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WHERRY, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
at the tine the petition was filed.! The decision to be entered
is not reviewable by any other court, and this opinion should not

be cited as authority.

1 Unl ess otherw se indicated, section references are to
sections of the Internal Revenue Code in effect for the years in
i ssue, and Rule references are to the Tax Court Rules of Practice
and Procedure.



-2 -

Respondent determ ned Federal inconme tax deficiencies for
petitioners’ 1997 and 1998 taxable years in the anmpunts of $898
and $30, 008, respectively. Respondent al so determ ned an
accuracy-rel ated penalty in accordance with section 6662(a) of
$3, 793 for 1998. After concessions by petitioners, the sole
i ssue for decision is whether a $30,000 paynent received by
petitioner Wlly O Oyelola (also known as O uwol e Oyel ol a and
hereinafter M. Oyelola) is excludable fromgross incone under
section 104(a).

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference. At the tine the petition
was filed in this case, petitioners resided in Toll and,
Connecti cut.

M. Oyel ol a began working for Connecticut Miutual Life
| nsurance Conpany in Decenber of 1989. On May 13, 1996, M.
Oyelola filed a racial discrimnation conplaint against
Connecticut Miutual Life Insurance Conpany with the Connecti cut
Comm ssi on on Human Rights and Opportunities. This conplaint was
anended on August 5, 1996, but was ultimately di sm ssed because
it was not filed wthin 180 days of the alleged unl awf ul

enpl oynent practi ces.
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Thereafter, on February 11, 1998, M. Oyel ol a brought an
action agai nst Massachusetts Miutual Life Insurance Conpany? and
various individuals in the U S D strict Court for the D strict
of Connecticut. The conplaint in this action, brought under
Title VII of the Cvil Rights Act of 1964, alleged a history of
di scrim nation based on race, color, ancestry, and national
origin.

The District Court action was resolved by a General Rel ease,
Confidential Separation Agreenent, Wiiver and Covenant Not To Sue
(settlenent agreenent) executed by M. Oyelola and a
representative for Massachusetts Miutual Life Insurance Conpany
and the individual defendants on August 20 and 27, 1998,
respectively. The stated purpose of the settlenent agreenent was
“to resolve any and all differences that may now exist, or nmay
arise in the future as a result of any act that has heretofore
occurred, under state or federal |aw regarding enploynment with
and separation fromthe Conpany”. The docunent then provided in
Paragraph 4 for the follow ng settlenent terns:

a. The Conpany will pay to M. Oyelola the anpunt of

Thirty Thousand Dol |l ars ($30, 000. 00) (Paynent 1).

Paynment 1 is payable to M. Oyelola based on his claim

that he is entitled to conpensation for enotiona
di stress.

2 Massachusetts Miutual Life Insurance Conpany and
Connecticut Miutual Life Insurance Conpany nerged in 1996, and M.
Oyel ol a’s enpl oynent apparently continued with the nerged entity
under the Massachusetts Miutual Life Insurance Conpany nane.
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b. The Conpany will pay to M. Oyelola the anount of
Ni nety Thousand Dol | ars ($90, 000.00), m nus appropriate
wi t hhol di ngs and deductions (Paynent 2). Paynent 2 is
payable to M. Oyel ol a as conpensation for

M. Oyelola’ s clains of |ost wages.

C. The Conpany will pay to M. Oyelola the anount of
Si xty Thousand Dol | ars ($60, 000. 00) for any and al
attorney’s fees, costs and clains incurred by

M. Oyelola (Paynment 3). Paynent 3 is payable to

M. Oyelola s counsel of record, Nitor V. Egbarin, Esq.

d. The Conpany will pay to M. Oyelola the sum of
Seven Thousand Ei ght Hundred Twenty Four Dol | ars
($7,824.00), which is an anmpbunt equivalent to the cost
of 12 nonths of continued COBRA benefits, including
bot h nedi cal and dental coverage (Paynment 4). Paynent
4 is payable to M. Oyel ol a.

e. The Conpany will provide M. Oyelola with three
(3) nonths of outplacenent services at Lee Hecht
Harrison or an equival ent placenent agency of the
Conpany’ s choi ce.

