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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a $20, 300 defi ci ency
in and a $4, 060 section 6662(a) penalty on petitioners’ 2003
Federal income tax.! The issues for decision are (1) whether

$75, 749 petitioner Mchael A Pettit received in connection with

1 Al section references are to the Internal Revenue Code,
and all Rule references are to the Tax Court Rules of Practice
and Procedur e.
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the settlenment of a |lawsuit is excludable fromgross inconme for
2003 pursuant to section 104(a)(2), and (2) whether petitioners
are liable for the section 6662(a) penalty for 2003.

FI NDI NGS OF FACT

None of the facts, but all of the exhibits, have been
stipulated, and the exhibits are incorporated herein by this
reference. At the tinme the petition was filed, petitioners
resided in M chigan.

Before March 5, 2002, Mchael A Pettit (petitioner) was
enpl oyed by Electronic Data Systens Corp. (EDS) as a facilities
project coordinator. On March 5, 2002, EDS term nated petitioner
as part of a workforce reduction. Petitioner’s supervisor at EDS
informed petitioner that he was selected for term nation on the
basis of his age and pay. At the tinme of his term nation,
petitioner was approximately 47 years old. EDS replaced
petitioner with a facilities project coordinator who was younger
t han petitioner.

Petitioner filed an age discrimnation |awsuit, pursuant to
M chi gan | aw, against EDS. The case eventually went to trial in
the U S District Court for the Eastern District of M chigan
(lawsuit). In the lawsuit, petitioner set forth a claimalleging
physical injuries, enotional distress, and famly probl ens

arising out of his termnation from EDS.
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The lawsuit went to trial in Septenber 2003. However, after
3-1/2 days of trial, the parties settled the case by executing a
“Settlement Agreenent and Rel ease” (settlenment agreenent). The
settl ement agreenent provided that petitioner “presented evidence
of serious enotional distress during trial” of the |lawsuit.
Pursuant to the settlenment agreenent, EDS agreed to pay
petitioner $240,000. EDS paid petitioner $120,000 in 2003
($120, 000 paynment). The settlenent agreenment provides that the
$120, 000 paynent

is to be apportioned as follows: O the first paynent

of One Hundred Twenty Thousand Dol | ars ($120, 000),

Forty Four Thousand Two Hundred and Fifty Dol lars and

si xteen [sic] (%44, 250.12) shall be attributed to | ost

wages and shall be tendered in a check which will be

i ssued as a payroll check wth applicable w thhol ding

on which an IRS Form W2 will be issued; the remaining

Seventy Five Thousand Seven Hundred and Forty N ne

Dol ars and Ei ghty Ei ght cents ($75,749.88) of the

first paynent and the entire second paynent of One

Hundred and Twenty Thousand Dol | ars ($120, 000. 00) shal

be attributed to enotional distress, pain & suffering

and ot her non-wage damages and an I RS Form 1099 shal

be i ssued.
Petitioner’s annual salary at EDS was $59,000. In the settlenent
agreenent, petitioner and EDS agreed to, and cal cul ated, the
al l ocati on of $44,250.12 to | ost wages to reflect the anount of
sal ary petitioner would have earned if he had not been term nated
and had renmai ned enployed with EDS until Decenber 31, 2002.

In return for the noney EDS paid petitioner pursuant to the

settlenment agreenent, petitioner agreed to the foll ow ng:
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SECOND: Conpl ete Rel ease and Dism ssal of Lawsuit
(Wth Prejudice).

* * * * * * *

In return for the consideration set forth above, Pettit
agrees to release EDS * * * fromall clains or demands
Pettit may have agai nst EDS, including, but not limted
to, any clains related to Pettit’s enpl oynent with EDS
or separation fromthat enploynent and any clains for
attorneys fees and costs. This includes, wthout
limtation, a release of any rights or clains asserted
by Pettit in the lawsuit styled Pettit v. Electronic
Data Systens, Inc., Case No. 02-CV-74357, which is
currently pending before the United States District
Court for the Eastern District of M chigan, Southern
Division. * * * This rel ease al so includes, w thout
limtation, a release by Pettit of any related or

unrel ated wongful discharge clains, contractua

clainms, tort clainms or any other actions. This release
covers both clains that Pettit knows about and those he
may not know about .

* * * * * * *

FOURTH: No Future Lawsuits.

Pettit prom ses never to file a |lawsuit, demand,
action or otherw se assert any clains that are rel eased
in the Second Paragraph of this Agreement * * *.

