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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed. The decision to be
entered i s not reviewabl e by any other court, and this opinion
shoul d not be cited as authority. Unless otherw se indicated,

subsequent section references are to the Internal Revenue Code in
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effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.

Respondent determ ned a deficiency in petitioner’s Federal
i ncome tax of $12,229, and an accuracy-rel ated penalty of $2, 446,
for the taxable year 1999.

The issues for decision are: (1) Wether a $50, 000 paynent
petitioner received in 1999 is excludable fromgross incone under
section 104(a)(2), and, if not, whether the portion of the
paynment retained by petitioner’s attorney is includable in
petitioner’s inconme; and (2) whether petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) for a substanti al
under st at ement of tax.

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are
incorporated herein by this reference. Petitioner resided in

Ri verside, California, on the date the petition was filed in this
case.

In June 1996, petitioner began working as a | oss prevention
agent for the May Departnent Stores Conpany, d.b.a. Robinsons- My
(“the May Conpany”). On March 23, 1997, petitioner was injured
whil e working at one of the May Conpany departnent stores. In
attenpting to apprehend a disabled shoplifter, petitioner’s hand

becanme stuck in a wheelchair, causing injury to her right thunb
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and index finger. Petitioner stopped working for the May Conpany
on March 27, 1997

I n Novenber 1997, petitioner filed a discrimnation charge
agai nst the May Conpany with the California Departnent of Fair
Enpl oyment and Housing. Petitioner subsequently was issued a
right to bring a civil action, and, on February 19, 1998, she
filed a conplaint wwth the Superior Court of the State of
California, County of Los Angeles. In the conplaint filed
agai nst the May Conpany and 10 unnaned defendants, petitioner
all eged that 2 enpl oyees of the May Conpany engaged in
conversation wth petitioner which was “sexual | y denmeani ng,
insulting and offensive towards wonen”, and that they were
i nvol ved in other instances of sexual harassnent toward
petitioner. The conplaint further alleged that after petitioner
had i nformed the May Conpany that she was | eaving her position,
and after petitioner received a severe hand injury while
apprehendi ng a shoplifter, petitioner was forced to abandon a
wor kers’ conpensation cl ai m because one of the enpl oyees who had
been harassing her was assigned to handl e the workers’
conpensation claimfor the conpany.

Petitioner’s conplaint alleged three causes of action. The
first cause of action was based upon the foll ow ng:

Pursuant to Governnent Code section 12490(a), (f) and (i),

respectively, it is an unlawful enploynent practice for: an

enpl oyer, because of the sex of any person, to discrimnate
agai nst the person in conpensation or in terns, conditions,
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or privileges of enploynent; for any enployer to discharge,
expel, or otherw se discrimnate agai nst any person because
the person has filed a conplaint, testified or assisted in
any proceedi ng regarding a conplaint of discrimnation or
sexual harassnent; and, for any enployer to fail to take al
reasonabl e steps necessary to prevent discrimnation and
harassnment from occurring.

Petitioner’s second and third causes of action were for a

“wrongful termnation in violation of public policy” and for the

“intentional infliction of enotional distress”, both based upon

the acts related to the all eged sexual discrimnation and

harassnent. Petitioner further alleged that as a result of each
of the three clainms, she suffered “enotional harm severe nental

angui sh, nervous shock, grief, shanme, humliation, enbarrassnent,
anger, |l oss of incone and | oss of enploynent opportunities.”

Finally, the conplaint sought judgnent for past and future | oss

of incone and enpl oynent benefits; general, special, and punitive

damages; pre-judgnent interest; and attorney’s fees and costs.
On May 21, 1999, petitioner filed with the California court

a docunent titled “Plaintiff Carrie Muirray’s Ex Parte Application

to Continue Status Conference Re Arbitration Conpletion”™. In

this docunent, petitioner stated that “This is an action for
sexual harassnent brought by Plaintiff Carrie Murray”. No
menti on was made of the physical injury to petitioner’s hand.