f. M. Oyelola agrees that he has not relied on the
Def endants for information or advice regarding the
taxability of any nonies paid to him M. Oyelola
further agrees that the Conpany will issue the
appropriate Internal Revenue Service Forns 1099 with
respect to the nonies paid to himpursuant to Paragraph
4 above. * * * The Defendants represent no position
regardi ng the question of tax liability in relation to
any settlenent paynent made to M. Oyelola or his
attorney and encourage M. Oyelola to rely on his own
Accountant or Tax Attorney for advice.

g. In the event of a tax assessnent against the
Conpany by any federal, state or local taxing authority
as a result of not making deductions or w thhol di ng
fromthe nonies paid to M. Oyelola under this
Paragraph 4, M. Oyelola shall pay the enpl oyee’s share
of that assessnent. M. Oyelola agrees that if he
declines to pay his portion of any such assessnent he

wll indemify and hold the Conpany harm ess for the
anount equal to the enployee’s portion of the tax
assessnment, as well as for any and all interest or

penalties the Conpany nmay be required to pay to the
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I nt ernal Revenue Service or other taxing authority, and
reasonabl e attorney’s fees incurred.

M. Oyelola further agreed, in paragraphs 7 and 9 of the
settl ement docunent, that his separation of enploynent fromthe
Conpany® woul d be effective upon his execution of the settlenent
agreenent and that he would wi thdraw and obtain dismssal with
prejudi ce of any charges filed with any court or adm nistrative
agency agai nst the Conpany and rel ated i ndivi dual s.

Petitioners filed joint Fornms 1040, U.S. Individual |ncone
Tax Return, for 1997 and 1998. On their 1998 return, petitioners
did not report as inconme the $30,000 settlenent payment
desi gnat ed as conpensation for enotional distress. On January 3,
2002, respondent issued to petitioners the notice of deficiency
underlying the instant proceeding, in which respondent
determned, inter alia, that the $30,000 paynent was taxable to
petitioners.

Di scussi on

Burden of Proof

In general, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving otherw se.
Rul e 142(a). Section 7491, effective for court proceedings that

arise in connection with exam nations conmencing after July 22,

3 Hereinafter, for convenience, we adopt the term nol ogy of
the settlenent agreenent and refer to Massachusetts Miutual Life
| nsurance Conpany as the Conpany.
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1998, however, nay operate in specified circunstances to place
the burden on the Conm ssioner. Internal Revenue Restructuring &
Ref orm Act of 1998, Pub. L. 105-206, sec. 3001(c), 112 Stat. 727.
Wth respect to factual issues and subject to enunerated
[imtations, section 7491(a) may shift the burden of proof to the
Commi ssioner in instances where the taxpayer has introduced
credi bl e evidence. Concerning penalties and additions to tax,
section 7491(c) places the burden of production on the
Comm ssi oner.

Al though the record in this case is not explicit as to when
t he underlying exam nation began, it is clear that, at least with
respect to 1998, section 7491 would be applicable. In any event,
respondent conceded at trial that section 7491 likely applied to
this matter. Nonetheless, the Court finds it unnecessary to
deci de whet her the burden should be shifted under section
7491(a). The record in this case is not evenly weighted and
enables us to render a decision on the nerits based upon a
preponderance of the evidence, without regard to burden of proof.

1. Section 104(a) Excl usion

A. Ceneral Rul es

As a general rule, the Internal Revenue Code inposes a
Federal tax on the taxable incone of every individual. Sec. 1
Section 61(a) specifies that “Except as otherw se provided”,

gross incone for purposes of cal culating such taxable incone
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means “all income from whatever source derived’. The boundary of
this definition is broad, typically reaching any accretions to

weal th. Conm ssioner v. Schleier, 515 U S. 323, 327 (1995);

Comm ssioner v. denshaw dass Co., 348 U S. 426, 429-431 (1955).

Section 104, in contrast, provides otherw se by authorizing
an exclusion wth respect to conpensation for injuries or
si ckness. Such exclusions fromgross inconme are construed

narrow y. Conm ssioner v. Schleier, supra at 328; United States

v. Burke, 504 U S. 229, 248 (1992) (Souter, J., concurring in
judgnent). As anended on August 20, 1996, by the Snall Busi ness
Job Protection Act of 1996 (SBJPA), Pub. L. 104-188, sec. 1605,
110 Stat. 1838, and as applicable to this case, section 104 reads
in pertinent part as foll ows:

SEC. 104. COWVPENSATI ON FOR I NJURI ES OR SI CKNESS.