* * * * * * *

TH RTEENTH: Entire Agreenent

For the purpose of inplenenting a full and
conpl ete rel ease and di scharge of clainms, Pettit
expressly acknow edges this Agreenent is intended to
include inits effect, without limtation, all the
claims described in the precedi ng paragraphs, whether
known or unknown, suspected or unsuspected, and that
this Agreenent contenplates the extinction of all such
clainms, including clains for attorneys’ fees. Pettit
expressly waives any right to assert after the
execution of this Agreenent that any such claim
demand, obligation, or cause of action has, through
i gnorance, oversight, or for any other reason, been
omtted fromthe scope of this Agreenent.
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This is the entire agreenent between Pettit and

EDS, and supersedes and prevails over all other prior

agreenents, understandi ngs or representations by or

between the parties, whether oral or witten. This

Agreenent may not be nodified or anmended, and there

shall be no waiver of its provisions, except by a

witten instrunment executed by Pettit and a corporate

of ficer of EDS. EDS has nade no prom ses to Pettit

other than those in this Agreenent.

The accounting firmof Bel ger and Associ ates prepared
petitioners’ 2003 joint Federal incone tax return. On
petitioners’ tinely filed 2003 return, petitioners reported
$44, 250 of the $120, 000 paynent as wages. Petitioners did not
i ncl ude $75, 750 of the $120, 000 paynent as ot her incone.

I nstead, on “Statenent 1 - Form 1040, Line 21 - Qher Incone”,

petitioners calculated their other incone as foll ows:

Descri ption Amount
Debt cancel ed $2, 887
Debt cancel ed 1, 759
Sett| enent 75, 750
Nont axabl e sec. 104 (75, 750)

Tot al 4, 646

The disclosure on their 2003 return reflected petitioners’
under standi ng that the $75, 750 of the $120, 000 payment was not

taxable (i.e., it was excludabl e under section 104).
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Respondent determ ned that the anmount of petitioners’ other
i ncome on their 2003 return should be increased by $75, 749
because this anmpunt was not excludable fromincone.? Respondent
al so determ ned a section 6662 penalty for 20083.
OPI NI ON

Burden of Proof

Ceneral ly, the taxpayer bears the burden of proving the
Comm ssioner’s deficiency determ nations incorrect. Rule 142(a);

Welch v. Helvering, 290 U S. 111, 115 (1933). Petitioners have

nei t her clainmed nor shown that they satisfied the requirenents of
section 7491(a) to shift the burden of proof to respondent.
Accordingly, petitioners bear the burden of proof. See Rule
142(a) .

1. Defi ci ency

It is well established that, pursuant to section 61(a),
gross incone includes all inconme from whatever source derived
unl ess otherw se excluded by the Internal Revenue Code. See

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

Excl usions fromgross incone are construed narrowy.

Conmm ssioner v. Schleier, 515 U S. 323, 327-328 (1995).

2 W note that although petitioners round up the $75, 749. 88
to $75,750 on their 2003 return, in the statutory notice of
deficiency respondent rounded down the $75, 749.88 to $75, 749.
This accounts for the $1 difference.
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The Smal | Business Job Protection Act of 1996 (SBJPA), Pub.
L. 104-188, sec. 1605, 110 Stat. 1838, anended section 104, as
rel evant here, to provide:

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

(a) I'n General.--Except in the case of anounts
attributable to (and not in excess of) deductions
al | 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
punitive damages) 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

anount of damages not in excess of the anmount paid for

medi cal care (described in subparagraph (A) or (B) of

section 213(d)(1)) attributable to enotional distress.
“[T] he termenotional distress includes synptons (e.g., insomia,
headaches, stomach disorders) which may result from such
enotional distress.” H Conf. Rept. 104-737, at 301 n.56 (1996),
1996-3 C.B. 741, 1041. Section 104 as anended by the SBJPA
generally is effective for amounts received after August 20,
1996. SBJPA sec. 1605(d), 110 Stat. 1839.

“Damages received” neans anounts received “through
prosecution of a legal suit or action based upon tort or tort

type rights, or through a settlenent agreenent entered into in
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lieu of such prosecution.” Sec. 1.104-1(c), Incone Tax Regs. 1In
eval uati ng whet her anmounts received pursuant to a settl enent
agreenent are excludable fromincone pursuant to section
104(a)(2), we look to the witten ternms of the settl enent
agreenent to determne the origin and allocation of the

settl ement proceeds. See Metzger v. Conmm ssioner, 88 T.C. 834

(1987), affd. wi thout published opinion 845 F.2d 1013 (3d Cr

1988); Jacobs v. Comm ssioner, T.C Meno. 2000-59, affd. sub nom

Connelly v. Conmm ssioner, 22 Fed. Appx. 967 (10th Cr. 2001).