In a docunent prepared by the May Conpany titled “Mandatory

Settl enment Conference Statenent” and dated Septenber 1, 1999, the

underlying case was descri bed as “a sex harassnent, hostile work
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envi ronment case.” This docunment included a detail ed statenent
of the facts relevant to the case fromthe point of view of the
May Conpany. The only nention of the physical injury to
petitioner’s hand was the foll ow ng:

A few weeks | ater, Murray stuck her finger in the spokes on

a wheelchair while trying to apprehend a di sabl ed

shoplifter. She suffered a sprained finger and filed a

wor kers conp claim The clai mwas assigned to Ahonen

because of his know edge of | oss prevention. He had one

friendly conversation with Plaintiff that he docunented and
she left a pleasant voice mail to himafter she abandoned
her injury claim * * * Murray clains that Ahonen was

assigned to her conp claimas an act of retaliation. * * *

Mackay had nothing to do with the assignnent of the conp

claimto Ahonen and Murray never conpl ai ned to Robi nsons- May

al t hough she reposed trust in Mackay. Whether assigning

Ahonen to the claimis retaliation as defined in the

government code is dubious to put it mldly.

Finally, in petitioner’s “Mandatory Settl enent Conference
Brief”, dated Septenber 2, 1999, petitioner stated that “This
action is brought by [petitioner] to recover damages for injuries
incurred by her as the result of sexual harassnent”. The only
reference that was nade to the physical injury to petitioner’s
hand was in the context of the workers’ conpensation claimand
the alleged retaliatory conduct in assigning a harasser to the
claim However, the docunent stated that petitioner’s “finger is
now permanently defornmed”.

Petitioner entered into an agreenent to settle her |awsuit
agai nst the May Conpany in Novenber 1999. The agreenent, titled
“Settlement Agreenent and Release of Al Clains”, provides in

rel evant part as foll ows:
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WHEREAS, Murray’s [petitioner’s] enploynment with the
[ May] Conpany was term nated and she was conpensated at her
termnation with severance pay; and

WHEREAS, Murray clains that her term nation has
resulted in her suffering financial |oss and enoti onal
di stress danmmages;

WHEREAS, Murray has pending a | awsuit claimng breach
of enpl oynment agreenent, breach of the covenant of good
faith and fair dealing, discrimnation in violation of
California Governnment Code and California Constitutions and
wongful termnation in violation of California Governnent
Code, Intentional and Negligent Infliction of Enotional
Distress in the Superior Court of Los Angeles County * * *

*x * * % % *x *

WHEREAS, Murray and the Conpany now desire to settle
fully and finally all differences between them i ncluding,
but in no way limted to, those differences described above;

NOW THEREFORE, in consideration of the nutua
covenants and prom ses herein contained and ot her good and
val uabl e consi deration, receipt of which is hereby
acknow edged, and to avoid unnecessary further litigation,
it 1s hereby agreed by and between the parties as foll ows:

*x * * % % *x *

SECOND:

(a) * * * the Conpany wll cause to be delivered to
counsel for Murray * * * $50,000.00 as paynent for alleged
enotional distress. * * *

*x * * * % *x *

(c) Mirray agrees that the foregoing paynent shal
constitute the entire anount of the settlenent provided to
her under this Agreenent and that she will not seek any
further conpensation for any other clainmed damge, costs, or
attorneys’ fees in connection with the matters enconpassed
in this Agreenment relating in any way to her term nation
from enpl oynent and enpl oynent with the Conpany. * * * This
rel ease enconpasses the injury clainmed by Murray in March,
1997, for an on the job injury arising at the Mntclair
store.

(d) Murray through her counsel will dismss [the My
Conpany] * * * |
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The agreenent then set forth a general release of all clains of
any kind by Murray agai nst the May Conpany.

In 1999, petitioner received $26,547 of the $50,000 in
settlement proceeds. Petitioner’s attorney retained the
remai nder of the proceeds consisting of “costs advanced” of
$4, 620, a 40-percent contingency fee of $18,152, and a
1. 5-percent paynment of $681 for costs.