(a) I'n General.--Except in the case of anobunts
attributable to (and not in excess of) deductions
al l oned under section 213 (relating to nedical, etc.,
expenses) for any prior taxable year, gross incone does
not i ncl ude- -

* * * * * * *

(2) the amount of any damages (other than
puniti ve danmages) received (whether by suit or
agreenent and whether as |unp suns or as periodic
paynments) on account of personal physical injuries
or physical sickness;

* * * * * * *

* * * For purposes of paragraph (2), enotional distress
shall not be treated as a physical injury or physical
si ckness. The precedi ng sentence shall not apply to an
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anount of damages not in excess of the anmount paid for
medi cal care * * * attributable to enotional distress.

Legi sl ative history acconpanyi ng passage of the SBJPA
additionally clarifies that “the termenotional distress includes
synptons (e.g., insomia, headaches, stomach disorders) which may
result fromsuch enotional distress.” H Conf. Rept. 104-737, at
301 n.56 (1996), 1996-3 C.B. 741, 1041.

Regul ati ons pronul gated under section 104 further define
“damages received (whether by suit or agreenent)” as “an anobunt
recei ved (other than worknen’s conpensation) 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), lIncone Tax Regs.

Prior to the SBIJPA, section 104 authorized excl usion of
damages recei ved on account of “personal injuries or sickness”,
whi ch enbraced “nonphysical injuries to the individual, such as
t hose affecting enotions, reputation, or character”. United

States v. Burke, supra at 235 n.6; see al so Conm Ssi oner V.

Schleier, supra at 329-331. Interpreting that regine, the U S.

Suprene Court in Conm ssioner v. Schleier, supra at 336-337,

established a two-pronged test for ascertaining a taxpayer’s
eligibility for the section 104(a)(2) exclusion. As stated by
the Suprenme Court: “First, the taxpayer nust denonstrate that
t he underlying cause of action giving rise to the recovery is

‘based upon tort or tort type rights’; and second, the taxpayer
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must show t hat the damages were received ‘on account of persona
injuries or sickness.’”” |d. at 337. This test has since been
extended to apply to the anended version of section 104, with the
correspondi ng change that the second prong now requires proof
that the personal injuries or sickness for which the damages were

recei ved were physical in nature. See, e.g., Venable v.

Conmi ssioner, T.C. Menp. 2003-240, and cases cited therein.

B. Analysis
1. Tort or Tort Type Ri ghts

As indicated above, the first requirenent for the section
104(a)(2) exclusion is that the clai munderlying the funds

recei ved nust be based on tort or tort type rights. Conm SSioner

V. Schleier, supra at 337. A “tort” is defined as a “‘civil

wrong, other than breach of contract, for which the court wll
provide a renmedy in the formof an action for damages.’” United

States v. Burke, supra at 234 (quoting Prosser and Keeton on the

Law of Torts 2 (1984)).
Where anounts are received pursuant to a settl enent
agreenent, the nature of the claimthat was the actual basis for

the settlenent controls excludability. Stocks v. Conm ssioner,

98 T.C. 1, 10 (1992); Metzger v. Conm ssioner, 88 T.C. 834, 847

(1987), affd. w thout published opinion 845 F.2d 1013 (3d Cr
1988). The clai mnust be bona fide, but it need not be

sustainable or valid. Taggi v. United States, 35 F.3d 93, 96 (2d
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Cir. 1994); Stocks v. Conm ssioner, supra at 10; Metzger v.

Conmm ssi oner, supra at 847. The claimadditionally need not have

been asserted prior to the settlenment, but |ack of know edge of
the claimon the part of the payor may indicate a | ack of intent

to settle such a claim Gida v. Conm ssioner, T.C. Mnob. 1997-

345, affd. 158 F.3d 802 (5th Cr. 1998); Brennan v. Conm SSioner,

T.C. Meno. 1997-317.

