet her any
settl ement paynent that he received would be reported as incone
to him and plaintiffs’ counsel relayed this question to the
def endants’ counsel and to the presiding Judge. The latter two
i ndi vidual s declined to opine on the matter and referred the
plaintiffs to Nageley in its capacity as trustee. By way of
conversations between the plaintiffs and Nagel ey, Nageley |ed
Kidd to believe that any settlenent would not be taxed to him and
t hat he woul d not be issued a Form 1099-M SC, M scel | aneous
| nconme, as to any paynent that he received pursuant to the
settlenment. Kidd also was advi sed by other attorneys that they
woul d not issue a Form 1099-M SC to their clients in a simlar
situation.

In early 2001, contrary to his understanding, Kidd received
a 2000 Form 1099-M SC from Nagel ey that reported that the
$132,000 was taxable to himas “other incone”. Kidd asked Boi se
not to report the $132, 000 on petitioners’ 2000 return, and she
did not. Boise advised Kidd to attach to that return the 2000
Form 1099-M SC i ssued to him but he asked her not to do so
because he believed that he would be admtting to its taxability.
Ki dd al so noted to Boise that the $132, 000 woul d be reported to

respondent on respondent’s copy of the 2000 Form 1099- M SC.
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Nei t her Boi se nor petitioners attached the 2000 Form 1099-M SC to
petitioners’ 2000 return.
OPI NI ON

We deci de whether the $132,000 paynment is includable in
petitioners’ 2000 gross incone. Petitioners argue it is not.
According to petitioners, Kidd received this paynent in
settl enment of the unspecified “equitable renedy” that was awar ded
to himfor injuries which were unrelated to traditional work-
rel ated conpensati on such as back pay or a lost job opportunity.
Petitioners assert that the clains underlying the [awsuit were
tortlike in nature and that the $132, 000 paynent conpensated Kidd
for a personal physical injury. As to the latter, petitioners
contend, a personal physical injury under section 104(a)(2) need
not manifest itself |like a broken bone would but may be of a
| atent type such as an injury to an individual’s dignity or
sel f-respect. Respondent determ ned and argues that the $132, 000
paynment was includable in petitioners’ 2000 gross incone.
According to respondent, petitioners bear the burden of proof as
to this deficiency and have failed to establish that either
(1) the settlenent anount was paid on account of personal
physical injuries or (2) a cause of action underlying the | awsuit
was based upon tort or tort type rights. Respondent asserts,
wi thout reference to any particular, that petitioners have

nei ther asserted nor established that section 7491(a) applies in
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this case to place upon respondent the burden of proof as to the
defi ci ency.

We agree with respondent that section 104(a)(2) does not
excl ude the $132,000 paynent from petitioners’ 2000 gross incone.
We do so, however, for reasons different than the burden of proof
grounds upon whi ch respondent relies. W decide the |egal issue
at hand on the basis of the record, without regard to which party
bears the burden of proof.

Section 61(a) provides that gross incone includes all incone
from what ever source derived. Section 61(a) is construed broadly
to reach any accession to wealth. Exclusions fromgross incone

are construed narrowy. Conmm ssioner v. Schleier, 515 U S. 323,

328 (1995); United States v. Burke, 504 U S. 229, 233 (1992).

The parties disagree over the applicability of section
104(a)(2) to this case. That section as applicable here excludes
fromgross incone “the anmount of any damages (other than punitive
damages) received (whether by suit or agreenent and whet her as
| unmp suns or as periodic paynents) on account of personal
physical injuries or physical sickness”. |In this context, the
terms “physical injury” and “physical sickness” do not include
enotional distress, except to the extent of damages not in excess
of the anobunt paid for nedical care described in section
213(d)(1) (A and (B) attributable to enotional distress. See

sec. 104(a) (flush | anguage).
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The term “damages received’, as used in section 104(a)(2),
denot es an anount received “through prosecution of a |legal suit
or action based upon tort or tort type rights, or through a
settlenment agreenent entered into in lieu of such prosecution.”
Sec. 1.104-1(c), Inconme Tax Regs. In the absence of bona fide
| anguage in a settlenent agreenent as to the reason for a

settlement paynent, we discern that reason by determ ning the

intent of the payor in making the paynent. Robinson v.

Comm ssioner, 102 T.C 116, 127 (1994), affd. in part and revd.

in part on another issue not relevant herein 70 F.3d 34 (5th Gr
1995). We do so on the basis of all the facts and circunstances
of the case, including an analysis of the conplaint filed and the
details surrounding the litigation. 1d.