Petitioner filed an individual Federal inconme tax return for
t axabl e year 1999 on a Form 1040, U.S. Individual |ncone Tax
Return. Petitioner paid a tax return preparer to prepare her
return, and she sought advice--both fromthis preparer and from
the attorney who had represented her in the suit against the My
Conpany--concerni ng the proper tax treatnent of the settlenent
proceeds. In the space provided adjacent to line 21 of the Form
1040, “Other income”, petitioner made the foll ow ng notation:

THE MAY DEPT STORE 50, 000.
PHYS. | NJURY SETTLEMENT <50, 000. >

Petitioner did not include any portion of the $50,000 settl enent
in her income, nor did she claimany deduction for the | egal
expenses she incurred wth respect thereto.

In the notice of deficiency, respondent determ ned that
petitioner was required to include in gross incone the ful
anount of the $50,000 settlenment. Respondent al so determ ned
that petitioner is liable for the accuracy-rel ated penalty under

section 6662(a) for a substantial understatenent of tax.
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The first issue for decision is what portion, if any, of the
$50, 000 paynment petitioner received in 1999 is excludable from
gross incone. W decide this issue on the nerits based on the
pr eponder ance of evidence, wi thout regard to the burden of proof.
See sec. 7491(a); Rule 142(a)(1).
Section 61 provides that gross incone generally includes al
i nconme from whatever source derived. However, section 104(a)(2)
excl udes from gross inconme anmounts received in damages, by suit
or settlement, “on account of personal physical injuries or
physi cal sickness”. |In determ ning whether danmages received are
excl udabl e under section 104(a)(2), the focus is the nature of

the clai munderlying the damage award. United States v. Burke,

504 U. S. 229, 237 (1992). The underlying claimgiving rise to
the recovery nust be “based upon tort or tort type rights” and
t he damages nust have been received “on account of personal

injuries or sickness”. Conm ssioner v. Schleier, 515 U S. 323,

336-337 (1995). Section 104(a)(2) was anended in 1996, effective
for amounts received after August 20, 1996, to require that the
personal injury or sickness be physical in nature; this anmendnent

does not otherw se change the anal ysis under Conmm Ssioner V.

Schl ei er, supr a. Prasil v. Commi ssioner, T.C Meno. 2003-100.

For purposes of section 104(a)(2), enotional distress is not
treated as a physical injury or physical sickness, except for any

damages received that are not in excess of the anmount paid for
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medi cal care attributable to such enotional distress. Sec.
104(a).

Wher e damages are received pursuant to a settl enent
agreenent, the nature of the claimthat was the actual basis for
t he agreenent controls whether such damages are excl udabl e under

section 104(a)(2). Stocks v. Comm ssioner, 98 T.C. 1, 10 (1992);

Met zger v. Comm ssioner, 88 T.C 834, 847 (1987), affd. w thout

publ i shed opinion 845 F.2d 1013 (3d Cr. 1988). \Were the

settl ement agreenent | acks express | anguage stating what the
settlement anobunt was paid to settle, then the nost inportant
factor in making that determnation is the intent of the payor in

maki ng the paynent. Stocks v. Conm ssioner, supra; Metzger v.

Conmi sSsi oner, supra.

Petitioner argues that the settlenent proceeds represent
conpensation for a physical injury and therefore are excl udable
frominconme under section 104(a)(2). Aternatively, if the Court
should find that the proceeds are not excludabl e under section
104(a)(2), petitioner argues that the portion of the proceeds
paid directly to her attorney should not be included in
petitioner’s incone.

Wth respect to petitioner’s first argunent, we find that
the settlenment proceeds do not represent conpensation for a
physical injury. Petitioner argues that the eventual settlenent

was made for clains which were not nmade originally in the
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conplaint filed in the California court; nanely, clains of
physical injury. However, the settlenent agreenent specifically
provi des that the $50,000 was to be “paynent for alleged
enotional distress”. Furthernore, assum ng arguendo that
petitioner had a valid claimfor damages fromthe injury to her
hand i n excess of any anounts that the May Conpany had previously
paid her, it is evident fromthe record that petitioner had
st opped pursuing any such claimlong before she entered into the
settlenment agreenent. Even if her decision to do so was based
upon the alleged retaliatory action by her enployer, it is
neverthel ess clear that she abandoned the claim \Wen petitioner
subsequently entered into the agreenent with the May Conpany, the
intent of both parties was to settle petitioner’s sexual
harassnment suit which she had filed with the California court.