The parties here have not addressed whether the claimor
clains underlying the settlenent sound in tort. Rather, they
have focused on whether the $30, 000 paynent was received on
account of physical injury. This enphasis nay in |large part be
due to the fact that the conplaint filed in the District Court
action, which provided a principal inpetus for the settlenent at
issue, is not in the record. Hence, while the parties stipul ated
generally that the conplaint alleged a history of discrimnation
“based on Title VII of the Gvil R ghts Act of 1964, as anended”,
it 1s not possible to ascertain fromthe evidence what particul ar
clains M. Oyelola nmay have asserted or whether he advanced a

multiplicity of legal theories.* 1In these circunstances, and

4 W note that the Suprenme Court in United States v. Burke,
504 U. S. 229, 241 (1992), held that a claimprem sed on Title VII
of the Cvil R ghts Act of 1964, prior to its anmendnment in 1991,
was not based on tort or tort type rights. The Suprene Court
also ruled in Landgraf v. USI FilmProds., 511 U. S. 244, 282, 286
(1994), that the 1991 anendnents to Title VIl did not apply to
conduct occurring before Nov. 21, 1991. As will be detailed nore
fully infra in text, petitioners place significant reliance on an

(continued. . .)
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because a ruling on the physical injury question wll be
sufficient to resolve the instant case, we shall follow the | ead
of the parties and restrict our analysis to the second prong of
the test for exclusion under section 104(a)(2).

2. On Account of Personal Physical Injuries

As previously discussed, section 104(a)(2) sanctions
excl usion of paynments received “on account of personal physical
injuries or physical sickness”. This phraseology reflects that
excludability depends not only on the nature of the injuries but
al so on the purpose of the paynent. Accordingly, in the context
of settlenent paynents, “the critical question is, in lieu of

what was the settlenent anount paid.” Bagley v. Conm ssioner,

105 T.C. 396, 406 (1995), affd. 121 F.3d 393 (8th Cr. 1997).
This is a factual inquiry involving consideration of all facts
and circunstances surrounding the settlement. |1d.

The Court has summarized the role in this cal culus of
paynment allocations set forth in a settlenent agreenent:

Were there is an express allocation contained in
t he agreenent between the parties, it will generally be
followed in determning the allocation if the agreenent
is entered into by the parties in an adversari al
context at armis length and in good faith. However, an
express allocation set forth in the settlenent is not
necessarily determnative if other facts indicate that
t he paynment was intended by the parties to be for a
different purpose. [ld.; citation omtted.]

4(C...continued)
i nci dent taking place in March of 1991 to support their request
for exclusion under sec. 104(a)(2).
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Stated conversely, “If the settlenent agreenent |acks express

| anguage stating that the paynent was (or was not) nade on
account of personal injury, then the nost inportant fact in
determ ni ng how section 104(a)(2) is to be applied is ‘the intent
of the payor’ as to the purpose in making the paynent.” Metzger

v. Conm ssioner, supra at 847-848 (quoting Knuckles v.

Comm ssi oner, 349 F.2d 610, 613 (10th Cr. 1965), affg. T.C

Meno. 1964- 33).

Here, the settlenment agreenent explicitly designated the
di sput ed $30, 000 anmpbunt as “conpensation for enotional distress”.
Section 104(a) states unequivocally that “enotional distress
shall not be treated as a physical injury or physical sickness”,
except for anmounts actually paid for nedical care attributable to
the enotional distress. Essentially, then, our query is whether
the circunstances of this case afford any justification for a
departure fromthe result otherw se directed by the face of the
settl ement docunent.

At the outset, we note that the record is nearly devoid of
information regarding the negotiations that led to the settl enent
agreenent. However, nothing suggests that the context was other
than adversarial and arms length. The settlenent was reached

during the pendency of a filed I egal action, and both sides were
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apparently represented by counsel.® Additionally, the agreenent
was very specific as to the allocation of each portion of the
nonetary award. Qut of a total of $187,824, only $30,000 was
desi gnated for personal injuries, and that anount was explicitly
for enotional distress. This then would not seemto be a
situation where one party’'s tax considerations were allowed to
t ake precedence over the actual nature and significance of the
various underlying clains.

Petitioners nonethel ess argue on brief as foll ows:

The petitioners stated and provi ded evidence to the
Court that paynents [sic?] of $30,000.00 was as a
result of physical damage to the |lips, sustained as a
result of years of racial and national origin
harassnment in the course of his enploynent at the
Connecticut Miutual Life Insurance Conpany. Medical
papers were al so presented from Rockville Genera
Hospital and the Institute of Living Medical G oup,
P.C., substantiating the period, which pre-date the
enotional distress treatnent.

The petitioners asked the Court to disallowthe

$30, 000. 00 as taxable, given that enotional distress
cited in the “General Rel ease, Confidential Separation
Agreenent, Waiver and Covenant Not To Sue”, resulted
fromphysical injury to the lips. Mre so, the

conpl aint of the physical injury, to the CHRO pre-
dates the paynent of this $30,000.00, and pre date
[sic] treatnment of the distress.