The $132, 000 paynment nust neet a two-prong test in order for
it to be excluded under section 104(a)(2). First, the underlying
cause of action giving rise to Kidd's recovery of the paynent
must be based upon tort or tort type rights. Second, the paynent
must be received on account of personal physical injuries or

physi cal sickness. Conm ssioner v. Schleier, supra at 328; see

al so sec. 104(a)(2); sec. 1.104-1(c), Inconme Tax Regs. Unless
both of these prongs are net, the paynment is not excludable from
petitioners’ gross inconme under section 104(a)(2). E.g., Prasi

V. Conm ssioner, T.C. Menob. 2003-100.
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We begin our analysis with the second prong. The court of
appeal s awarded Kidd an unspecified equitable renmedy for the
violation of his rights under the California Constitution and
California Governnment Code, and the defendants paid $132,000 to
Kidd in settlenent of this award. Under the facts herein, we
conclude that the $132,000 was not paid to Kidd for personal
physi cal injuries or physical sickness wthin the nmeaning of
section 104(a)(2). No exclusion is avail able under that
provi sion insofar as the settlenent was paid to conpensate him
for injuries nost akin to enotional distress. Sec. 104(a)(2) and
flush | anguage; see H Conf. Rept. 104-737, at 301 n.56 (1996),
1996-3 C.B. 741, 1041 n.56 (enotional distress, including
synpt ons such as insomia, headaches, and stomach disorders, is
not considered a physical injury or physical sickness, except
that an exclusion nmay be allowed to the anount paid for nedical
care attributable to the enotional distress). See generally
Black’s Law Dictionary 542 (7th ed. 1999) (“enotional distress”
denotes “A highly unpl easant nental reaction (such as angui sh,
grief, fright, humliation, or fury) that results from anot her
person’s conduct; enotional pain and suffering.”). |In fact, Kidd
asserted in this proceeding that he believes that the $132, 000
conpensated himfor the “abuse and nental distress” that he
suffered as a result of the defendants’ treatnment of himas a

second class citizen. W conclude that none of the $132,000 is
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attributable to personal physical injuries or physical sickness
and hold that none of that paynent may be excluded from
petitioners’ gross income under section 104(a)(2). W note that
petitioners have not asserted that Kidd paid for any nedical care
attributable to enotional distress, so as to cone wthin the
exception described in the flush | anguage of section 104(a), and
that the record does not establish that any such paynents were in
fact made.

Respondent al so determ ned that petitioners are |iable for
t he accuracy-rel ated penalty under section 6662(a) and (d).
Section 6662(a) and (d) inposes an accuracy-related penalty if
any portion of an underpaynent is attributable to a substanti al
understatenent of inconme tax. An understatenent of inconme tax is
substantial if it exceeds 10 percent of the tax required to be
shown on the return or $5,000. Sec. 6662(d)(1). Respondent
bears the burden of production under section 7491(c) and nust
cone forward wth sufficient evidence indicating that it is
appropriate to i npose an accuracy-rel ated penalty. Hi gbee v.

Commi ssioner, 116 T.C. 438, 446-447 (2001). Once respondent has

met this burden, the taxpayer nust conme forward with persuasive
evi dence that the accuracy-related penalty does not apply. 1d.
The taxpayer may establish, for exanple, that part or all of the
accuracy-rel ated penalty is inapplicable because it is

attributable to an understatenent for which the taxpayer acted
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Wi th reasonabl e cause and in good faith. Sec. 6664(c)(1).
Whet her a taxpayer acted as such is a factual determ nation, sec.
1.6664-4(b) (1), Income Tax Regs., for which the taxpayer’s effort
to assess the proper tax liability is an inportant consideration.

Here, respondent has nmet his burden of production in that
the understatenent on petitioners’ return is “substantial” within
t he nmeani ng of section 6662(d)(1l). Petitioners argue that they
acted reasonably and in good faith towards the subject natter of
the deficiency. W agree. On the basis of the record before us,
we find that petitioners were cognizant as to the issue of the
taxability of the $132,000 and that they reasonably relied upon
the advice and representati ons of professionals to conclude that

t he paynment was not taxable. United States v. Boyle, 469 U S

241, 250 (1985) (reasonable reliance on the advice of a conpetent
advi ser may be a defense to the accuracy-rel ated penalty).

Al t hough respondent notes correctly that petitioners did not heed
Boi se’s advice to attach the 2000 Form 1099-M SC to their 2000
return, we know of no requirenent (nor has respondent identified
any such requirenent) that petitioners have attached that formto
their 2000 return.® W also decline to find as a fact
respondent’ s assertion on brief that petitioners did not heed

Boi se’s advice to include the $132,000 in their incone. The

3 W note our finding that Nageley did not w thhold any
Federal income tax on the $132, 000 paynent that it nade to Kidd.
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record does not establish such a finding, and respondent does not
even include this assertion in his brief as a proposed finding of
fact. On the basis of section 6664(c), we hold for petitioners
as to the accuracy-rel ated penalty.

All argunments nmade by the parties have been consi dered, and
t hose argunents not di scussed herein have been found to be

w thout nmerit. Accordingly,

Deci sion will be entered

for respondent as to the

deficiency and for petitioners

as to the accuracy-rel ated

penal ty.