The inclusion in the settlement agreenent of the provision
relating to the injury to petitioner’s hand was, in the context
of the overall agreenent, nerely an extension of the agreenent’s
general provisions releasing the May Conpany from any and al
clains which petitioner had agai nst the May Conpany. The use of
these provisions reflects an intent to prevent future |awsuits
whi ch petitioner m ght have been able to bring against the May
Conpany, but it does not reflect an intent to conpensate

petitioner for any physical injury.
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Thus, we are convinced fromthe record as a whole that the
entire anmount of the $50, 000 proceeds was intended to settle
petitioner’s sexual harassnent clains, as those clains are
reflected in the original conplaint. Consequently, no portions
of the proceeds received under the settlenent agreenment are
damages recei ved “on account of personal physical injuries or
physi cal sickness”, sec. 104(a)(2), and no portions of the
proceeds are excludable frompetitioner’s gross incone under
section 104(a)(2).

Petitioner makes various argunents concerning injuries, both
physi cal and psychol ogi cal, which she asserts were caused by her
enpl oynent wth the May Conpany. Petitioner points to
psychol ogi cal counseling that she received prior to entering into
the settlenent agreenent. Petitioner also argues that her
enotional distress caused physical ailnents which becane manifest
after she entered into the agreenent. To this effect, petitioner
provi ded evi dence that she visited a physician in 2002 and 2003
for treatment of abdom nal pain and related conditions. As
di scussed above, danmges received for certain nedical care for
the treatnment of enotional distress may be excl udabl e under

section 104(a)(2).! However, the record indicates that the

The | egi sl ative history acconpanyi ng passage of the
anendnent to section 104(a)(2) clarifies that “the term enoti onal
di stress includes synptons (e.g., insomia, headaches, stomach
di sorders) which may result from such enotional distress.” H

(continued. . .)
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psychol ogi cal counseling petitioner received was general in
nature and that the problens petitioner was experiencing were at
nost only nomnally related to the sexual harassment clains. W
find that neither the psychol ogical counseling nor the visits to
the physician--visits which occurred over 5 years after the
termnation of petitioner’s enploynent with the May Conpany--are
related to petitioner’s sexual harassnent cl ains.

Petitioner further argues that the physical injury to her
hand caused her damages that occurred after she entered into the
settlenment agreenent, due in part to an inability to perform
certain job functions. This argunment does not address the
rel evant issue in this case. The relevant issue is the intent of
the May Conpany in paying the $50,000 settlenment to petitioner.

See Stocks v. Conm ssioner, supra; Metzger v. Commi SSioner,

supra. W have found that the intent behind the paynment was to
settle the sexual harassnent clains nmade in petitioner’s |awsuit.
Any harm connected with the hand injury that was suffered by
petitioner after entering into the settlenent agreenent could not
have affected the intent behind maki ng the paynment at the tine of

t he agreenent.?

Y(...continued)
Conf. Rept. 104-737, at 301 n.56 (1996), 1996-3 C. B. 741, 1041,
see Prasil v. Conmmi ssioner, T.C Menp. 2003-100.

2At trial, petitioner cited Mbe v. United States, 326 F.3d
1065 (9th G r. 2003), for the proposition that “the chronol ogi cal
(continued. . .)
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We next address petitioner’s argunent that the portion of
the settlenment proceeds retained by her attorney should not be
included in her gross inconme. This Court has consistently held
that “taxable recoveries in |lawsuits are gross incone in their
entirety to the party-client and that associated | egal fees--
contingent or otherw se--are to be treated as deductions.”

Kenseth v. Comm ssioner, 114 T.C 399, 411 (2000), affd. 259 F.3d

881 (7th Cr. 2001). Wiile there is a split of authority anong
the Federal Courts of Appeals as to whether certain contingent
fees may be excludable fromthe client’s income under the | aws of

certain States, in Kenseth v. Comm ssioner, supra, this Court has

concluded that we will continue to adhere to our holding in

OBrien v. Conm ssioner, 38 T.C. 707 (1962), affd. per curiam 319

F.2d 532 (3d Cir. 1963), that contingent fee agreenments “cone
within the anbit of the assignnent of inconme doctrine and do not
serve, for purposes of Federal taxation, to exclude the fee from

the assignor’s gross inconme.” Kenseth v. Conmm Sssioner, supra at

412. Furthernore, the Court of Appeals for the Ninth Crcuit?

2(...continued)
order of the injury and enotional distress didn't matter.” That
case, in which the court held that psychol ogical injury which
results in physical injury is wwthin the scope of the Federa
Enpl oyees’ Conpensation Act, 5 U S.C. ch. 5 (2000), has no
application with respect to the provisions of sec. 104(a)(2) of
the I nternal Revenue Code.