In sunmary, we would like the court to see that, it was
t he physical injury which was sustained at first, that
causes severe head ache, delusion, coupled with
sustained racial discrimnation that led to ny

> Petitioners state in their trial nenorandumthat the
attorney who represented M. Oyelola in the civil rights action
has been di sbarred fromthe practice of |law in Connecticut and
cannot be | ocat ed.
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enotional distress; hence, the treatnents at the mental
hospital: The Institute of Living.

Petitioners therefore appear primarily to contend that,
notw t hstandi ng the | anguage of the settl enent agreenent, the
$30, 000 amount was in fact paid on account of a physical injury.
That injury was allegedly sustained to M. Oyelola s lips, as a
result of sleep wal king brought on by the enotional distress
ensuing fromthe clained discrimnation. Alternatively,
petitioners seemto suggest that the lip injury, not the
discrimnation itself, was the root cause of the enotional
distress. In making these argunments, petitioners enphasize that
the lip injury was conmuni cated to the Connecticut Conmi ssion on
Human Ri ghts and Qpportunities in conjunction with M. Oyelola’s
1996 conpl ai nt.

At trial, petitioners introduced into evidence a copy of a
suppl emental affidavit filed by M. Oyelola with the Connecti cut
Comm ssion on Human Rights and Qpportunities. The 30-page
docunent contains a single paragraph discussing physical injury,
specifically a March 14, 1991, incident involving harmto M.

Oyelola s |ips:

8. My nmanager’ s constant renmarks wore ne down.

lost a lost of sleep, and | hardly ate properly. In
1990 [sic], during the course of this treatnment, | had
a heart failure one night and col |l apsed. Wen

regai ned consciousness, | was in a pool of blood. M
two upper teeth pierced through ny lower lip. | was

rushed to Rockvill e/ Vernon Hospital energency room (see
attached hospital records as Exhibit A. |
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subsequently went to Enfield Special Cinic for
stitches on ny lip.

Petitioners testified to simlar effect at trial, although
the “heart failure” could not be corroborated, and introduced the
referenced hospital records as an exhibit. The records show that
petitioner was treated on March 14, 1991, at Rockville General
Hospital for “LACERATI O WOUND CARE" and “ SEVERE
HEADACHE/ DI ZZI NESS’, and that he could return to work on March
17, 1991. Total charges of $749.24 were incurred and billed to
M. Oyelola s insurance. The only other evidence offered by
petitioners consists of records fromthe Institute of Living
Medi cal Group, P.C., indicating that petitioner was eval uated and
treated on various occasions in 1997 and 1998 for anxiety and
del usi ons.

The foregoing record in this case does not support a
concl usi on that the $30,000 was paid on account of physical
injury. The sole specific incident of physical injury argued by
petitioners, the damage to M. Oyelola’s lips, is not
commensurate with a $30,000 paynment. In contrast, M. Oyelola
apparently waged a lengthy battle with stress, anxiety, and other
enotional problens. The notes contained in the records fromthe
Institute of Living Medical Goup, P.C, indicate that the
ongoi ng racial discrimnation, not the single physical injury,
was the primary source of M. Oyelola’ s enotional distress.

While we do not dismss the physical pain M. Oyel ol a experienced
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as a result of his 1991 coll apse, the evidence supports the
conclusion that the 1998 settl enent paynent was in fact, as the
settl enment agreenent stated, intended by the Conpany to
conpensate for the far nore pervasive enotional distress.

Accordingly, the $30,000 is not excludable fromincone,
except to the extent actually paid for nedical care attributable
to the enotional distress. Petitioners have not directed our
attention to any particular anounts paid for such nedical care.
The only reference in the record to specific charges incurred for
M. Oyelola s treatnent is the $749.24 shown as billed to his
i nsurance conpany in 1991. There is no indication that
petitioners were ever held responsible for any of this anount.
Addi tionally, as respondent points out on brief, it is noteworthy
that the settlenent designated $7,824 for the cost of COBRA
I nsurance coverage, such that M. Oyelola s nedical expenses and
needs woul d appear to have been contenpl ated and provi ded for by
nmeans ot her than the $30,000 paynent. W hold that the $30, 000
is not excludable fromgross i ncone under section 104(a).

To reflect the foregoing and concessi ons nade,

Deci sion will be entered

under Rul e 155.