Petitioner and EDS entered into a witten settl enent
agreenment. Petitioner testified that he was paid $75, 749. 88 of
t he $120, 000 paynent for “enotional distress, pain and
suffering”. Petitioner testified that the “pain and suffering”
consisted of irritable bowel syndrone (a digestive problem and
headaches.

The term “enotional distress” includes synptons such as
i nsomi a, headaches, and stomach di sorders which may result from
such enotional distress. Congress anended section 104(a)(2) to
specifically address the issue of whether damages for enotional
di stress are excluded fromgross incone and determ ned that such

damages generally are not excludable fromincone.
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The settl enent agreenent states that petitioner filed a
| awsuit alleging physical injuries, enotional distress, and
famly problens arising out of EDS' s term nation.?

Additionally, the settlenent agreenment explicitly states that
petitioner “presented evidence of serious enotional distress
during the trial”, and it does not contain | anguage indicating
that petitioner presented any evidence of physical injuries or
physi cal sickness.

Section 104 as anended by the SBJPA requires not only that
damages conpensate for personal injury, but also that the injury
be physical. The settlenent agreenent makes no allusion to
conpensation for a physical injury or physical sickness. There
is no apportionnment of any of the settlenent proceeds to a
physi cal injury or physical sickness. The settlenent agreenent
di vi des the $240,000 into two portions. One portion of the
$120, 000 paynent is allocable to wages, and the renai nder of the
$120, 000 paynent and the entire second paynment (which also
total ed $120,000) are allocable to enotional distress, |eaving
no residue susceptible of attribution to physical injury (or to
anything else). This omssion and the affirmative | anguage of
the settl enent agreenent further support the conclusion that

petitioner’s damage award does not qualify for the section

3 W note that the pleadings setting forth petitioner’s
claims in the lawsuit were not offered as evi dence.
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104(a)(2) exclusion. See Seidel v. Comm ssioner, T.C. Mno.

2007-45. Accordingly, we sustain respondent’s deficiency
determ nati on

[11. Section 6662 Penalty

A. Burden of Production: Section 7491(c)

Section 7491(c) provides that the Comm ssioner will bear
t he burden of production with respect to the liability of any
i ndi vidual for additions to tax and penalties. “The
Comm ssi oner’ s burden of production under section 7491(c) is to
produce evidence that it is appropriate to i npose the rel evant
penalty, addition to tax, or additional anmount”. Swain v.

Commi ssioner, 118 T.C. 358, 363 (2002); see al so Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001). The Comm ssi oner,

however, does not have the obligation to introduce evidence
regardi ng reasonabl e cause or substantial authority. Hi gbee v.

Conmi ssi oner, supra at 446-447.

B. Section 6662

Respondent determ ned that petitioners are liable for the
section 6662 penalty for 2003. Pursuant to section 6662(a), a
taxpayer may be liable for a penalty of 20 percent on the
portion of an underpaynent of tax due to negligence or disregard
of rules or regulations or a substantial understatenent of
i ncone tax. Sec. 6662(b)(1) and (2). An “understatenent” is

the difference between the anmount of tax required to be shown on



- 11 -
the return and the anount of tax actually shown on the return.
Sec. 6662(d)(2)(A). A “substantial understatenent” exists if

t he understatement exceeds the greater of (1) 10 percent of the
tax required to be shown on the return for a taxable year or (2)
$5, 000. See sec. 6662(d)(1)(A). Respondent nmet his burden of
production as there was a substanti al understatenent of incone

t ax.

The accuracy-related penalty is not inposed with respect to
any portion of the underpaynent as to which the taxpayer acted
W th reasonabl e cause and in good faith. Sec. 6664(c)(1). The
decision as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Rel evant
factors include the taxpayer’s efforts to assess his proper tax
l[tability, including the taxpayer’s reasonable and good faith
reliance on the advice of a professional. See id.

The record establishes that petitioners acted with
reasonabl e cause and in good faith. Petitioners reasonably and
in good faith relied on their return preparer. Petitioners
di scl osed $75, 750 of the $120, 000 paynment and their basis for
excluding this anmount fromincone on their 2003 return
Accordingly, we conclude that petitioners had reasonabl e cause

and acted in good faith as to any underpaynent for 2003.
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Therefore, we hold that petitioners are not |iable for the
penal ty pursuant to section 6662(a).

| V. Concl usi on

I n reaching our holdings herein, we have consi dered al
argunents nade by the parties, and to the extent not nentioned
above, we find themto be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