But for the provisions of sec. 7463(b), the decision in
this case would be appealable to the U S. Court of Appeals for
(continued. . .)
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explicitly held in Benci-Wodward v. Comm ssioner, 219 F.3d 941

(9th Gr. 2000), affg. T.C. Menp. 1998-395, that nothing in
California |law acts to exclude the contingent fee portion of
damages froma client’s incone. Thus, petitioner nust include
the entire anmount of the settlenent paynent in her gross incone,
even the portion retained by her attorney. Sec. 61(a). W note
t hat al t hough petitioner did not physically receive the portion
of the settlenent proceeds used to pay the attorney’s fees, she
did receive the benefit of those funds in the formof paynent for
the services required to obtain the settlenent.

The second issue for decision is whether petitioner is
liable for the accuracy-related penalty under section 6662(a) for
a substantial understatenent of tax. W decide this issue on the
merits based on the preponderance of the evidence, w thout regard
to the burden of production or the burden of proof. Sec.

7491(a), (c); Rule 142(a).

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to any one of various factors,
one of which is any substantial understatenent of incone tax.

Sec. 6662(b)(2). A substantial understatenent of incone tax

3(...continued)
the Ninth Crcuit. Sec. 7482(b)(1)(A). This Court generally
applies the law in a manner consistent wth the hol dings of the
Court of Appeals to which an appeal of its decision lies, Golsen
v. Comm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th
Cir. 1971), even in cases subject to sec. 7463(Db).
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exists if the anount of the understatenent exceeds the greater of
$5, 000 or 10 percent of the tax required to be shown on the
return. Sec. 6662(d)(l)(A). GCenerally, the anount of an
understatenent is reduced by the portion of the understatenent
which is attributable to either (1) the tax treatnment of any item
for which there is or was substantial authority, or (2) any item
wth respect to which (a) the relevant facts were adequately
di sclosed on the return or on a statenent attached to the return,
and (b) the taxpayer had a reasonable basis for the tax treatnent
thereof. Sec. 6662(d)(2)(B)

Section 6664(c) (1) provides that the penalty under section
6662(a) shall not apply to any portion of an underpaynment if it
is shown that there was reasonabl e cause for the taxpayer’s
position and that the taxpayer acted in good faith with respect
to that portion. The determ nation of whether a taxpayer acted
with reasonabl e cause and in good faith is made on a case-by-case
basis, taking into account all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Dependi ng
upon the other facts and circunstances of a given case, reliance
on tax professionals may constitute reasonabl e cause and good
faith. Sec. 1.6664-4(b)(2) Exanple (1), Income Tax Regs. The
reliance must be reasonabl e and the advice nust be based upon al
pertinent facts and circunstances and the relevant |aw. Sec.

1.6664-4(c), Incone Tax Regs.
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A substantial understatenent of tax exists with respect to
petitioner’s 1999 incone tax. However, petitioner relied on the
advice of both her attorney and her tax return preparer in comng
to the conclusion that the settlenment proceeds were excludable
fromher gross incone. Based on the record before us, we find
that this reliance was reasonable and in good faith. W
therefore hold that petitioner is not liable for the section
6662(a) accuracy-rel ated penalty.

Respondent concedes that petitioner is entitled to a
m scel | aneous item zed deduction for the |egal fees of $23, 453
whi ch petitioner paid in connection wwth the |awsuit.

M scel | aneous item zed deductions are allowed to the extent they
exceed 2 percent of the taxpayer’s adjusted gross inconme. Sec.
67(a). A Rule 155 conputation is required in this case to

cal cul ate the proper anount of the deficiency taking into account
petitioner’s item zed deducti ons.

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

Deci sion will be entered

under Rul e 155.




